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There is growing agreement that many of the cost and quality problems in health care today are either caused or ex-
acerbated by the way we pay for health care services.  Although a variety of payment reforms have been proposed to ad-
dress these gaps, many of them are seen either as doing too little to address the problems caused by current payment sys-
tems or as changing payment too radically for providers to easily implement. 

There is a need for “middle-ground” options – payment reforms that provide greater flexibility and accountability for 
care than typical pay-for-performance, shared savings, and medical home programs, but which avoid forcing providers to 
take on more financial risk than they can manage or to take accountability for services they cannot effectively control (as 
traditional capitation systems or full episode-of-care payment systems can require).  These middle-ground changes can 
be viewed as transitional payment reforms, i.e., they enable healthcare providers to deliver some improvements in cost 
and quality for payers and patients as the providers build the capacity to transition to more comprehensive payment  
reforms in a way that is feasible for them. 

There are at least seven different types of payment reforms that could be used by providers and payers to transition 
toward more episode-oriented payment structures for major acute care: 

Paying hospitals on a case rate basis for all patients, i.e., using DRG-type payments in place of per diem and 
charge-based payments for all patients; 

Paying all physicians on a case rate basis for acute care episodes, i.e., making a single payment to a physi-
cian for all services during an entire patient stay, similar to the way surgeons and obstetricians are currently paid; 

Bundling payments to hospitals and physicians, i.e., making a single payment for both hospital and physician 
services instead of separate payments; 

Providing an inpatient warranty, i.e., having hospitals and/or physicians agree not to charge more for services 
to correct errors, infections, and other hospital-acquired complications; 

Bundling payments for inpatient and post-acute care, i.e., paying a single amount to cover both inpatient 
care and services after discharge such as inpatient rehabilitation and home health care; 

Providing a warranty for post-discharge complications and readmissions, i.e., having hospitals and/or 
physicians agree not to charge more for preventable readmissions to the hospital; and 

Paying based on diagnosis instead of treatment, i.e., defining DRGs and physician case rates based on patient 
diagnoses, rather than on the specific procedures or treatments performed. 

These transitional payment reforms need not be pursued in any particular sequence, and different approaches can be 
used with different types of patients and conditions.  The goal should be to change the payment structure in the most tar-
geted way possible to enable specific problems with care to be solved or specific goals to be achieved.  For example, if 
there are inefficiencies in the way care is delivered, bundling payments could be the best approach for solving that, 
whereas if infection rates are high, a warranty would be a more appropriate approach. 

Three payment changes that could help primary care and specialty physician practices transition toward more global 
payment structures are: 

Paying Primary Care Practices with Care Management Payments and Utilization-Based Performance 
Incentives.  This would involve adding three new components to fee-for-service payments for primary care: 

A Care Management Payment would be paid to the primary care practice for each patient (in addition to current 
fees for individual services) to support better patient education and self-management support, access to physi-
cians by telephone, etc.; 



Specific targets for reducing utilization of healthcare services outside of the practice (e.g., non-urgent emergency 
room visits, ambulatory care sensitive hospitalizations, and/or high-tech diagnostic imaging) would be  
established that would result in savings greater than the cost of the Care Management Payment; and 

Bonuses/penalties would be paid to the practice based on its performance against the targets. 

Paying Specialists with Care Management Payments and Utilization-Based Performance Incentives.  
Similar to the payment model above for primary care practices, specialists would be paid more to better manage and 
coordinate patient care, but with specific targets for reducing utilization of expensive services such as hospital care. 

Paying Physician Practices with Condition-Specific Partial Comprehensive Care Payments.  A physi-
cian practice or group of providers would be paid a single amount for most or all of the services that a patient will 
need from more or all providers for one or more of the patient‟s health conditions over a fixed period of time (e.g., a 
year).  This would replace separate fees currently paid for the individual services that are covered by the payment. 

For any of the transitional payment reform steps, as well as for full episode or global payment, three additional issues 

must be addressed: 

Establishing an appropriate payment amount (i.e., a price) for each patient or group of patients.  
Even if the payment method provides the right incentives for better care, if the payment level is too low (i.e., below 
the minimum feasible cost of providing care), providers will be unable to provide quality care, and if the payment 
level is too high, there will be no real incentive for efficiency.  A major challenge here is getting adequate data to en-
able both providers and payers to determine what appropriate prices are for new payment systems. 

Limiting the financial risk associated with unusually expensive patients or with costs that the pro-
vider cannot control.  Four methods could be used to do this: 

Condition/Severity Adjustment, i.e., paying a provider different amounts depending on the type and sever-
ity of the patient‟s health conditions; 

Outlier Payments/Adjustments, i.e., paying a provider more when the cost of caring for a patient exceeds a 
certain threshold, or not holding the provider accountable for the total cost or quality of care for patients with 
unusual conditions; 

Risk Corridors, i.e., limiting the extent to which the cost of actual service delivery for a group of patients can 
differ from the payment amount; and 

Exclusions and Risk-Sharing With Other Providers, i.e., excluding the costs of services delivered by 
some outside providers from the payment, or having two providers each accepting accountability for different 
portions of the total costs of caring for a group of patients. 

Ensuring that the quality of care to patients is maintained or improved as incentives to control costs 
are introduced.  The types of explicit quality incentives needed will depend on the specific payment model used, 
but it is likely that current efforts to measure the quality of preventive care will be a critical complement to all new 
payment models. 

Ideally, a community should start by focusing transitional payment reforms on areas where significant cost savings 

can be achieved quickly.  The following four criteria can help identify where the likelihood of significant, short-term suc-

cess is highest: 

Conditions which affect a large number of patients; 

Services where there is evidence of overutilization or inefficiency involving relatively large amounts of spending; 

Changes in care that have been proven to reduce overutilization or inefficiency, that are relatively simple or low-cost 
to implement, that can achieve significant results within a relatively short time period, ideally a year, and that are 
viewed favorably by patients; and 

Services, conditions, and care changes where there is strong clinical leadership in the community. 

When developing a transitional payment strategy, it is important to try and define not only the initial incremental 

steps, but also the desired end point (i.e., the payment system that is ultimately to be used) and as many of the interme-

diate steps as possible, so that both providers and payers understand how investments made today will pay returns in the 

future. 

The transitional payment models can also serve as important building blocks for Accountable Care Organizations 

(ACOs).  The most important factors in the success of ACOs will be (1) their ability to identify specific opportunities for 

improving the way care is delivered to patients that can reduce costs and improve quality, and (2) their ability to provide 



the resources and supports that individual healthcare practitioners need to enable and encourage them to make those 

improvements.  An ACO cannot control total costs and quality if it cannot control the costs and quality of individual epi-

sodes of care and the number of episodes for groups of patients, and it cannot control those things if the individual prac-

titioners who deliver the care are still being paid based on volume rather than value.  Even if the ACO is accepting a 

global payment for the total costs of care for a patient population, it will need to break that payment down and use it to 

make the equivalent of episode payments and comprehensive care payments to the individual physician groups and 

other providers involved in delivering the care. 

Since providers need better payment systems in order to deliver higher-value care, it will be essential to have payers 

offer a range of transitional payment options in order to allow all of the providers in a community to transform their 

care.  Although it might seem much easier and cheaper to try and choose one “best” payment system and stick to it over a 

long period of time, any one-size-fits-all payment change would mean that (1) those providers who could accept greater 

accountability than permitted by the payment change would be unable to deliver all of the improvements in value they 

could offer, and (2) those providers without sufficient skills to participate in the payment model that is chosen would be 

unable to make even the small improvements in value they could offer if given the opportunity to participate in a more 

incremental payment reform.  Consequently, multiple payment models will likely need to be available in many commu-

nities to support providers with different capabilities. 

In addition, as many payers in a community as possible need to implement the same payment reforms.  It is in both 

payers‟ and providers‟ interests for all payers to adopt a new payment arrangement, since this would enable a healthcare 

provider to change its care processes for all of its patients without being financially penalized for any of them, while also 

avoiding creating a competitive disadvantage for an individual payer which makes payment changes if the other payers 

do not.  However, achieving alignment of all payers in a market is very challenging because of antitrust concerns and the 

fact that it is costly for national payers to implement different payment systems in different communities.  Some  

approaches that could be used to achieve a critical mass of multi-payer alignment for providers include: 

Use state government or a non-profit Regional Health Improvement Collaborative to facilitate agreement on a com-
mon payment methodology. 

Reach agreement on a common approach to payment reforms first among payers who exclusively or primarily pay 
for patients living in the local market. 

Restructure payment for types of patients and conditions for which there are fewer payers or payers who are more 
willing to change their payment systems. 

Implement payment reforms with providers who accept payment from a more narrow range of payers. 

Implement payment reforms initially with providers which have their own health plan. 

Define the most critical aspects of payment systems that need to be aligned, rather than trying to get all payers to 
implement identical payment systems. 

Because of its size, participation by the Medicare program is extremely important.  Fortunately, the federal Patient 

Protection and Affordable Care Act (PPACA) has given the Centers for Medicare and Medicaid Services the power to of-

fer the full range of transitional payment reforms described above if it wishes to do so.  The two principal sections of the 

law that provide this capability are: 

Shared Savings Program/Accountable Care Organizations (ACOs).  Although titled the “Shared Savings 
Program,” Section 3022 of PPACA (Section 1899 of the Social Security Act) provides the Secretary of Health and Hu-
man Services with the power to establish “other payment models” for Accountable Care Organizations that the Sec-
retary determines “will improve the quality and efficiency” of healthcare, as long as payments do not result in spend-
ing more “than would otherwise be expended … if the model were not implemented, as estimated by the Secretary.”  
Each of the transitional payment reform models described above can be structured in a way that maintains or re-
duces spending for the services encompassed by the payment.  Moreover, the law does not require that ACOs provide 
or control provision of all services, merely that an ACO must “be willing to become accountable for the quality, cost, 
and overall care of the Medicare fee-for-service beneficiaries assigned to it;” this could easily include organizations 
that are willing to transition over time to broad accountability but need more narrowly defined initial payment re-
forms to enable them to get started. 

Center for Medicare and Medicaid Innovation.  Section 3021 of the law creates this new entity and gives it 
the power and duty “to test innovative payment and service delivery models to reduce program expenditures … while 
preserving or enhancing the quality of care…”  This will also allow Medicare to participate in unique payment models 
developed in individual communities to help their providers transition to more accountable care. 



There is growing agreement that many of the cost and quality problems in health care today are either caused or ex-

acerbated by the way health care services are paid for.  Under most current healthcare payment systems: 

Physicians, hospitals, and other healthcare providers receive more revenue for delivering more services, not for de-
livering higher quality services or services which are more effective in improving a patient‟s health, i.e., providers are 
paid for doing more, not better. 

Healthcare providers may actually be financially penalized for improving the quality of their services.  For example, 
reducing errors and complications can not only reduce providers‟ revenues, but also reduce their profits and ability 
to remain financially viable.1  Moreover, under most payment systems, health care providers make less money if a 
patient stays healthy.   

Separate payments are made to each physician, hospital, and other healthcare provider involved in a patient‟s care, 
which can result in duplication of tests and services for the same patient2, with no incentive for separate providers to 
coordinate their services. 

Many valuable preventive care and care coordination services are not paid for adequately (or at all)3, which can result 
in unnecessary illnesses and treatments.  In addition, low payment levels are believed to be discouraging physicians 
from entering primary care, contributing to shortages of primary care physicians in many areas. 

Although a variety of payment reforms have been proposed to address these gaps, the major proposals either do too 

little to address the problems caused by current payment systems or change payment systems too radically for many pro-

viders to easily implement.  For example: 

Pay-for-Performance Programs.  Many health plans are using pay-for-performance (P4P ) programs to reward 
physicians and hospitals for achieving better performance, and the federal Patient Protection and Affordable Care 
Act has authorized Medicare to implement such programs.  However, these programs typically do nothing to change 
the problems and undesirable incentives in the underlying payment system, and if they provide bonuses on top of 
existing payments, they require payers to spend more than they are spending today.  As a result, the amount of fund-
ing involved is relatively small relative to the overall revenues that a provider will receive, creating relatively little 
incentive for improvement, particularly since the underlying fee-for-service incentives remain in place.4 

Shared Savings Programs.  “Shared savings” programs are intended to address some of the weaknesses with tra-
ditional P4P systems by paying a bonus to providers that is explicitly connected to the amount by which they reduce 
the total cost of care for their patients compared to expected levels.  Because the provider‟s bonus payment is directly 
related to the payer‟s savings, a shared savings program avoids directly increasing costs, and gives a provider the po-
tential for receiving significant bonuses.  However, like other P4P programs, a shared savings program does not pro-
vide any higher payment up front or any greater flexibility in the basic payment system to enable providers to change 
the way they deliver services.  Most physician practices do not have sufficient financial reserves or access to working 
capital to enable them to afford to hire the staff, install the information technology, etc. needed to significantly re-
duce costs elsewhere in the healthcare system, particularly based on the uncertain prospect of a shared savings pay-
ment that will only arrive a year or more after the expenses are incurred.  In addition, because total costs must de-
crease (or increase more slowly than projected) in order for bonuses to be paid, it may be impossible for an individ-



ual provider to receive a shared savings bonus, even if it is control-
ling or reducing the portions of costs it can control, if other provid-
ers in the system are not behaving similarly (e.g., a primary care 
practice might receive no reward for a successful program to re-
duce hospitalizations of chronic disease patients if the local hospi-
tal is simultaneously working to encourage specialists to increase 
admissions for elective procedures).  Because there is no change in 
the underlying payment system, all of the existing weaknesses of 
the current payment system remain, and even though shared sav-
ings payments could be higher than the bonuses under many P4P 
programs, it is still unlikely that they can overcome the problematic 
incentives built into the current system.5 

Medical Home Payment Programs.  A number of programs 
have been created to provide additional payments to primary care 
practices so they can restructure their services to be consistent with 
the principles of the Patient-Centered Medical Home (PCMH).6  
However, many payers have been reluctant to make payments of any significant size to medical homes merely for 
meeting accreditation standards as a PCMH without evidence that the practice will actually reduce the costs of other 
services not delivered by the physician practice, such as preventable hospitalizations and emergency room visits.7  
Consequently, the payment levels for medical home services may be lower than needed to significantly change the 
way care is delivered. 

At the other extreme, some payment systems are viewed as being too radically different from fee-for-service for many 

providers to participate in, at least in the near term.  For example: 

Capitation/Global Payment.  Traditional “full risk” capitation and global payment systems provide considerable 
flexibility for providers to change the way services are delivered, but they also require the provider to be able to con-
trol or manage the costs of all aspects of a patient‟s care, and they put the provider at financial risk for having pa-
tients who are sicker than average or have rare or unusually complex conditions.  Most small providers do not have 
the size, scope, or financial capacity to manage such payment systems without outside assistance. 

Episode-of-Care Payment.  “Episode-of-Care Payments” have been proposed that would define a single payment 
for all of the services associated with a hospitalization or other episode of acute care, including both inpatient and 
post-acute care and any services needed to treat errors or adverse events during the patient‟s care.  However, suc-
cessfully managing these payments requires controlling the actions of a number of independent healthcare providers 
(hospitals, physicians, post-acute care providers, etc.), and because of the variability in the number and types of ser-
vices from episode to episode, determining a fair price for such episodes is very challenging. 

Clearly, there is a need for “middle-ground” options – payment reforms that provide greater flexibility and account-

ability for care than typical pay-for-performance, shared savings, and medical home programs, but which avoid forcing 

providers to take on more financial risk than they can manage or to take accountability for services they do not have ef-

fective mechanisms for controlling (the way traditional capitation systems or full episode-of-care payment systems would 

require).  These middle-ground changes can be viewed as transitional payment reforms, i.e., they enable healthcare pro-

viders to deliver some improvements in cost and quality for payers and patients as the providers build the capacity to 

transition to more comprehensive payment reforms, such as capitation or episode-of-care payment, in a way that is feasi-

ble for them. 

In most communities in the nation, the majority of primary care physicians, specialists, and hospitals are relatively 

small, independent entities, not large integrated systems.  Consequently, transitional payment reforms are particularly 

important so that these providers can immediately begin to take accountability for the subset of costs they can realisti-

cally expect to control today, while building the capacity to control a greater share of costs in the future. 

Section II will examine transitional payment reforms which enable and encourage hospitals and specialists to reduce 

the costs and improve the quality of major acute care episodes, e.g., treating a serious injury, replacing an arthritic hip or 

knee, facilitating childbirth, responding to a heart attack, or treating a curable cancer.  There is considerable evidence 

that the costs of many acute care episodes can be reduced while maintaining or improving quality, e.g., by increasing co-



operation among hospitals, physicians, and other providers, by using lower cost treatment options, by reducing adverse 

events (such as complications and infections), and by reducing preventable readmissions, if payment systems can be 

structured in a way to support the necessary changes in care delivery. 

Section III will examine transitional payment reforms which enable and encourage primary care practitioners and 

specialists to reduce the costs and improve the quality of care for a wide range of patients.   There is evidence that both 

short-run and long-run healthcare costs can be re-

duced for many types of patients, e.g., by improving 

prevention and early diagnosis, by reducing unneces-

sary testing, referrals and medications, and by reduc-

ing preventable emergency room visits and ambula-

tory care-sensitive hospitalizations, if primary care 

practitioners, specialty physicians, and other provid-

ers can be paid in ways that support the necessary 

changes in care delivery. 

Some important aspects of transitional payment 

reforms, such as pricing, risk limits, and quality as-

surance are common to both payments for major 

acute care, primary care, and specialty care, and these 

will be addressed in Section IV.  Section V will discuss 

how multi-step transition processes could be devel-

oped that match the specific opportunities and capa-

bilities of different providers and communities, and 

how these transitional payment reforms can serve as 

the building blocks for “Accountable Care Organiza-

tions.”  Finally, Section VI will examine the impor-

tance of having a range of payment changes made in a 

consistent fashion by all payers in a community. 

 



There has been considerable interest in payment reforms for major acute care (e.g., treating a serious injury, replac-

ing an arthritic hip or knee, facilitating childbirth, responding to a heart attack, or treating a curable cancer), partly be-

cause so much of healthcare spending is devoted to hospital and post-acute care, and partly because so many opportuni-

ties have been identified for both improving the quality and reducing the costs of such care, such as reducing infections, 

complications, and readmissions and improving the efficiency and coordination of care.  Episode-of-Care Payment is de-

signed to help address these opportunities by defining a single payment for all of the services from all providers associ-

ated with a hospitalization or other episode of acute care, including any services needed to treat errors or adverse events 

during the patient‟s care.8 

A full episode-of-care payment makes three key types of changes from current payment systems: 

It combines payments for two or more services delivered during the episode which are currently paid for separately 
(e.g., multiple visits by a single physician) into a single payment; 

It combines payments for two or more providers involved in the episode who are currently paid separately (e.g., hos-
pitals, doctors, and post-acute care providers) into a single payment; 

It may combine payments for treatment of two or more related patient conditions or diagnoses which are currently 
paid for separately (e.g., the condition that led to the hospitalization and complications which arise during the hospi-
talization) into a single payment. 

A major reason why such a payment is viewed as challenging for both payers and providers is it makes these three signifi-

cant types of changes at once, affecting many providers and many services in complex ways. 

However, although all of these types of changes may be desirable, it is not essential that they all be made at the same 

time; indeed, one approach to transitioning to a full episode-of-care payment system would be to make one or more of 

these changes without the others.  Moreover, a single change may enable significant improvements in cost and quality, 

and it may be possible to achieve savings more quickly by taking incremental steps than by trying to implement a com-

plete episode-of-care payment system all at once. 

There are at least seven different types of steps that could be taken by providers and payers to transition towards 

more episode-oriented payment structures for major acute care: 

Paying hospitals on a case rate basis for all patients; 

Paying all physicians on a case rate basis for acute care episodes; 

Bundling payments to hospitals and physicians; 

Providing an inpatient warranty; 

Bundling payments for inpatient and post-acute care; 

Providing a warranty for post-discharge complications and readmissions; and 

Paying based on diagnosis instead of treatment. 



In 1983, Medicare took a major step toward episode payment for major acute care by creating the Inpatient Prospec-

tive Payment System, commonly known as DRG (Diagnosis Related Group) payment.  Previously, all hospitals were paid 

based on their incurred costs, which provided little incentive to control costs.  Under the DRG system, hospitals receive a 

single “case rate” payment for a patient stay, which gives the hospital a strong economic incentive to control its costs so 

that they are less than the payment amount.9 

Although Medicare instituted the DRG payment system nearly 30 years ago, and although many private health plans 

and Medicaid programs followed in Medicare‟s footsteps, a number of private health plans and Medicaid programs 

across the country still pay large hospitals on a per diem basis (i.e., the hospital is paid an additional amount for each day 

the patient is in the hospital) or on a percent-of-charges basis (i.e., the hospital is paid more for each individual service 

delivered to the patient).  These systems create far less incentive for hospitals to control their costs than the DRG system, 

and for many hospitals, it appears that rather than reducing costs to stay within Medicare payment levels, they merely 

shift costs to other payers who use non case-rate payment systems. 

Consequently, one obvious transitional step is for hospitals to be paid on a case rate basis, such as the DRG system, 

for all of their patients, including self-pay patients.  This could not only generate savings for the payers who make the 

switch, but could create more consistent incentives across the hospital‟s entire patient population and reduce the hospi-

tal‟s administrative costs needed to manage multiple payment systems.  For example, the State of Maryland requires that 

hospitals be paid on a DRG-type basis for all of their patients, regardless of payer.10  Recent refinements to the DRG sys-

tem (e.g., the MS-DRG system used by Medicare, and the APR-DRG system used by many commercial payers) have im-

proved the ability of this payment system to match differences in patient needs. 

Even when hospitals are paid a single amount for all of the hospital services associated with a patient‟s hospital stay, 

Medicare and other payers typically pay most physicians on a fee-for-service basis for the care they deliver during that 

same hospital stay, i.e., the physician gets an additional payment for each additional service that he or she provides to the 

patient in the hospital.  The more services provided, the more payment the physician receives, and the longer the patient 

stays in the hospital, the more opportunity there is for physicians to provide additional services, even if it is merely a 

daily visit to see how the patient is doing. 

Some physicians, however, are paid in a fashion similar to the way hospitals are paid under DRGs.  Surgeons typi-

cally receive a “case rate” or “global fee,” i.e., they receive a single payment to cover all of their services to a particular 

patient for a specific episode of care.  Similarly, obstetricians are typically paid this way for maternity care – they receive 

a single payment that covers prenatal care, labor and delivery, and post-partum care for a mother‟s pregnancy. 

The case rate approach could be expanded to other physicians.  For example, when a patient is admitted to the hospi-

tal for treatment of pneumonia, the physician managing the patient‟s care (either a primary care physician or a hospital-

ist or another specialist) could be paid a single amount for the patient‟s treatment, similar to the single DRG payment the 

hospital will receive for the patient‟s treatment from Medicare and many other payers. 

This can have advantages for both payers and physicians: 

From a payer‟s perspective, it creates an incentive for the individual physician to eliminate unnecessary services, 
since the payment remains the same regardless of how many individual services are delivered during the episode of 
care or period of time for which the combined payment is being made. 

From the physician‟s perspective, a case rate payment provides more flexibility to customize services to what a pa-
tient needs without regard to the impact of delivering more or fewer services on the physician‟s revenue and the pa-
tient‟s cost-sharing.  In addition, it may reduce or eliminate the need to bill for each individual service provided, and 



it can provide greater predictability of revenues for the physician (since payment will not vary based on the exact 
number of services a patient happens to need). 

Today, when a patient is hospitalized, at least two separate payments are made for the costs of their hospitalization – 

one to the hospital, and one to the physician who treated them in the hospital.  (See Figure 1.) In many cases, more than 

one physician will be involved in the patient‟s care, which means 

that more than two separate payments will be made. 

This structure creates three major types of problems: 

Even though the hospital and the physician(s) are each 
clearly dependent on each other for the patient‟s care, there 
is no financial incentive for the physicians to help find ways 
to lower the hospital‟s costs, because the physicians are not 
responsible for paying for those costs.  Lowering the hospi-
tal‟s costs (e.g., by reducing the number or costs of drugs or 
devices used for patient treatment) improves the hospital‟s 
profit margin, but it does nothing to improve the physician‟s 
own profit margin, since the physician‟s costs and fees re-
main the same.  In some cases, reducing the hospital‟s costs 
could reduce the physician‟s revenues, e.g., if the patient is 
discharged from the hospital earlier and thereby receives 
fewer visits from the physician.  (The current payment sys-
tem also gives the hospital no financial incentive to help the 
physicians lower their costs; however, because hospital costs 
and payments for treating a patient are generally so much larger than the payments and costs for a physician, the 
biggest lost opportunities are likely on the hospital side.) 

There is no financial incentive for multiple physicians to better coordinate their activities; indeed, finding a way to 
reduce the number of physicians involved in a patient‟s care, or reducing the frequency with which they see the pa-
tient, would merely reduce revenues for one or more of them with no increase in payment to the remaining physi-
cians, and could potentially cause more work for one or more of them with no increase in compensation. 

It is impossible for consumers and payers to determine the total cost of care in any hospital or to compare costs 
across hospitals.  Even if the consumer or payer knows in advance what fees the hospital and physicians charge for 
their individual services, they will not know the 
total cost of the hospitalization in advance, since 
that will depend on how long the patient was in 
the hospital and how many physicians were in-
volved during their stay. 

These problems can be solved or mitigated by 

“bundling” the payments to the hospital and physi-

cians into a single payment covering all services pro-

vided in the hospital, whether those services are de-

livered by hospital staff or by the physicians.  (See 

Figure 2.)  For example, if a patient has hip replace-

ment surgery, rather than having one payment to the 

hospital, a second payment to the surgeon, a third 

payment to the anesthesiologist, and potentially ad-

ditional payments to other consulting physicians, 

Medicare, Medicaid, or a health insurance plan 

would make a single “bundled” payment for all of 

these services, and it would be up to the hospital, 

surgeon, anesthesiologist, etc. to determine how to 
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divide that payment among themselves.  Under bundled payment, the surgeon and the anesthesiologist both have an in-

centive to help the hospital lower its costs, because they would have the ability to share in the hospital‟s savings, which 

they do not today.11 

It is easier to bundle a hospital‟s and physician‟s payments if the hospital and physician are already each being paid a 

single case rate for the patient‟s stay (e.g., for surgery where the hospital is paid on a DRG basis and the surgeon is paid a 

global fee) than if the hospital is being paid on a per diem basis and/or the physician is being paid fees for individual ser-

vices.  (This is why most payment bundling projects to date have been focused on surgery.)  Consequently, bundling 

would be facilitated if the transitional steps in Sections II-A and II-B had already been taken. 

A challenge in implementing bundled payments is reaching agreement on which entity will receive the combined 

payment.  Physicians who are not employed by hospitals will likely resist having hospitals accept bundled payments and 

then pay the physicians their share; hospitals will likely be equally reluctant to have physicians accepting the bundled 

payments and paying hospitals their share.  One solution to this is for the physicians and hospitals to create a joint Physi-

cian-Hospital Organization (PHO), controlled equally by the hospital and the physicians participating in the bundled 

payment; the PHO would accept the payment for the bundled services, and then allocate it between the hospital and phy-

sicians based on mutually agreeable rules.  An alternative solution is what is known as “virtual bundling.”  In a virtual 

bundled payment, no one actually receives the combined payment; it is treated as a budget, and a payer divides it be-

tween the hospitals and physicians according to predetermined rules or an allocation agreed to by the hospital and physi-

cians. 

There is evidence that bundling of hospital and physician payments can be done successfully and produce better 

quality, lower cost care.  For example, in the 1990s, Medicare‟s Participating Heart Bypass Center Demonstration se-

lected four hospitals in Ann Arbor, Atlanta, Boston, and Columbus to receive a single payment covering both Part A 

(hospital) and Part B (physician) services for coronary artery bypass graft surgery.  No outlier payments were permitted, 

and the amount of the combined payment was negotiated to be below current payment levels.  The hospital and physi-

cians were free to split the combined payment however they chose.  An evaluation of the demonstration showed that the 

providers, patients, and Medicare all benefited: physicians identified ways to reduce length of stay and unnecessary hos-

pital costs; costs decreased in nominal terms in 3 of 4 hospitals; and patients preferred the single copayment.12  Begin-

ning in 2009, Medicare began testing bundled payment on a broader range of conditions in its Acute Care Episode Dem-

onstration, and preliminary indications are that the program has reduced costs for Medicare, improved margins for hos-

pitals and physicians, and improved quality for patients.13 

Today, under most current payment systems, both hospitals and physicians are paid extra to deal with errors or com-

plications they themselves cause.  For example, if a patient hospitalized for a medical condition develops an infection 

which leads to a longer stay in the hospital, the physician managing the case will likely be paid more than if the infection 

had not occurred, and the hospital will also likely be paid more, particularly if the infection causes significant complica-

tions. 

Although it may sound desirable to pay for services patients need to address complications they experience in the 

hospital, this payment structure has the perverse effect of financially penalizing hospitals and physicians for efforts to 

prevent infections and complications in the hospital.   

Medicare and other payers have tried to solve this by reducing or prohibiting additional payment for services associ-

ated with treating preventable errors or infections.14  However, this approach only denies payment for treatment of the 

error or infection itself, not for any additional complications which may be caused by the error or infection, and the 

complications frequently result in far greater costs than the infection.  Moreover, non-payment for a particular error or 

infection implicitly requires a judgment that that error or infection was fully preventable (otherwise, the provider is be-

ing penalized for a problem it could not control), which limits the number of errors and infections for which denial of 

payment is appropriate. 

A better solution is for hospitals or physicians to offer a “limited warranty” as part of their care, i.e., they would com-

mit that they would not charge more for addressing errors, infections, complications, etc. that occur during the patient‟s 



care.  The hospital and/or physi-

cians offering the warranty 

would have to determine two 

things: (1) how broad the war-

ranty would be, i.e., how many 

types of adverse events would be 

included, and (2) how much to 

charge for such a warranty.  This 

flexibility is what distinguishes 

this approach from the more 

simplistic approach of non-

payment for complications de-

scribed in the previous para-

graph – rather than a choice of 

either receiving full payment or 

no payment for costs associated 

with a specific complication, the 

hospital and physicians could 

define a price based on the ex-

tent to which they believe they 

can reduce such complications.  

More importantly, they then have an economic incentive to reduce the rate of complications even further. 

An example will help to illustrate this point.  Suppose that today, a hospital is paid $10,000 for a certain procedure, 

but 5% of the time, patients get infections during their hospital stay; when an infection occurs, the additional payment 

for treating the complications is $20,000.  The hospital believes it can reduce the rate of infections to at least 4%, so it 

begins offering the procedure with a warranty for infections, and it charges $10,800 for the warranted procedure.  Al-

though this price appears to be higher than the current payment of $10,000 for the procedure, it actually represents a 

savings for the payer, because the payer is currently paying an average of $11,000 for patients‟ care, given the current 5% 

infection rate ($11,000 = $10,000 + 5% x $20,000).  If the hospital is able to reduce the infection rate to 3%, then it is 

still paid $10,800, but its costs are now below $10,600 ($10,000 + 3% x $20,000), so it is actually making more money.  

This approach is preferable to telling the hospital that it will not be paid any extra money for any of the infection cases, 

in which case the hospital would only be paid $10,000 for all cases and potentially lose money even if it reduced the in-

fection rate significantly. 

The pricing of warrantied payments may initially be confusing for many purchasers and payers, who will ask why 

they are paying more ($10,800 instead of $10,000 in the example above) for care when they are trying to save money.  

The answer is that they are not really paying the nominal price today; they are actually paying more per patient on aver-

age ($11,000 vs. $10,000 in the example above), but the additional payments are hidden in the costs of treating the er-

rors and infections, and so paying more for care with a warranty will actually cost them less than paying lower prices 

multiple times.  Outside of healthcare, people expect to pay more for products and services which have warranties than 

for those which do not. 

Because there is a wide range of different types of infections and complications that occur in hospitals, and because 

there are varying degrees of knowledge about how to prevent them, it may initially be desirable to allow hospitals to com-

pete on the breadth of their warranties, rather than trying to develop a uniform definition of a warranty.  A disadvantage 

of this is that differences in the definitions of warranties make comparisons among providers more difficult, but this is 

similar to products and services in other industries which have warranties with varying lengths and exclusions.  Over 

time, the definitions will likely converge as techniques for reducing infections and complications become more broadly 

implemented. 

A hospital and its physicians could each separately offer such a warranty on their individual payments without hav-

ing to bundle their payments together, i.e., this transitional step could be taken without taking the step described in Sec-

tion II-C.  However, it would likely be more challenging to successfully implement the warranties if the hospital and phy-

sicians were not both implementing them simultaneously so that their mutual incentives were aligned. 
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Although warranties sound like a radical idea, the Geisinger Health System in Pennsylvania, through its Proven-

CareSM system, has been providing a “warranty” on care for several years.  The system was started for coronary artery 

bypass graft surgery, and has been expanded to hip replacement, cataract surgery, angioplasty, bariatrics, low back pain, 

perinatal care, and other areas.15  Offering the warranty led to significant changes in the processes used to deliver care, 

and Geisinger has reported dramatic improvements on quality measures and outcomes.16 

However, it is important to note that the ability to create warrantied payments is not limited to large health systems 

such as Geisinger.  For example, in 1987, an orthopedic surgeon in Lansing, Michigan collaborated with his hospital to 

offer a fixed total price for surgical services for shoulder and knee problems, including a warranty for any subsequent 

services needed for a 2-year period, including repeat visits, imaging, rehospitalization, and additional surgery.  A study 

found that the payer paid less and the surgeon received more revenue by reducing unnecessary services such as radiogra-

phy and physical therapy and reducing complications and readmissions.17 

“Bundles” can be defined more broadly than just combining the hospital and physician payments for the services 

they provide during the inpatient stay.  Many patients receive post-acute care services (e.g., home health care, rehabilita-

tion services, etc.) after they are discharged from the hospital, and these are frequently delivered by providers unrelated 

to the hospital and physicians and are typically paid for separately.  The fragmentation of payment can result in overuse 

or underuse of the post-acute care services as well as lack of coordination among all of the providers involved.  One solu-

tion to this is to create a single, bundled payment for inpatient care and post-acute care services.  (See Figure 4.) 

Although many of the advantages and challenges of creating a single, bundled payment for inpatient and post-acute 

care services are similar to those described earlier in conjunction with bundling of hospital and physician services, a key 

difference here is that not all patients need post-acute care or need the same types of post-acute care.  One patient may 

need physical therapy after a hospital stay, while another may not; one patient may have family members to help them 

recuperate following discharge and need no professional healthcare services, while another may need home health ser-

vices or a temporary stay in a nursing facility to play that same role.  Consequently, the price of the bundled payment 

cannot simply be the sum of the payment for an inpatient stay and the price of a post-acute rehabilitation stay or home 

health care.  This means pricing 

the bundled payment has chal-

lenges similar to pricing a war-

ranty – the provider accepting 

the bundle needs to estimate 

how frequently the various types 

of post-acute care will be 

needed, and then establish a 

price designed to cover post-

acute care services at the neces-

sary frequency. 

There are other challenges 

to bundling inpatient and post-

acute care besides pricing.  In 

most communities, inpatient 

and post-acute care services are 

delivered by different organiza-

tions.  Even if the health system 

that operates the hospital also 

provides post-acute care ser-

vices, they are likely not the sole 

source of such services, and pa-

tients will want to have a choice 
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of which post-acute care provider they will use or they will be required by the payer to be given such a choice.  In some 

cases, a patient may receive post-acute care services in a completely different community. 

The warranty concept described in Section II-D for complications and adverse events that occur during the patient‟s 

hospital stay can also be applied to events that occur after discharge.  In particular, there is growing concern about the 

high cost associated with patients who are readmitted to hospitals after discharge for treatment of conditions related to 

their initial admission. 

Although a commonly-discussed approach is to reduce or prohibit additional payment to hospitals for services asso-

ciated with readmissions, this approach requires making a judgment about which readmissions are fully preventable.  If 

some readmissions are not preventable, then denying payment for them means denying payment for services that pa-

tients need, putting providers in the position of either refusing to provide the care or delivering the care without appro-

priate compensation.  This is particularly a problem if a patient goes to a different hospital or physician for care during 

the readmission than the original admission. 

A better solution is for the hospital and physicians to offer a warranty for post-discharge complications and readmis-

sions.  (See Figure 5.)  As with the inpatient warranty, rather than giving the payer the simplistic choice of either making 

full payment or no payment for costs associated with a specific readmission, the hospital could define a price based on an 

expectation of reducing, but not necessarily eliminating, all of the readmissions.  This allows the payer to pay less than it 

does today without penalizing the hospital for readmissions it cannot prevent, but retains an economic incentive for the 

hospital to continue working to reduce the rate of readmissions even further.  Having the services of both hospitals and 

physicians included in the warrantied payment, particularly the physicians who will provide post-discharge care, is 

highly desirable because readmissions can be affected both by care in the hospital and care provided after discharge. 
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Today, even where case rates or bundled episode payments exist, they are frequently associated with a particular 

procedure.  Although the hospital payment system used by Medicare and many other payers is based on what are called 

“Diagnosis” Related Groups, in reality, many of them are really “Treatment” Related Groups.  For example, while MS-

DRG 176 is defined in terms of a diagnosis of “pulmonary embolism without major complications,” MS-DRG 234 is de-

fined in terms of a specific procedure, “coronary bypass surgery with cardiac catheterization without major complica-

tions,” rather than in term of the level of coronary artery blockage the patient is experiencing (i.e., the diagnosis). 

On the surface, paying by procedure sounds like a fair way to compensate hospitals and physicians for the different 

costs of different types of procedures needed by two patients with the same diagnosis.  The problem is that in situations 

where there are two alternative procedures which could be used to treat a patient with a particular condition, and where 

one of those procedures is paid at a significantly higher rate than the other, the hospital and physicians may make more 

money doing the more expensive procedure than the less expensive procedure.  Conversely, if the hospital and physicians 

choose the less expensive procedure, it might save the payer money with no adverse effect on patient outcomes, but the 

hospital and physicians would see their revenues and profit margins decrease.   

For example, one-third of pregnant women in the U.S. currently deliver by Cesarean section rather than vaginally, a 

rate which is widely believed to be much higher than necessary and which can result in poorer outcomes for both moth-

ers and babies.  Typically, payers pay two different amounts for vaginal delivery and Cesarean sections, with the latter 

payment being twice as high for hospitals and somewhat higher for physicians than the former; this creates undesirable 

financial penalties for hospitals and physicians which reduce the use of Cesarean sections.18 

A solution to this is to move away from payments defined in terms of procedures to payments defined in terms of 

diagnoses.  In the example above, creating a single payment for “labor and delivery of uncomplicated pregnancies,” re-

gardless of the delivery method used, would reverse the current financial penalty for reducing Cesarean sections and cre-

ate a financial incentive as well as quality incentive to increase the rate of vaginal deliveries. 

The transitional payment reforms described above need not be pursued in any particular sequence, as might be im-

plied in Figures 1 through 5.  For example, a hospital and physicians might choose to offer a warranty for post-discharge 

complications before they try to offer a warranty on inpatient complications, and a hospital might choose to define a bun-

dled payment for inpatient and post-acute care services before it tries to define a bundled payment with its physicians.  

Moreover, different approaches can be used with different types of patients and conditions. 

Indeed, one way to decide which transitional payment reform to use is to determine where the greatest opportunity 

exists for improving value.  For example, as shown in Figure 6, if a hospital believes there are significant opportunities to 

reduce hospital-acquired infections or other inpatient complications, then it could work with payers to create an inpa-

tient warranty so that it would no longer be penalized financially for reducing those infections or complications.  It would 

not necessarily have to create a bundled payment with its physicians to do this, although doing so would provide an in-

centive for the hospital and physicians to collaborate on the strategy because both would be able to benefit financially 

from success. 

However, what Figures 1 through 5 demonstrate is that once most or all of these changes are made for a particular 

procedure, the provider is then able to accept a complete Episode-of-Care payment for that procedure, i.e., a single pay-

ment that covers hospital services (Section II-A), all physician services (Sections II-B and II-C), all post-acute care 

(Section II-E), and any adverse events that occur during the inpatient stay (Section II-D) or after discharge (Section II-

F).  If these elements are combined for a particular diagnosis (Section II-G), then the provider is also able to accept a 

Condition-Specific Comprehensive Care Payment for that diagnosis (see Section III-D). 
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Although episode-of-care payment and the transitional steps described in the previous section have considerable 

promise for reducing costs and improving quality within major acute episodes, the major weakness of episode-of-care 

payments is that they do nothing to reduce the number of episodes.  For many patients, such as individuals with chronic 

disease, the primary goal should not be to make their hospital stays better or cheaper, but to prevent hospital stays from 

being necessary in the first place. 

Capitation payment or “global” payment systems attempt to address this problem by defining a single price for all 

services needed to care for a patient or a group of patients during a particular period of time, regardless of how many 

episodes of major acute care they receive.19  A capitation/global payment makes several major changes from current pay-

ment systems: 

It combines payments for many services which are currently paid for separately into a single payment; and 

It makes one provider responsible for the costs of services delivered by a wide range of other providers, or makes a 
group of providers collectively responsible for the costs of the services they each deliver and for which they are cur-
rently paid separately; 

It makes the provider responsible for managing all of a patient‟s conditions, rather than just a subset. 

Capitation/global payment is viewed as very challenging and risky for healthcare providers because it makes all of 

these changes at once, affecting many providers and many services in complex ways.  However, as with episode-of-care 

payment, although all of these types of changes may be desirable, it is not essential that they all be made at the same 

time; indeed, one approach to transitioning to a full global payment system would be to make one or more of these 

changes without the others or to focus the changes on a subset of patients. 

Three steps that could be taken by providers and payers to transition physician practices towards more global pay-

ment structures are: 

Paying primary care practices Care Management Payments combined with utilization-based performance incentives; 

Paying specialists Care Management Payments combined with utilization-based performance incentives; and 

Paying physician practices or health systems Condition-Specific Partial Comprehensive Care Payments. 

As noted in Section I-B, a weakness of most current medical home payment models is that they increase payments to 

primary care practices to improve the way they deliver care without the practice accepting any accountability for ensur-

ing that the improved care actually results in fewer preventable hospitalizations, fewer referrals to specialists, etc.  A 

weakness of the shared savings payment model is that even though it rewards physician practices that reduce hospitaliza-

tions, it doesn‟t provide any upfront resources to enable the physician practices to improve the way they deliver care in 

order to reduce hospitalizations. 

Rather than trying to choose between these two payment models, each with its own significant weaknesses, they 

could be viewed as complementary components that can be used as part of an incrementally better payment system for 

primary care practices.  This would work as follows: 



Component 1: Care Management Payment.  The primary care practice would continue to be paid at current fee 
levels for each individual service the practice delivers to any patient it sees, but in addition, a new Care Management 
Payment would be added to pay the practice for care management services (e.g., patient education and self-
management support delivered by a nurse practitioner, access to physicians by telephone, etc.) to a group of patients 
(either all of the primary care practice‟s patients or a subset of patients who have specific diseases).  The payment 
would be made on a per-patient basis, i.e., the practice would receive the payment regardless of what specific services 
it provides, or how many services are provided to any individual patient.20 

Component 2: Targets for Utilization Reduction.  The physician practice would also agree to improve the way 
care is delivered to its patients so that the rates of utilization of specific healthcare services outside of the practice 
(e.g., non-urgent emergency room visits, ambulatory care sensitive hospitalizations, or high-tech diagnostic imaging) 
are below specific target levels.  The target levels would be lower than current utilization rates, such that the reduc-
tion in utilization, multiplied by the amounts the payers pay for the services being reduced, would result in aggregate 
savings that are greater than the aggregate amount of payment made under Component 1. 

Component 3: Bonuses/Penalties for Performance Against Targets.   A third component would be a pay-
for-performance type of payment that would reward the practice for doing better than the targets and penalize it for 
failing to achieve the targets.  The physician practice could receive a fixed bonus or “shared savings” payment for re-
ducing utilization below the target level, but it would be required to refund all or a portion of the upfront care man-
agement payment if it failed to achieve the target level (with the amount of the refund being proportional to how far 
above the target the actual utilization for the patients was). 

For example, 

suppose a four-

physician primary 

care practice man-

ages a total of 5,000 

commercially-

insured patients.  

These patients make 

450 visits to emer-

gency rooms each 

year for non-urgent 

reasons, at an aver-

age cost to their 

health insurance 

plan of $1000 per 

visit.  The health 

plan agrees to give 

the practice a $2.00 

monthly Care Man-

agement Payment for 

each patient to en-

able the practice to 

improve access to the 

practice for patients 

(e.g., longer office hours, weekend hours, and improved phone support).  This represents $120,000 in additional reve-

nues to the practice.  The practice agrees that in return for the Care Management Payment, it will take accountability for 

reducing the rate of non-urgent ER visits by 30%.  If it succeeds in doing this, the health plan will save more on ER visits 

($135,000 = 30% x 450 x $1000) than the cost of the Care Management Payments.  If the practice reduces non-urgent 

ER visits by more than 30%, the practice would receive a bonus payment from the health plan equal to one-half of the 

cost of the additional prevented ER visits, but if it fails to meet the 30% target reduction, it would be required to pay back 

a portion of the Care Management Payment equivalent to the cost of the extra ER visits. 

A payment system with the above three components would be preferable to the current fee-for-service system, where 

the primary care practice receives no resources to help reduce emergency room visits, hospitalizations, etc., receives no 

financial penalty if they remain constant or increase, and receives no reward if ER visits or hospitalizations are reduced.  

But it would also be easier for a small practice to accept than a traditional capitation structure that would simply pay the 
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practice a fixed amount per patient, because even though such a payment would give the practice both the ability and 

incentive to reduce the rate of ER visits and hospitalizations, the practice would suffer a serious financial penalty if there 

was an unexpected increase in the rate of hospitalizations or the costs of hospitalizations for non-preventable reasons. 

This middle-ground approach simulates the flexibility and accountability inherent in a capitation or global payment 

system, but limits both flexibility and accountability in ways that make it a more practical step for both the primary care 

practice and the payer.  The Care Management Payment is both flexible and predictable, as a full global payment would 

be, and the utilization targets and bonuses/penalties give the practice incentives to manage utilization similar to what 

providers need to do to succeed under global payment arrangements. 

The Care Management Payment in Component 1 is similar to the care management payments that many health plans 

are currently paying to primary care practices to help them become certified as “patient-centered medical homes.”21  

However, most of these programs do not require that the medical homes accept any explicit accountability for reducing 

utilization of other services.  They typically require that the medical home meet accreditation standards which are be-

lieved to increase the probability of reducing utilization, but which do not guarantee it.  Consequently, many payers have 

been unwilling to pay a Care Management Payment of significant size because of the concern that this could simply in-

crease the total cost of care.  Components 2 and 3 address this concern by directly tying the increased payment to savings 

elsewhere. 

A payer might understandably be concerned that basing targets and rewards/penalties solely on specific services, 

such as the rate of hospitalizations, rather than on all services to the patient runs the risk for the payer that the practice 

will utilize some other expensive services (e.g., increasing referrals to specialists) to reduce hospitalizations.  However, if 

the primary care practice understands that this is a transitional payment system, and that targets for additional aspects 

of utilization will be phased in over time, then it would be undesirable for the practice to significantly increase the utiliza-

tion of services that are unmeasured this year, only to have a bigger challenge of reducing them next year when those ad-

ditional services are also being measured.  In the meantime, giving the practice an easily understood and measured tar-

get to focus on initially would facilitate its ability to move toward more accountable care. 

Setting targets based on utilization of services, rather than total cost, is also important, since it is reasonable to ex-

pect that a primary care practice can help manage patients‟ conditions in ways that avoid ER visits and hospitalizations, 

but it is not reasonable to expect that PCPs can control what happens once the patient is hospitalized, particularly when 

the hospital care is being managed by hospitalists or other physicians.  Focusing on utilization avoids putting the practice 

at risk for the cost of hospital-acquired infections or price changes by hospitals or other providers that could wipe out any 

savings from reduced utilization. 

As with most current medical home payment programs, the above option only makes changes in payments and in-

centives for the primary care practice, not for the “medical neighborhood,” i.e., the specialists and other providers who 

may also be providing services to the same patients.  The Care Management Payment would provide flexible resources 

that could be used to compensate the primary care practice for contacting specialists to coordinate a patient‟s care, but it 

would do nothing to compensate the specialists for answering the primary care practice‟s call or for proactively contact-

ing the PCP to coordinate a treatment plan. 

To address this, a payment structure focused on specialists could be created with 3 components similar to those in 

Section III-A: 

Component 1:  The specialty provider would receive a fee for consulting with a primary care practice about a pa-
tient‟s care (rather than only being paid for an office visit with the patient)22; 

Component 2:  The specialty provider would make a commitment to work with the primary care practice to achieve 
specific targets for reduction of avoidable hospitalizations and ER visits, duplicative testing, etc.; and 

Component 3:  A bonus/penalty payment would be established so that the specialist would be rewarded if the joint 
effort with the primary care practice beat the targets in Component 2, but the specialist would have to refund a por-
tion of the new fees if the targets were not met. 



Here again, this transitional approach simulates the flexibility and accountability of a global payment system, since 

under a global payment system, a specialty provider can be paid more or differently if they are helping to reduce overall 

costs. 

A third transitional approach is to pay a physician practice, an Independent Practice Association, a health system, or 

other provider or group of providers a single amount for most or all of the services that a patient will need from most or 

all providers for one or more of the patient‟s health conditions over a fixed period of time (e.g., a year).  This “Condition-

Specific Partial Comprehensive Care Payment” would replace separate fees currently paid for the services that are cov-

ered by the payment. 

A range of different types of services could be included in such a payment depending on the provider‟s willingness 

and ability to take responsibility for those services: 

The Provider’s Own Services.  At one extreme, the services could be limited only to those which are currently 
delivered by the provider receiving the payment.  For example, a primary care practice might receive a single pay-
ment to cover the costs of all of the services it currently provides to its patients (in place of the fees it is receiving to-
day), but not for any costs delivered by other providers (i.e., specialists, hospitals, etc. would still be paid as they are 
today).  A version of this approach that has been used by some payers is “practice capitation,” in which the physician 
practice receives a single per-patient (“per capita”) payment to cover all of the services the practice provides to the 
patient, but services delivered outside of the practice are still paid separately.  A growing number of primary care 
practices, particularly those describing themselves as “concierge” practices, have instituted a similar approach in the 
form of prepaid annual fees for self-pay consumers.   
 
This type of payment gives the provider complete flexibility about what services to offer and how to target services to 
the patients who need them the most.  However, unless there are other cost and quality incentives included in the 
payment structure, this approach can also diminish the provider‟s incentive to deliver services at all, since the pro-
vider is paid 
regardless of 
how many 
services it 
provides to 
the patients, 
as long as the 
patients re-
main associ-
ated with that 
provider, and 
it has a finan-
cial incentive 
to refer pa-
tients to other 
providers to 
receive ser-
vices (since 
they would 
still be paid 
separately for 
delivering 
those ser-
vices) rather 
than having 
the provider 
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receiving the Comprehensive Care Payment delivering those services directly.  (This could be addressed by adding 
utilization targets and quality payment bonuses/penalties, similar to Components 1 and 2 that are described in Sec-
tion III-A.23) 

Some Services Offered by Other Providers.  A more advanced option is to include in the payment to a provider 
the costs of some services that other providers deliver; these should be costs that the provider who receives the pay-
ment can influence or control.  For example, a primary care practice might receive a payment that covers not only the 
services it delivers, but also the costs of diagnostic imaging services or emergency room visits for its patients.  This 
would create an incentive for the primary care practice to limit excessive use of the imaging services or emergency 
room, since it could keep any savings, and it would also give the practice the flexibility to substitute other services 
(e.g., using physical therapy instead of an MRI for a patient with back pain, holding weekend office hours to deal 
with urgent issues rather than sending patients to the ER, etc.).  However, it would also require the practice to ac-
tively manage the patients, since it would be liable for the costs of the included services any time the patient received 
them. 
 
A version of this approach that payers in some parts of the country use to pay physician practices is known as 
“professional services capitation,” i.e., a single payment that covers the costs of all services delivered by physicians 
and other healthcare professionals, but not hospital costs.  This provides great flexibility to determine exactly what 
services a patient needs, and a significant incentive to reduce unnecessary referrals and services, including hospitali-
zations (since a hospitalization will involve considerable professional services fees), without putting the physician 
practice at risk for the large total costs of hospitalizations.  (A pay-for-performance component could also be in-
cluded based on the utilization of the hospital.) 

Most Services Offered by Other Providers.  The most advanced option would be to include in a single payment 
most or all of the costs of most or all services that all providers would deliver, including most hospitalizations.  This 
would be similar to traditional full capitation contracts, except that the payments would be risk-adjusted and risk-
limited in specific ways (see Section IV).  A narrow set of specific services might still be excluded, particularly those 
that occur infrequently and involve large costs, since these are least likely to be controlled by a provider who does not 
directly offer the services.  In addition, limits on the total amount of costs that the provider would be responsible for, 
either on a per patient or per case basis, would help to avoid providers taking on too much risk for all services (ways 
to limit provider risk are described in more detail in Section IV-B).24 
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A key difference between Condition-Specific Partial Comprehensive Care Payment and full capitation or global pay-

ment is that the Condition-Specific Partial Comprehensive Care Payment would be targeted to specific types of patients 

or a subset of their conditions.  For example, suppose a physician practice felt that it could manage the overall costs of 

treating diabetics for their diabetes-related problems, but it was not yet prepared to do so for any other patient popula-

tion or for issues unrelated to the diabetes.  It could agree to accept a Condition-Specific Comprehensive Care Payment 

for patients with diabetes, but continue to receive traditional fee-for-service payments for all other patients, and also for 

other unrelated conditions or problems the diabetic patients experience (treating injuries from an accident, for exam-

ple).25 

For example, the PROMETHEUS payment system has defined a risk-adjusted payment amount to cover all of the 

care needed during the course of a year by a patient with a specific chronic disease.  The payment is intended to give pro-

viders adequate resources to manage the care of the patient in a high-quality way, as well as a financial incentive to re-

duce preventable hospitalizations and other avoidable complications.  This payment model is being tested in several pilot 

sites.26 

Although Condition-Specific Comprehensive Care Payments may sound far more narrow and feasible to manage 

than a full capitation or global payment system, a global payment system that is risk-adjusted can be thought of as simply 

the aggregation of a series of condition-specific payments.  For example, if a provider receives a global payment to man-

age a group of patients, some of whom have diabetes, some of whom have congestive heart failure, and some of whom 

have both conditions, and if the global payment amount is adjusted up or down based on the number of patients in each 

category, then this “condition-adjusted payment” is technically equivalent to the provider receiving a condition-specific 

payment for the patients with diabetes, a separate condition-specific payment (with a different price) for the patients 

with congestive heart failure, a third condition-specific payment (with yet a different price) for the patients with both 

diabetes and congestive heart failure, and a fourth condition-specific payment for the patients with neither condition. 

This means that providers can use condition-specific payments to make the transition to condition-adjusted global 

payments, focusing ini-

tially on individual types 

of patients with particu-

lar combinations of con-

ditions, learning how to 

manage the costs and 

quality for certain ser-

vices for those patients, 

and then adding new 

services and new groups 

of patients over time un-

til the full range of pa-

tients and the services 

they need can be man-

aged effectively, at which 

point the provider is ca-

pable of accepting a con-

dition-adjusted global 

payment in place of the 

collection of individual 

condition-specific pay-

ments. 
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For any of the transitional payment reform steps defined in previous sections, as well as for full global payment or 

episode-of-care payment systems, three additional issues must be addressed: 

Establishing an appropriate payment amount (i.e., a price) for each patient or group of patients; 

Limiting the financial risk associated with unusually expensive patients or with costs that the provider cannot con-
trol; and 

Ensuring that the quality of care to patients is maintained or improved as incentives to control costs are introduced. 

Sections II and III focused on how to change the method of payment for providers in order to improve their ability 

and incentive to reduce overall costs and improve the quality of healthcare.  However, under any payment method, the 

payment level is also critical.  Even if the payment method provides the right incentives, if the payment level is too low 

(i.e., below the minimum feasible cost of providing care), providers will be unable to provide quality care, and if the pay-

ment level is too high, there will be no real incentive for efficiency. 

There are three principal reasons why it will be difficult, particularly initially, to set appropriate prices for care under 

new payment methods: 

Bundled payments and payments with warranties require substituting a single payment for what were previously 
separate payments for a varying number of services.  In certain cases (e.g., surgery), where there is already a single 
payment for one set of services (those delivered by the hospital) and a single payment for another set of services 
(those delivered by the surgeon), and where all patients receive both sets of services, it is a simple matter to add the 
two payments together to define the single combined payment.  In most cases, however, there is significant variation 
in the number of services provided, the number of different providers involved, etc., and so defining a single pay-
ment for a particular type of patient or procedure requires determining what the appropriate “average” level of ser-
vices should be.  Although some of the current variation in the types and frequency of services is likely to be inappro-
priate, some of the variation reflects legitimate differences in patient needs, and so the challenge will be determining 
the proper balance.  Having a good condition/severity adjustment system (see Section IV-B) will help, because there 
should be less variation for more homogeneous groups of patients. 

It is widely recognized that current prices for many individual services differ significantly from the costs of delivering 
those services.27  This means that even if one can determine the “right” combination and frequency of services within 
a bundle or the feasible level of errors, complications, etc. for a warranty, the price of the bundle or warranty will still 
be wrong if it is based on the current prices of the services being bundled or warrantied.  Even prices which are 
“right” today may not accurately reflect what costs will be in the future for many services which will be utilized less 
frequently, since a provider‟s fixed costs will have to be spread over a smaller volume of services.  This will be an is-
sue particularly for providers like hospitals with high levels of fixed costs that have long amortization periods (e.g., 
facilities and major equipment).28 

In many cases, the actual prices paid for services are a closely guarded secret, and so it is difficult for a provider to 
determine the actual prices for services delivered by other providers if both are to be included in a new, combined 
payment amount.  Moreover, the prices paid for services vary significantly from provider to provider, so in addition 
to the variation in the number and types of services similar patients receive today (as described in #1, above), there 
will be variation in prices depending on which other providers are used, both variations based on genuine differences 
in the costs of delivery and variations driven solely by the relative negotiating power of the providers and payers. 



It is important to note that having “bundled” payment systems will not eliminate the need to have accurate prices for 

individual providers and services.  As long as there are separately incorporated providers involved in the delivery of care, 

some mechanism of dividing up the episode or comprehensive care payment among them will be needed, and that will 

require prices (or the equivalent of prices) for each of the providers‟ individual contributions as well as for the combined 

package of services.  However, these internal prices will only be used by the providers themselves to allocate their costs, 

and there will be no need for either payers or patients to know what they are or how they are determined. 

In order to address the above challenges, it is critical to have current data on utilization and costs of services.  For 

example: 

setting a price for a bundled payment of care requires knowing what services are currently being delivered during 
such episodes by which providers at what price, and gaining support for the bundled price from the participating 
providers requires showing them how their share of the bundled payment is going to compare to the payments they 
currently receive. 

pricing a warranty requires knowing the frequency with 
which adverse events (such as infections, complications, re-
admissions, etc.) occur. 

defining comprehensive care payments requires knowing the 
rate at which patients receive services from providers which 
are not part of the organization that will be managing the 
payment (i.e., “out-of-network” providers) and the payment 
amounts for those services. 

In general, these data are not readily available to providers 

today, particularly those which are not part of a large, integrated 

delivery system.  Indeed, to a significant extent, many of the 

quality and cost problems in healthcare today exist because 

healthcare providers do not have access to the kinds of informa-

tion that will tell them whether or not problems exist, if the prob-

lems are improving or worsening, or even if the solutions are be-

ing implemented as intended. 

Unfortunately, the large investments currently being made in 

installing Electronic Health Records (EHRs) will likely do little to 

solve this.  EHRs are primarily designed to retrieve information 

about individual patients, not to analyze patterns of care across 

multiple patients.  Moreover, an EHR will only contain informa-

tion about the services delivered by the providers who use that 

particular EHR; information about services delivered by other 

providers will only be available if they have a compatible EHR and a mechanism for sharing data between the two. 

The most likely source of information to help providers establish appropriate prices will be multi-payer databases 

that have been established by states and by Regional Health Improvement Collaboratives.29  Although most of these data-

bases are currently being used primarily to produce measures of the quality of physicians‟ and hospitals‟ care, they can 

increasingly serve as a powerful tool for helping providers identify cost-saving opportunities and develop the business 

case for care changes to capture those opportunities. 

The way the decision is made about the actual payment level and who makes that decision will depend on the overall 

mechanism used for price-setting for specific payers in a particular healthcare market.  There are four different ap-

proaches to price-setting used in healthcare today: 



Regulation, i.e., the government defines the price that a provider can charge or be paid.  For example, the  
Maryland Health Services Cost Review Commission sets all-payer prices for hospital services in Maryland. 

Price-Setting by Large Payers, i.e., large payers define the amounts they will pay specific types of providers in a 
particular market.  For example, Congress and the Centers for Medicare and Medicaid Services (CMS) establish de-
tailed rules defining the rates that Medicare will pay providers. 

Negotiation, i.e., individual payers negotiate with individual providers to determine prices.  This is the most com-
mon way of setting the prices paid to providers by commercial health insurance plans in most markets, and the out-
come depends on the relative bargaining power of the payers and providers. 

Competition by Providers, i.e., providers set prices themselves and patients choose providers based on price as 
well as quality.  The ability to do this depends on whether the benefit design in the patients‟ health plan makes them 
responsible for paying for differences in prices, as well as the availability of multiple providers for patients to choose 
among. 

At one extreme, where prices are set by regulation or by a payer that has little or no competition (such as Medicare), 

it is likely that the same price will be used for all providers, or that differences will be based on objective factors for dif-

ferences in costs that are unrelated to practice variations (for example, Medicare pays providers more only if they are 

teaching facilities, located in higher cost-of-living regions, etc.)  This puts the burden on the regulator or large payer to 

determine what price is appropriate, and providers have a strong incentive to push for higher prices rather than to lower 

costs. 

Where prices are negotiated, it is common for different prices to be paid to different providers for the same services 

based on the relative market power of the providers as well as objective reasons for differences in cost.  This creates in-

centives for providers to consolidate, which can create greater inefficiencies as well as enable demands for higher prices. 

In cases where patients pay all or part of the differences in prices between providers, providers can set different 

prices themselves and let the market determine whether there is sufficient difference in quality to justify a difference in 

price.  However, the ability to do this depends on having multiple providers offering similar services and having the ca-

pacity to accept additional patients, and it also depends on having easy-to-understand information on the quality of ser-

vices so that patients‟ choices are made on value (i.e., quality and costs) rather than costs alone. 

Even with the best data, the challenges described in the previous section mean that it will likely be impossible to get 

the prices under any new payment methods exactly “right,” particularly during the transition process.  Providers will get 

better at accurately pricing bundles and warranties once they have more experience implementing them, but in the short 

run, there will be financial risk for a provider if prices are set too low and financial risk for payers if prices are set too 

high.  In order to avoid having this risk deter implementation, transitional payment systems will need to have ways of 

limiting this risk. 

Healthcare providers generally have little or no control over whether a patient will have serious or major health con-

ditions such as cancer, head trauma, pregnancy, etc.  The fact that some patients need more services, and therefore incur 

higher healthcare costs, because they have more health conditions or more severe conditions is known as “insurance 

risk.”  Conversely, once a patient has a particular set of health conditions, healthcare providers have the ability to control 

how many and what types of services the patient will receive to treat those conditions, and therefore providers (not pay-

ers) have the most direct influence on the quality and cost of care for any given combination of conditions.  Conse-

quently, a good payment system will keep as much insurance risk (the risk of whether a patient has an illness or other 

condition requiring care) as possible with the payer (Medicare, Medicaid, or an insurance company), and transfer as 

much “performance risk” (the risk of whether a condition can be treated successfully for a specific amount of money) as 

possible to physicians and other providers.30   

A key method for separating insurance risk and performance risk is the use of a condition/severity-adjustment sys-

tem.31  If one patient has more health conditions or more severe conditions than another, the amount the provider is paid 



for delivering any particular combination or bundle of services to the first patient is “condition/severity-adjusted” to be 

higher than the amount paid for the same combination or bundle of services to the healthier patient.  Defining a more 

homogeneous group of patients for which a single payment is made also makes it easier to establish an appropriate price 

for the services needed to treat the patients with those characteristics. 

Similarly, if the payment system includes a bonus or penalty structure, then it is important that a provider‟s bonus or 

penalty be based on its performance on factors it can control, not on differences in the types and severity of conditions 

that the provider‟s patients have, so condition/severity adjustment is important here, too.  In addition, adjustments may 

be needed for factors other than health conditions; for example, patients with language barriers, low income, or other 

socio-economic challenges can require more intensive and expensive assistance in managing their health conditions. 

In theory, the more condition adjustment factors that are used, the more providers can be protected from insurance 

risk, and the more precisely payment can be matched to the actual cost of services.32  However, there is no hard line dis-

tinguishing where insurance risk ends and performance risk begins.  One patient may be harder to treat than another for 

the same condition or may have adverse reactions to treatment due to unmeasurable factors that are outside the control 

of a physician, making it difficult to say how much of the higher costs of treatment are due to insurance risk vs. perform-

ance risk.  Similarly, through good preventive care, a healthcare provider can reduce the likelihood that patients will de-

velop conditions or can identify conditions in an earlier stage where treatment costs are lower, so providers can impact 

what otherwise would be considered insurance risk.33 

Condition/severity-adjustment systems can evolve over time as a better understanding is developed of the factors 

affecting the need for services.  For example, beginning in October, 2007, the federal Medicare program changed the 

condition/severity-adjustment system used in its hospital DRG payment system to ensure that hospital payments more 

appropriately reflected differences in patients‟ needs for services.34  Similarly, Medicare added a condition/severity ad-

justment system to the way it paid Medicare Advantage plans in 2000, and then introduced a new and improved system 

beginning in 2004. 

Because of the inherent limitations on condition/severity-adjustment systems, when the provider accepts a fixed 

payment for a group of patients, even if it is adjusted based on their actual health conditions, that provider still incurs a 

risk that one or more patients will need many more services or unusually expensive services than the payment covers, 

without a sufficient number of patients needing fewer services or lower-cost services to offset the higher-cost patients.  

The risk is much lower than if there were no condition/severity-adjustment at all, but it cannot be eliminated complete-

ly35.  The problem is exacerbated for small providers, since a single unusually expensive patient will represent a much 

larger proportion of the provider‟s overall costs of caring for the group of patients.  To mitigate this, payment systems can 

incorporate provisions designed to protect providers (and also payers) against such situations. 

One commonly used approach is to make an additional payment or some other form of payment adjustment (e.g., an 

adjustment to the calculation of a bonus payment or penalty) to a physician for a patient who has rare or unexpected 

problems that require an unusually large number of services or unusually expensive services, or who poses unusual chal-

lenges to the physician‟s ability to meet quality performance standards.  Since these patients are “outliers” in the typical 

distribution of services and costs, the adjustment is known as an “outlier payment” or (in the case of bonus/penalty cal-

culations) “outlier adjustment.”  Typically, an outlier payment is made when the total costs of services exceed some 

threshold or multiple of the payment level.36  An alternative to making outlier payments is to require the provider to pur-

chase reinsurance, i.e., an insurance policy that pays the provider if a patient‟s care is unusually expensive.  Outlier ad-

justments typically involve excluding the unusual patient from calculations of total cost or quality performance when de-

termining bonus or penalty payments, or limiting the total amount of cost that such a patient will contribute to a calcula-

tion of costs or savings. 

Another approach is to measure the extent to which actual costs exceed payment levels for a group of patients.  In-

stead of or in addition to making an outlier payment for an individual patient if the cost of services for that one patient 



exceeds a certain 

threshold, a 

payer could 

make an addi-

tional payment if 

the average costs 

of all similar 

cases exceed a 

predetermined 

threshold.  For 

example, if the 

average cost of 

treating all pa-

tients who have 

pneumonia ex-

ceeded 110% of 

the amount the 

provider is paid 

for treatment of 

pneumonia pa-

tients, the pro-

vider might be 

expected to cover 

the excess cost up to 10% of the total payment amount (i.e., to spend 110% of the payment amount to care for the pa-

tients) and then be given an extra payment to cover all or part of the portion of the costs beyond 110% of the total pay-

ment for all of the patients treated.  This is known as a “risk corridor;” in this example, when costs are between 100% and 

110% of the payment amount (i.e., they are in “risk corridor #1”), the provider takes full responsibility (i.e., accepts full 

risk) for paying those costs even though they are greater than the payment amount, but when actual costs are above 110% 

of the payment amount (i.e., in risk corridor #2), the payer accepts a portion of that risk and pays an additional amount 

to cover all or part of the costs that exceed 110% of the base payment.  The advantage for a payer of using risk corridors is 

that it avoids having to pay more for one unusually expensive case if the provider has managed to keep its costs for other 

patients well below the payment level and could offset the extra costs itself. 

Risk corridors can be defined in the other direction as well, i.e., if it turns out that a provider can treat a group of pa-

tients at significantly lower cost than the payment amount, the payer may want to share in those savings.  So, for exam-

ple, if costs are between 90% and 100% of the payment amount (i.e., in risk corridor #3), the provider might keep the full 

savings (i.e., bear the full “risk” of achieving savings), but if the costs are below 90% of the payment amount (in risk cor-

ridor #4), the payer could require that it receive a rebate of all or a portion of the difference between the actual costs and 

90% of the payment. 

The potential magnitude of the risk depends on the nature of the services that the provider has accepted accountabil-

ity for.  If the services are individually very low cost, then even if the provider has patients who need an unusually large 

number of services, the cost impact will be much lower than if some of the services are very high cost and the provider 

has patients who need an unusually large number of the high-cost services.  For example, if a physician practice has 

agreed to provide as many practice-based services as a group of diabetic patients need for their diabetes in return for a 

fixed payment, the practice could have a patient that requires many visits, or extra-long visits, but the cost of those extra 

services to the practice would be relatively small.  On the other hand, if the practice has agreed to provide or arrange for 

any services that the diabetic patients need for their diabetes in return for a fixed payment, the practice could experience 

a very high cost if several of the diabetic patients require (for example) amputations as a result of their diabetes. 

Since most current payment systems give very little risk in either the insurance or performance risk categories to 

providers, even if all insurance risk is retained by the payer, many providers will not be prepared to accept full perform-

ance risk immediately, particularly for a broad range of patients and services, and particularly for high-cost services such 

as hospitalizations.  Consequently, it would be desirable to phase in risk corridors over time; e.g., initially, a provider 

might only be liable for costs that exceed payments by 5% and only eligible to keep savings up to 5% of the payment 
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amount, but later, the provider might accept liability for costs that exceed payments by 10% or 15%, and in turn have the 

ability to keep an even larger share of savings.37  Similarly, different risk corridors can be defined for providers of differ-

ent sizes, so that small providers could receive greater protection against unexpected expenses, particularly in the early 

stages of their transition to accepting greater accountability for costs. 

Healthcare providers are far more likely to be willing to accept responsibility for the utilization and cost of services 

they deliver themselves than those delivered by other providers, particularly if they do not have a good working relation-

ship with those other providers or if they believe the other provider is not committed to controlling costs or improving 

quality.  Although many people believe that the solution to this is to have a full range of providers owned by the same 

corporate entity, corporate integration does not guarantee clinical integration, and moreover, unless the integrated pro-

vider is the only provider in the community, there is no guarantee that a patient who uses one service from that inte-

grated system will obtain all of their services from that system.  Indeed, the Medicare fee-for-service program and the 

majority of commercial health plans do not restrict patients to a single provider or group of providers.  In most commu-

nities, certain services will only be obtainable from a single provider in the community (e.g., there may be only one hospi-

tal which does major organ transplants), and other providers may be reluctant to accept responsibility for the utilization 

or costs of services delivered by that provider when a patient needs them.  There will also be situations in which a patient 

is unable to receive any services from the accountable provider for some period of time; for example, individuals who 

spend part of the year living in a different part of the country, or who develop health problems while traveling will have 

to receive their healthcare services from other providers during those times. 

The techniques of risk adjustment, outlier payments, and risk corridors described in the previous sections do not 

effectively address this issue.  The provider may be willing to take full accountability/risk for all of the services that it de-

livers directly, but no accountability or only partial accountability for the services delivered by certain other providers.  

Consequently, the payment model can be designed to exclude or “carve out” certain services, e.g., the payer would con-

tinue to pay for the excluded services on a fee-for-service basis, while paying for non-excluded services through a bun-

dled or comprehensive care payment.  In some cases, a provider may be willing to take accountability for whether a pa-

tient uses a service delivered by an outside provider, but not for the price of those services if the outside provider is in a 

position to negotiate high prices or increases in prices; this can be addressed by making the accountable provider respon-

sible for increases in the utilization of the outside provider, but not for increases in the price of that other provider‟s ser-

vices.   

The challenge is to define the exclusions in a way that preclude or limit the potential for the accountable provider to 

inappropriately shift patient care to the excluded categories, particularly in cases where the patient would have higher-

than-average costs if they received care from the accountable provider. 

An alternative option for limiting a provider‟s financial risk for the costs of services delivered by another provider is 

to formally transfer accountability to the other provider through a formal contract between the providers.  The second 

provider might be asked to agree to provide a specific group of services for a fixed price per patient (which makes the first 

provider responsible for controlling how often the second provider is utilized, but not for how many services the second 

provider delivers when it is utilized for a particular case), or to make that group of services available to all of the first pro-

vider‟s patients for a fixed budget based on the total number of patients the first provider is managing (regardless of how 

many of the patients actually use the second provider or how often they use them).38  For example, a physician practice 

would likely be more willing to accept a full Comprehensive Care Payment (as described in Section III) if the local hospi-

tals were all offering warrantied, bundled payments (using the techniques described in Section II) for the major catego-

ries of hospitalizations; this would enable the physician practice to focus on managing patient care so that their patients 

are hospitalized less frequently, while knowing with certainty how much it would cost if the patients were hospitalized, 

and the hospital and specialists could focus on how to ensure that the hospitalizations that do occur have the lowest cost 

and highest quality possible. 



A common concern about payment reforms that are designed to increase incentives for providers to control costs is 

that they will also create incentives for providers to withhold care that patients need or to deliver lower-quality care in 

order to reduce costs.  For example, capitation payment systems have been criticized because the provider is paid the 

same amount regardless of how much care a patient receives, which gives the provider a financial incentive to deliver no 

care at all. 

It is important to recognize, however, that even fee-for-service payment, with its inherent incentives to deliver more 

services to patients, does not guarantee the delivery of higher quality care, as evidenced by the proliferation of quality-

based pay-for-performance components in commercial fee-for-service payment systems.  Indeed, in fee-for-service pay-

ment, the incentive swings too far in the other direction, since a provider receives more revenue for treating infections, 

complications, and other conditions that might have been prevented with better quality care. 

The fact is that no payment system will, in and of itself, guarantee higher quality care unless higher quality care is 

explicitly rewarded and/or lower quality care is explicitly penalized in the payment system.  In order to achieve higher- 

quality, lower-cost healthcare, the payment system must 

explicitly enable and reward both types of outcomes.  (In 

addition to using the payment system to encourage higher-

quality, lower-cost care, it is also important that the design 

of a patient‟s health benefit plan should give the patient in-

centives to choose higher quality, lower-cost providers and 

services.) 

However, since different payment systems create differ-

ent kinds of quality incentives and disincentives, no single 

set of quality measures and payment adjustments will be 

appropriate for all payment reforms.  For example, if a pro-

vider accepts a payment with a warranty for errors, infec-

tions, or complications occurring during treatment, there is 

no need to have a separate quality bonus/penalty for such 

errors, infections, and complications, because there is a 

built-in penalty for the provider if such events occur, 

namely, it has to correct the problems with no additional 

compensation.  In the absence of such a warranty, however, a separate bonus/penalty component would need to be 

added to the payment system to provide similar incentives. 

As payment reforms along the lines described in Sections II and III are developed and implemented, they will need 

to be accompanied by appropriate quality incentives to address three principal categories of quality problems: 

Poor quality in a service that results in patient problems requiring treatment that is not included within the overall 
scope of services covered by the payment for that service.  In the example above, if treatment for an infection that 
occurs during a procedure is not included in the payment for that procedure, then a separate system would be 
needed to reward or penalize the providers delivering that procedure based on the rate at which infections occur.  
However, if treatment for the infection is included in the payment, there is no need for a separate reward or penalty.  
(Patients and payers may still want to know how often infections occur, but reporting quality measures does not 
mean that payment needs to be explicitly tied to them.) 

Poor quality in a service that results in patient problems occurring outside the timeframe covered by the payment for 
that service.  To continue the above example, if the provider gives a warranty for infections occurring within 7 days of 
a procedure, it may be necessary to have an additional bonus/penalty system based on the rate of infections that oc-
cur after 7 days. 

Poor quality of service that results in a patient developing preventable conditions that increase the provider‟s pay-
ment level for services to those patients.  For example, if the provider is receiving a condition-adjusted payment for 
primary care which increases the payment amount for patients who are obese, then it may be necessary to have a 
bonus/penalty system based on the rate at which patients become obese while under the provider‟s care. 



The further that payment reforms move toward a total episode-of-care or global payment structure, the less need 

there will be for quality adjustments in the first category, because more and more of the corrective services will be cov-

ered by the payment itself, thereby internalizing the incentive to maintain quality.  The need for quality adjustments in 

the second category will depend on the length of warranties and the length of provider contracts.  For example, if a pro-

vider has a five-year payment contract with a payer, they will be accountable for the costs of addressing quality problems 

that manifest themselves within the five-year term of the contract (e.g., a failure to perform preventive cancer screening 

where a missed malignancy could significantly worsen within five years), but not for problems that occur more than five 

years in the future.39 

Because of this, it seems likely that quality measurement focused on preventive care – where problems will often not 

manifest themselves until many years in the future – will take on enhanced importance for both explicit payment incen-

tives and public reporting under more global payment structures.  Fortunately, this is the area where most community-

based public reporting programs now focus their efforts.40 

This does not mean that other types of measures will not be needed; indeed, they will become even more important.  

However, the primary customers of the measures will no longer be payers, but the healthcare providers themselves, who 

will need effective ways of measuring and monitoring their performance since they will now be financially responsible for 

the problems poor performance causes, rather than payers.  Moreover, rather than having outside entities imposing re-

quirements for public reporting of these measures on the providers, the providers with the best performance will have a 

strong incentive to advertise their good performance to the public in order to attract more patients, and they should, in 

principle, welcome the existence of a community reporting program which can certify their good performance to the pub-

lic. 

Pricing, limiting risk, and ensuring quality are more challenging for providers who care for a small number of pa-

tients, such as small physician practices and small hospitals.  For example, if a small physician practice has taken ac-

countability for the rate of hospitalizations for chronic disease patients, or if a small hospital has offered a warranty for 

infection rates, it is more likely that the rates of hospitalizations and infections for that practice and hospital will vary 

significantly from year to year solely due to random variations in the characteristics of patients and unique events than 

would be the case for larger physician practices and hospitals.  Condition-adjustment systems can compensate for sys-

tematic variations, but they cannot compensate for the large impact caused when one or two patients turn out to be un-

usually expensive for reasons that could not have been anticipated in advance.  Outlier payments or reinsurance can 

compensate for unusually expensive patients, but even the outlier limit or reinsurance threshold represents a higher pro-

portion of total revenues for a smaller provider than for a large provider. 

A similar problem arises with quality measurement.  It is frequently impossible to generate statistically meaningful 

and reliable measures of the quality of care delivered to a small number of patients, since a single patient can dramati-

cally change the success or failure rate in meeting a particu-

lar quality goal.41  For example, suppose that patients get 

infections 1 out of 1,000 times after a particular procedure 

is performed.  If a provider who performs the procedure on 

1,000 patients has one patient who gets an infection, its 

measured infection rate would be 1 out of 1,000, which is 

the expected level.  However, if a provider who performs the 

procedure on 10 patients has a patient who gets an infec-

tion, it would be impossible to tell whether the provider‟s 

“true” infection rate was 1 out of 1,000 or 1 out of 10, with 

the latter being 100 times higher than expected. 

In short, when a provider is small, it is difficult for the 

provider itself to accurately determine whether it is improving cost and quality outcomes and even harder for any payer 

to do so, since the payer will only be concerned about its own subset of the provider‟s patients.  Moreover, small provid-

ers may not have either the information systems or staff with the time and expertise to analyze data in a meaningful way. 



The solution is not to limit the payment reforms to large physician groups and hospitals, because this would preclude 

the majority of physicians and hospitals in the country from participating (e.g., over 80% of the physician practices in the 

country have only 1 or 2 physicians) or result in consolidations of providers that then discourage price-based competi-

tion.  Instead, payment reforms need to be customized to help small providers participate, particularly during the transi-

tional phases.  Several possible techniques for doing this are: 

Focus payment reforms on larger patient populations and/or on cost/quality targets that occur fre-
quently.  The challenges in measuring costs and quality described above are a function of both the number of pa-
tients involved and the frequency with which the measured processes or outcomes occur.  It is difficult to accurately 
measure a provider‟s performance on an adverse event that occurs rarely if the patient population is small, but it is 
less difficult to do measurement for processes or outcomes that occur more frequently and for types of patients that 
the provider sees more of. 

Use different risk corridors or quality categories for different sizes of providers.  Rather than establish-
ing a single risk or quality threshold that is independent of the number of patients cared for, a more flexible standard 
could be established that varies based on the number of patients that a provider cares for.  For example, a 2% risk 
corridor might be established for a smaller provider (i.e., the provider would only be responsible for costs up to 102% 
of the payment amount), but a 4% risk corridor could be used for larger providers, since there would be a much 
higher probability that a 2% higher cost could occur by chance for the smaller provider than for the larger provider.  
Conversely, bonus payments for the smaller provider might be limited to situations where costs were at least 4% be-
low expected levels, whereas the larger provider might be rewarded when costs were only 2% below expected levels, 
because there would be less likelihood that a 2% cost reduction for a large provider was due purely to chance.  In 
other words, a smaller provider would need to achieve a bigger impact on outcomes (higher quality, lower cost, or 
both) to achieve rewards than would a larger provider, but the smaller provider would also have greater protection 
against uncontrollable increases in costs.  This would provide an incentive to the smaller provider to join with other 
providers to form a larger organization such as an Independent Practice Association (thereby allowing it to receive 
“credit” for smaller outcome improvements) without requiring it to do so.  At the same time, it would allow a high-
performing small provider to remain small and still be rewarded for its high performance. 

Use measures and standards applicable to individual patients, rather than those applicable to 
groups of patients, or define measures in terms of broader categories of patients.  For example, if bo-
nuses or penalties are defined in terms of individual patients (e.g., a physician practice is only paid for a visit with a 
diabetic patient if a hemoglobin A1c test is performed) rather than a group of patients (e.g., a physician practice is 
paid a bonus if its rate of HbA1c testing is above average), then the size of the provider‟s patient population is irrele-
vant.  If a composite measure is used that is applicable to all patients (e.g., a measure of whether “all preventive 
measures are up to date”) instead of individual measures only applicable to specific types of patients (e.g., a measure 
of whether “mammograms are given to women in a particular age group”), then the provider‟s performance can be 
measured more accurately because it is calculated over all of its patients. 

Measure performance across all of a provider’s patients, not just those associated with an individual 
payer.  This cannot be done effectively by any payer alone, particularly in regions where there are many different 
payers, but it is being done in many communities by Regional Health Improvement Collaboratives which pool quality 
data from multiple payers to measure the performance of small providers more accurately and comprehensively.42   
Although payers naturally will want to ensure that their own patients are not getting care from the provider that is 
worse than average among the provider‟s patients, it is unlikely that the provider will even know at the point of care 
which payer is responsible for payment, so the chances of systematic differences in care quality are low.  Moreover, a 
growing number of Regional Health Improvement Collaboratives are measuring disparities in the quality of care 
across different patient populations. 

 



With so many options for designing payment reforms, where should a community start?  In choosing initial incre-

mental steps in payment reform, the overarching goal should be to design steps that can be successful, quickly, from the 

perspectives of all major stakeholders: 

For Providers:  The payment change should require manageable changes in care processes and affordable invest-
ments by providers, without putting them at significant risk of large financial losses; 

For Purchasers and Payers:  The payment change and associated changes in healthcare delivery should produce 
financial savings to purchasers and payers in a relatively short time period and require modest changes in claims 
processing and other information systems.  Ideally, the time period for receiving some financial return should be less 
than one year, since many purchasers must manage annual healthcare spending budgets, and health plan premiums 
are often adjusted annually.  This is particularly important for state Medicaid programs, which need to achieve sav-
ings during the same fiscal year in which any enhanced payments are made. 

For Consumers/Patients:  The changes in healthcare delivery made in response to the payment reform should 
improve the quality or affordability of healthcare services from consumers/patients‟ perspective, such as by reducing 
undesirable outcomes, improving access to desirable services, etc. 

From a provider‟s perspective, it makes sense to start with patients and conditions for which most of the patient‟s 

needs can be met by services that the provider delivers itself, since it is easier for a provider to take accountability for its 

own services than for those delivered by other providers.  For example, patients with mild and moderate stages of 

chronic disease are much more likely to be manageable primarily through the services that a primary care practice offers, 

whereas patients with more advanced stages of the disease are more likely to need a consultation with a specialist.  The 

primary care practice could begin its transition to payment accountability by taking full risk for its own services and par-

tial risk for specialist services and hospital stays for the mild/moderate stage chronic disease patients.  Then, as it devel-

ops closer working relationships with specialists and hospitals, it could both expand the types of patients it takes ac-

countability for and expand the level of risk it takes for services delivered by other providers until it reaches full account-

ability for all services and all patients. 

This means that some providers will be able to accept more accountability more quickly than others.  A multi-

specialty group practice or IPA will be able to accept more accountability for more services and more types of patients 

because it delivers specialty services itself which in turn gives it more direct control over hospitalizations.  An integrated 

healthcare system which operates hospitals and employs both primary care physicians and other specialists should be 

able to accept full or almost full accountability for all services and all patients.  However, since these large systems deliver 

only a small proportion of healthcare in the U.S., if new payment systems are only designed for them, there will be little 

impact on the nation‟s overall costs and quality. 

From the perspective of purchasers and payers, the following are four basic criteria for choosing an initial step that 

will help to maximize the likelihood of significant, short-term success: 

Focus on conditions which affect a large number of patients.  Even small improvements in efficiency or 
effectiveness can have a significant aggregate impact when applied to conditions affecting large numbers of patients.  
Moreover, even small providers are likely to be able to participate in payment and care delivery changes affecting 
common conditions.  For example, a large proportion of most providers‟ patients have chronic diseases, so payment 
reforms focused on chronic diseases will likely provide an opportunity for broad participation by providers and the 
potential for large amounts of savings.  For commercial and Medicaid populations, pregnancy and newborn care rep-
resent a relatively large share of patients and costs. 



Focus on services where 
there is evidence of 
overutilization or ineffi-
ciency involving rela-
tively large amounts of 
spending.  Even small re-
ductions in overutilization 
or improvements in effi-
ciency can generate signifi-
cant savings when applied 
to expensive services.  For 
example, a large proportion 
of spending on patients with 
chronic disease is used for 
potentially preventable hos-
pitalizations, and a large 
proportion of spending on 
maternity care goes to 
avoidable Cesarean sections, 
avoidable elective pre-term 
inductions, preventable low 
birthweight babies, etc.  
There is evidence of significant overutilization of many kinds of surgery (particularly cardiac surgery and orthopedic 
surgery, which involve many patients), high-technology diagnostic imaging, etc. 

Focus on changes in care that have been proven to reduce overutilization or inefficiency, that are 
relatively simple or low-cost to implement, that can achieve significant results within a relatively 
short time period, ideally a year, and that are viewed favorably by patients.  For example, relatively low-
cost programs that provide better patient self-management support and better discharge transitions have been dem-
onstrated to quickly reduce preventable hospitalizations and rehospitalizations.  Clinical guidelines defining the ap-
propriate conditions for use of Cesarean sections, pre-term elective inductions, high-technology diagnostic imaging, 
etc. have been demonstrated to reduce overutilization of these services and can reduce costs and improve outcomes 
from the patient‟s perspective.  Shared decision-making between clinicians and patients has been demonstrated to 
reduce rates of surgery and other expensive interventions in ways that patients view as desirable.43 

Focus on services, conditions, and care changes where there is strong clinical leadership in the com-
munity.  Even if there is evidence of overutilization or inefficiency and evidence from other communities that this 
can be reduced, the changes must be made by the physicians, nurses, and other healthcare practitioners who actually 
deliver the care.  Faster progress and greater success is likely to occur if they are enthusiastic participants than if they 
are unwilling or even resistant to making the changes. 

As suggested in Figure 12, the best opportunities will exist where all four of these criteria are met, but even opportu-

nities that meet two or three of the criteria will have good chances of success. 

When developing a transitional payment strategy, it is important to try and define not only the initial incremental 

steps, but also the desired end point (i.e., the payment system that is ultimately to be used) and as many of the interme-

diate steps as possible.  There are two important reasons for this: 

From a provider‟s perspective, this helps strengthen the case for making significant investments in infrastructure, 
personnel, and processes of care if these investments would not pay off under the initial, incremental reforms but 
would be worthwhile under later transitional stages.  For example, if there were a desire to have physician practices 
accept risk for hospitalizations of their patients, an initial step might be to have them take responsibility for a small 
portion of their patients‟ hospital costs; although the small share would limit their downside risk, it would also pro-
vide relatively little incentive for them to make significant investments in systems that would reduce hospitalizations.  
However, if they knew that the level of risk-sharing would increase in future transitional steps (e.g., through wider 
risk corridors, as described in Section IV-B-2), they would be more likely to make those investments to better posi-
tion themselves for that future arrangement. 
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From a payer‟s perspective, this could mitigate any concerns about providers “gaming” more limited payment re-
forms.  For example, if there were a desire to have hospitals accept greater accountability for the full costs of episodes 
of care, an initial step might be to have them accept a single payment that includes the costs of readmissions, but not 
post-acute care costs.  This could create an incentive for a hospital to significantly increase the use of home health 
care for discharged patients, but if it knew that a future transitional step would also bundle home health care into the 
single payment, then the hospital would have an incentive to ensure that home health care was not being overutilized 
when lower-cost ways to reduce readmissions were available. 

The lack of a clear transition strategy is likely one of the reasons that many pay-for-performance systems have had 

limited impact on the delivery of care.  The amount of money involved in most such systems represents only a very small 

percentage of revenues for most providers, and there is no indication as to whether or how much the P4P incentives will 

increase in the future, so providers may not see a significant return for making major investments in quality improve-

ment.  On the other hand, if it were clear that the share of payment devoted to quality incentives would be increased in 

the future, more providers would see the initial steps as an opportunity to restructure their processes in order to take 

maximum advantage of the larger incentives when they are implemented. 

Similarly, a problem with payment reform “demonstrations,” i.e., time-limited changes in payment systems wherein 

payment reverts back to the current system at the end of the demonstration, is that there may be little incentive for a pro-

vider to make significant investments in infrastructure, personnel, or new processes of care to enable success under the 

new payment model if it has no assurance that the revised payment incentives will continue after the end of the demon-

stration.44  A better approach is what the Medicare program refers to as “pilots,” which can be automatically continued if 

the initial experience with the payment reform is positive, but even pilot projects can create too much uncertainty for 

providers about how aggressively to pursue major changes in the way they deliver care. 

This does not mean that either a precise timetable for the transition or the exact structure of all intermediate steps 

has to be locked in.  For example, it may not be possible up front to determine just how quickly providers will develop the 

ability to accept greater accountability for the costs and quality of care for various types of patients and conditions.  If the 

transformation of the delivery system occurs more rapidly than expected, then the transition timetable could be short-

ened and/or some incremental steps could be skipped.  Conversely, if the transformation happens more slowly, the time-

table could be extended and additional intermediate steps added.  The key is for everyone to have a good sense of “what‟s 

coming next” and the timeframe in which transformation needs to occur. 

Suppose that a hospital and the physicians who practice there wanted to move to being paid using full episode-of-

care payment, but had no experience with such systems.  A multi-step transitional payment approach might be struc-

tured as follows: 

Step 1:  The hospital decides to start by focusing on one of its highest volume groups of surgery patients, such as 
orthopedic surgery, where it believes there is an opportunity to reduce costs and improve the quality of care.  It 
reaches an agreement with its orthopedic surgeons to accept a single bundled payment for each major type of ortho-
pedic surgery (e.g., hip replacements) that will cover both the hospital services and the surgeon‟s fee.  The combined 
payment is set at a level slightly below the sum of the previous DRG payment to the hospital and the case rate to the 
surgeon, based on an expectation by the hospital and the surgeons that by working together, they can deliver more 
efficient care with equal or better quality (e.g., by reducing the number of different brands of orthopedic implants 
used by multiple surgeons, by redesigning the flow through the operating rooms to make them more efficient, etc.).  
A Physician-Hospital Organization is created as a joint venture between the hospital and the orthopedic surgeons to 
receive the bundled payments and divide them between the hospital and physicians in ways that reward each for suc-
cessful efforts to reduce costs.  Payments for all other types of patients in the hospital would continue to be made on 
the same basis as in the past. 

Step 2:  The hospital and surgeons expand the single payment to include the fees paid to all other consulting physi-
cians on the orthopedic surgery cases.  The combined payment is set at a level that is slightly below the average ag-
gregate level of payments to the hospital and all physicians over the past year.  The hospital, surgeons, and other 
physicians work together to define and implement guidelines for how all physicians should participate in these cases.  



Other physicians, such as anesthesiologists, now have an incentive to help identify additional ways to reduce the cost 
and improve the quality of care. 

Step 3:  The hospital and physicians expand the single payment to include the costs of any complications that occur 
during the hospital stay.  For example, if the patient gets an infection during surgery or during recovery and develops 
additional preventable conditions, the hospital and physicians would agree not to charge extra for treating those con-
ditions.  In return for providing this “limited warranty,” the payment amount would be higher than under Step 2, but 
it would be lower than the average amount the payer paid for the care of similar patients in the past (including the 
additional payments that were made for treating preventable complications).  The hospital and physicians now will 
be financially rewarded if they reduce infections, rather than being penalized. 

Step 4:  The hospital and other types of surgeons define similar warrantied, bundled payments for other types of 
surgery, based on the successful experience of the orthopedic surgeons. 

Step 5:  The hospital and physicians other than surgeons work together to define a bundled, warrantied payment for 
certain types of medical admissions.  For these types of cases, all physicians have been paid in the past on a fee basis, 
but a similar two-step process might be used – first creating a combined payment just for the hospital and the physi-
cians in the specialty that typically manages such admissions, and then adding in payments for consulting physi-
cians. 

Step 6:  The hospital reaches agreements with a number of post-acute care providers, such as home health care 
agencies and inpatient rehabilitation facilities, to create a bundled payment for one or more types of admissions that 
includes both the costs of hospitalizations and post-acute care services.  The amount of the combined payment is set 
at a level slightly below the average amount that would otherwise have been paid based on the historical rate and cost 
of post-acute care for the types of admissions for which the payment is being changed. 

Step 7:  The hospital expands the inpatient bundled payments for one or more types of admissions to include not 
only the costs of the initial hospital stay and post-acute care, but also any hospital readmissions that are related to 
the initial stay.  Initially, only readmissions that occur within 15 days of discharge might be included, but the pay-
ment could then be expanded to include readmissions that occur within 30, 60, and ultimately 90 days after dis-
charge.  The amount of the payment is set slightly below the total amount that would otherwise have been paid for 
both admissions and readmissions based on the historical rate and cost of such readmissions, since the hospital and 
physicians believe that they can reduce the number of readmissions through better care in the hospital and during 
the discharge process. 

The hospital and the physicians who work there are now accepting bundled, warrantied, full-episode payments for 

the conditions representing the majority of their revenues, and they are able to deliver significant savings to payers and 

better outcomes for patients with healthier financial statements for all involved. 

Suppose that a primary care practice that is currently paid entirely through fee-for-service payments wanted to ac-

cept greater accountability for the total cost of care for its patients in return for having greater flexibility and control over 

the services that its patients receive.  Ultimately, it hopes to be able to accept some form of global payment arrangement 

for managing its patients, but it does not have the skills or experience to do that immediately.  A series of transitional 

payment reforms could be structured to enable the practice to accept greater accountability in increments as it builds its 

capacity.  The following is just one example of how a transitional payment reform might be structured: 

Step 1:  The primary care practice decides it wants to start by focusing on a subset of its chronic disease patients 
(e.g., the patients with congestive heart failure or chronic obstructive pulmonary disease) and working to reduce the 
rate at which those patients are hospitalized (or readmitted) for preventable exacerbations of those conditions.  Pay-
ers agree to add a new Care Management Payment component to their payments to the practice so the practice can 
hire a nurse care manager to provide patient education and self-management support to these patients, to install a 
patient registry, etc.  A pay-for-performance component is also included based on the practice‟s success in reducing 
hospitalizations.  If the practice is unsuccessful in reducing hospitalizations, the most it can lose is the cost of the 
nurse care manager and the registry software; if it is successful, it will receive not only sufficient new revenue to 
cover those costs, but also revenue enabling it to increase its profit margins and pay higher salaries to the physicians 
and staff of the practice. 



Step 2:  The physician practice has success in reducing hospitalizations for the initial subset of chronic disease pa-
tients, and it expands the program defined in Step 1 to include additional types of chronic disease patients, e.g., those 
with asthma, diabetes, etc. 

Step 3:  The physician practice recognizes that some of the most complex patients are still being hospitalized fre-
quently, and it feels that greater involvement of specialists and coordination of care with them could help improve 
patient outcomes.  The practice works out a cooperative arrangement with several specialty physician groups to 
jointly take accountability for the hospitalization rate of these complex patients, and the payers agree to pay the spe-
cialty groups for consultations with the primary care practice, but with rewards/penalties based on the success in 
reducing hospitalizations for these patients. 

Step 4:  The primary care practice is sufficiently comfortable with its ability to manage the rate of hospitalizations 
for patients with certain chronic diseases that it agrees to accept a condition-specific comprehensive care payment 
for those patients.  Instead of separate fees for office visits and other practice services, and in place of the new pay-
ment component added in Step 1, the payer(s) would make a single monthly payment to the physician practice for 
each of the patients with the relevant conditions.  The amount of this payment would be adjusted based on the sever-
ity of each patient‟s conditions and other factors that could affect the cost of caring for them.  Some patients with 
unusually complex combinations of conditions may be excluded from this payment and continue to be paid for under 
the current fee-for-service system, as would the practice‟s patients who do not have chronic diseases.  The payment 
would be expected to cover the costs of all services those patients need related to their chronic disease, including spe-
cialists‟ fees and a portion of the costs of hospitalizations.  The practice would not be expected to directly pay claims 
for hospitalizations or services delivered by specialists (unless it wished to); the payer would still process and pay 
claims, and it would treat the condition-specific comprehensive care payment amount as a budget against which the 
cost of all of the claims would be tabulated.  The costs of the specialty consults defined in Step 3 would be covered by 
this payment. 

Step 5:  The physician practice accepts similar condition-specific comprehensive care payments for patients with 
other chronic diseases, with partial responsibility for the costs of hospitalizations. 

Step 6:  The physician practice is now managing condition-specific comprehensive care payments for so many dif-
ferent types of chronic diseases that it can comfortably agree to accept a condition-adjusted global payment for all of 
its chronic disease patients (or potentially all of its patients, regardless of whether they have chronic disease). 

These steps are merely illustrative.  Some hospitals and physician practices may require more steps to make the tran-

sition, while others may require fewer steps or may be able to jump immediately to an intermediate step.  Moreover, al-

though the transitional approaches described above for physician practices and hospitals could be pursued independ-

ently of each other, there are also potential synergies between them.  For example, once the local hospitals are able to 

offer a bundled, warrantied, full-episode payment for admissions for chronic disease exacerbations, physician practices 

will be more comfortable taking accountability for the total costs of care for their chronic disease patients, including hos-

pitalizations, because they only have to worry about the rate at which admissions occur, and not about what those admis-

sions will cost.  Similarly, a hospital should be more willing to accept a single payment that covers the costs of hospital 

readmissions for chronic disease patients if the physician practices in the community are actively working to reduce pre-

ventable admissions for their patients who have chronic diseases and taking accountability for doing so.45 

An “Accountable Care Organization” or “ACO” is a provider or group of providers which takes accountability for con-

trolling the total cost of care for a population of patients.  Although many authors have discussed in great detail the tech-

nicalities of such issues as patient attribution, the statistical formulas for reliably declaring that savings have been 

achieved, and the legal issues associated with organizational consolidation, there has been almost no attention to what is 

a far more important question – how exactly will an ACO change the way healthcare is delivered in order to reduce costs 

and improve quality?  While many providers are busy creating new organizational structures to manage the finances as-

sociated with payments to ACOs, new organizational structures do not directly translate into better care for patients or 



greater efficiencies in the delivery of that care. 

The most important factors in the success of ACOs will likely be (1) their ability to identify specific opportunities for 

improving the way care is delivered to patients that can reduce costs and improve quality, and (2) their ability to provide 

the resources and supports that individual healthcare practitioners need to enable and encourage them to make those 

improvements.  Even if the ACO is accepting a global payment for the total costs of care for a patient population, in order 

to successfully provide high-quality care at a cost less than or equal to the payment amount, it will need to break that 

payment budget down into sub-units and ask individual teams of healthcare practitioners to manage the care they deliver 

within those sub-units. 

For example, as illustrated in Figure 13, in 

order to improve the total costs and quality of 

care for a group of patients with conditions 

such as heart disease, back pain, and preg-

nancy, the ACO will need to have cardiac care 

teams improving the cost and quality of care for 

patients‟ heart disease, orthopedic groups im-

proving the way back pain is managed, mater-

nity care teams improving the cost and quality 

of care for pregnant women, and teams of pri-

mary care physicians, specialists, nurses, and 

others improving the cost and quality of care for 

patients with chronic disease.  An ACO cannot 

control total costs and quality if it cannot con-

trol both the cost and quality of individual epi-

sodes of care and the number of episodes of 

care for groups of patients, and it cannot con-

trol these things if the individual practitioners 

that are delivering the care are still being paid 

based on volume rather than value.  So the ACO 

will need to make the equivalent of episode pay-

ments and care management payments to the 

individual physician groups and other providers 

involved in delivering the care. 

As explained in more detail in  

Creating Accountable Care  

Organizations46, many opportuni-

ties for reducing costs can be ad-

dressed primarily through the ac-

tions of primary care practices; oth-

ers can be achieved primarily 

through the actions of hospitals 

and specialists; and some will re-

quire efforts by a broad range of 

providers in the community acting 

in concert.  In order to maximize 

the impact on total costs, each of 

these providers will need to be paid 

in ways that support their efforts 

using the kinds of approaches de-

scribed in Sections II and III, with 

the individual payment compo-

nents adding up to the overall 

global payment. 
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An implication of the preceding sections is that multiple new payment models need to be available in each commu-

nity for providers with different capabilities, that different combinations of models will likely be needed in different com-

munities, and that these payment models should evolve over a multi-year period as providers transition toward greater 

accountability. 

Although it might seem much easier and cheaper to try and choose one “best” payment system and stick to it over a 

long period of time, doing so would serve as a major barrier to achieving the better value in healthcare that the nation 

desperately needs.  Given the diversity of provider capabilities across the country, any one-size-fits-all payment change 

would mean that (1) those providers which could accept greater accountability than permitted by the payment change 

would be unable to deliver all of the improvements in value they could offer, and (2) those providers without sufficient 

skills to participate in the payment model that is chosen would be unable to make even the small improvements in value 

they could offer if given the opportunity to participate in a more incremental payment reform. 

Although offering multiple new types of payment may sound very complex and expensive, it is difficult to imagine 

that the payment systems described in Sections II and III, even with multiple options to facilitate the transition, could be 

any more complex than current payment systems.  For example: 

Medicare currently has not one, but four different methods of paying general acute care hospitals –one system for 
Critical Access Hospitals, a different system for Sole Community Hospitals, yet a different system for Medicare De-
pendent Hospitals, and finally the Inpatient Prospective Payment System (IPPS) for all other hospitals, and the IPPS 
system has further modifications for Rural Referral Centers, Disproportionate Share Hospitals, and teaching hospi-
tals.  Under the IPPS, Medicare pays hospitals separate prices for over 700 different MS-DRGs. 

Physicians are paid for over 8,000 different types of activities and procedures classified under the CPT code system, 
and Medicare determines fees for each of these separate codes based on three separate relative value units (RVUs) – 
work RVUs, practice expense RVUs, and the malpractice expense RVU – each of which is in turn modified by sepa-
rate Geographic Practice Cost Indexes. 

Most providers are paid using a variety of different payment systems, some superficially similar but with many spe-
cific differences (e.g., different P4P standards from different payers), and others significantly different (e.g., many 
hospitals are paid using DRGs for some patients, per diem payments for others, and percent-of-charges for still oth-
ers). 

The transitional payment models described in Sections II and III could actually help to simplify many of the payment 

structures that are currently in place. 

Most healthcare providers receive payment for their patients‟ care from multiple payers, including: 

The federal Medicare program; 

The state Medicaid program and other public programs; 



National or multi-state commercial insurance companies (including Medicare Advantage plans); 

Local commercial insurance companies (including Medicare Advantage plans); 

Self-insured companies and organizations (including governments, for-profit businesses, and non-profit organiza-
tions), which typically use a national or local health plan to process and pay claims; and 

Self-pay patients. 

Even if one payer is willing to implement desirable payment reforms, it is difficult and may even be inappropriate for 

a provider to change the way it delivers care for only that payer‟s patients.  Consequently, if other payers do not also im-

plement similar reforms, the provider faces an undesirable choice between: 

improving the way it 
delivers care for all of 
its patients, and being 
financially penalized for 
those patients still paid 
for under the payment 
systems that have not 
been changed; 

continuing to provide 
care for all patients the 
same way as in the past, 
and either refusing to 
participate in the new 
payment system or, if 
refusal is not an option, 
losing money for the 
patients paid for under 
the new system. 

Payers may also be deterred from implementing a new payment system if they believe that other payers will not im-

plement the same payment approach.  If the payer contemplating the payment change does not have a large enough 

number of patients to ensure that providers will change the way they deliver care, then that payer would incur the costs 

of making the payment change with no corresponding savings in care delivery costs.  Conversely, if that payer does have 

a large enough number of patients to convince a provider to change the way it delivers care, the provider will likely also 

generate savings for other payers without them having to incur the costs of making the payment change.  In either case, 

the payer making the change is placed at a competitive disadvantage compared to other payers who do not make the 

change. 

This means that it is in both payers‟ and providers‟ interest (as well as in the interest of patients) for all payers to 

adopt a new payment arrangement, since this would enable a healthcare provider to change its care processes for all of its 

patients without being financially penalized for any of them, while also avoiding creating a competitive advantage for any 

individual payer. 

Despite this, achieving alignment of all payers in a market is very challenging, for at least two reasons: 

Concerns about antitrust law violations make it difficult for payers to discuss or reach agreement on a common ap-
proach to payment. 

Many payers pay for patients located in multiple geographic markets, and in some cases nationally, and they find it 
more efficient to use the same payment system in all of their markets, rather than having different payment systems 
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in each market that align with other payers in that market.  This is true of Medicare itself, national and multi-state 
health insurance firms, and even large self-insured employers. 

Although alignment of all payers would be ideal, many providers have indicated that having at least 50% of their pa-

tients covered under a better payment system would likely provide sufficient critical mass to enable them to implement 

different care processes. 

It is unclear to what extent effective payer alignment should mean having payers adopt identical payment systems or 

merely that all payers need use to payment systems that provide similar flexibility and incentives to providers.  The an-

swer will likely depend on the extent of the administrative burden imposed on providers for complying with different 

payment systems.  For example, many providers complain today about the enormous variation in pay-for-performance 

bonus programs among commercial health plans.  Although at the most general level, one could say that two payers are 

aligned if they each have a P4P program that rewards high quality performance for a particular type of patient, different 

measures of what constitutes “high quality performance” in each payer‟s system mean the provider has to devote a higher 

level of administrative attention to being able to measure and report quality in multiple ways. 

Some approaches that could be used to achieve a critical mass of multi-payer alignment for providers include: 

Use state government or a non-profit Regional Health Improvement Collaborative to facilitate agreement on a com-
mon payment methodology.  Antitrust prohibitions focus primarily on payers agreeing on a common price for ser-
vices, not necessarily on a common method of payment.47  However, the risk of running afoul of antitrust laws will 
likely deter payers from discussing and agreeing on payment methodology changes without help from a neutral out-
side entity.  One approach is for states to supervise the development of a common payment methodology, using the 
state action exemption under federal antitrust law.  Another approach is for a neutral entity, such as a non-profit 
multi-stakeholder Regional Health Improvement Collaborative, to develop a common payment methodology and 
convince multiple payers to use it.  For example, in a number of communities, non-profit Regional Health Improve-
ment Collaboratives have developed agreement among multiple payers on a common payment methodology to sup-
port innovative care delivery programs or on a common set of quality measures that all of the payers will use in their 
pay-for-performance programs.48 

Reach initial agreement on a common approach to payment reforms among payers who exclusively or primarily pay 
for patients living in the local market.  This could include: 

the State Medicaid program. 

locally-based self-insured employers.  In many communities, the largest self-insured employers are health care 
systems, so these providers could actually take the lead in implementing the payment systems they want to see 
implemented more broadly. 

local commercial health plans, including Medicare Advantage plans (Medicare Advantage plans are not limited 
to paying providers on the same basis as the traditional Medicare fee-for-service system). 

Restructure payment for types of patients and conditions for which there are fewer payers or who have payers that 
are more willing to change their payment systems.  For example, there is no need to be concerned about participation 
by Medicare in order to change payments for maternity care; conversely, a major impact could likely be made on  
end-of-life care through changes in Medicare payment alone. 

Implement payment reforms with providers which accept payment from a more narrow range of payers (assuming 
those payers are willing to implement the payment reforms). 

Implement payment reforms initially with providers which have their own health plan.  Providers which are inte-
grated in this way will have greater flexibility in designing and evolving payment systems, since all revenues and 
costs for the patients in the health plan stay within the overall system. 

Define the most critical aspects of payment systems that need to be aligned, rather than trying to get all payers to 
implement the identical payment systems.  The key issues for providers are that the incentives and disincentives in 
different payment systems be similar (e.g., the provider is not rewarded for more volume in one system and penal-
ized for it in another) and that the administrative burden of complying with different systems not be high.  It may be 
easier for different payers to implement similar incentives in different ways because of the unique structure of their 
information systems, the payment systems they use in other markets, etc. 



Given its size, it is very important that the Medicare program participate in new payment models for most types of 

providers.  Fortunately, the federal Patient Protection and Affordable Care Act (PPACA)49 has given the Centers for Medi-

care and Medicaid Services (CMS) the power to offer the full range of transitional payment reforms described in Sections 

II, III, and IV if it wishes to do so.  The two principal sections of the law that provide this capability are: 

Section 3022 of PPACA added Section 1899 to Title XVIII of the Social Security Act to support the creation of 

“Accountable Care Organizations (ACOs).”  Although titled the “Shared Savings Program,” subsection 1899(i) provides 

the Secretary of Health and Human Services with the power to establish “other payment models” for ACOs that the Sec-

retary determines “will improve the quality and efficiency” of healthcare, as long as payments do not result in spending 

more “than would otherwise be expended … if the model were not implemented, as estimated by the Secretary.” 

Each of the transitional payment reform models described in Sections II and III above can be structured in a way 

that maintains or reduces spending for the services encompassed by the payment.  For example, the Care Management 

Payment and Utilization-Based Performance Incentive for primary care described in Section III-A can be structured in a 

way that ensures that the increased spending for the Care Management Payments is offset by reduced spending on emer-

gency room visits, hospitalizations, etc.  Consequently, any of these transitional payment reforms could be implemented 

under Section 1899. 

Although the “other payment models” can only be used by 

ACOs, the law defines ACOs quite broadly; physicians in group 

practices and Independent Practice Associations can qualify as 

well as hospitals employing physicians.  Although it is generally 

perceived that only providers which deliver or control a full range 

of services would be able to qualify, the law says only that an 

ACO must “be willing to become accountable for the quality, cost, 

and overall care of the Medicare fee-for-service beneficiaries as-

signed to it.”  This could easily include organizations that are 

willing to transition over time to broad accountability but need 

more narrowly defined initial payment reforms to enable them to 

get started, similar to the sample transitional strategies outlined 

in Section V-C. 

The Shared Savings/ACO section of PPACA is not the only area where broad authority for payment reforms is 

granted; Section 3021 of the law added Section 1115A to Title XI of the Social Security Act, establishing the Center for 

Medicare and Medicaid Innovation (CMMI) within the Centers for Medicare and Medicaid Services.  The purpose of 

CMMI is “to test innovative payment and service delivery models to reduce program expenditures … while preserving or 

enhancing the quality of care…”  The law gives CMMI the power and/or duty to: 

test models focused on “a defined population for which there are deficits in care leading to poor clinical outcomes or 
potentially avoidable expenditures” (Section 1115A(b)(2)(A)), which allows targeting payment reforms on specific 
types of patients or health conditions where there are opportunities for savings, as suggested in Section V above; 

 “limit testing of models to certain geographic areas” (Section 1115A(a)(5)), which allows different transitional pay-
ment reforms to be used in different areas as needed to match the capabilities of providers there; and 

focus on models “expected to reduce program costs…while preserving or enhancing the quality of care” (Section 
1115A(b)(2)(A)), but not to require that the model is budget neutral initially (Section 1115(b)(3)(A)); this allows use of 
payment reforms which will achieve reductions in cost over a multi-year period. 

This can allow Medicare to participate in unique payment models developed in individual communities to help their 

providers transition to more accountable care. 



As described in Section IV-A, it is very difficult to set prices without access to data on current utilization patterns.  It 

is also difficult to identify where opportunities for cost reduction exist or how to capitalize on them without access to 

such data.  Healthcare providers need information on current utilization patterns and analyses of the likely impact of 

interventions in order to construct a feasible business case for the investment of resources in new care processes, and 

they will also need continuously updated data in order to monitor the success of these changes in care.  Although many 

communities have multi-payer databases that can assist with this, these databases typically do not contain data on Medi-

care patients, which makes it impossible for providers to identify care improvement opportunities for Medicare benefici-

aries or to design changes in care that will improve quality and 

reduce costs for the Medicare program.   

It is critical that the Centers for Medicare and Medicaid Ser-

vices make current Medicare claims data available quickly so that 

healthcare providers can begin planning successful strategies to 

take accountability for  the costs and quality of care for their pa-

tients.  An ideal approach is to use multi-stakeholder Regional 

Health Improvement Collaboratives as recipients of the data, 

protecting the confidentiality of the information while helping 

providers in their communities to analyze the data and plan ap-

propriate changes in the way they deliver care. 
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