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Reducing Costs Without Rationing:

Prevention

Preventable

Condition

Continued

Health

Healthy

Consumer
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Reducing Costs Without Rationing:

Avoiding Hospitalizations

Preventable

Condition

Continued

Health

Healthy
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No

Hospitalization

Acute Care 

Episode
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Reducing Costs Without Rationing:

Efficient, Successful Treatment

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome
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Reducing Costs Without Rationing

Is Also Quality Improvement!

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode
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Current Payment Systems Reward 

Bad Outcomes, Not Better Health
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Continued
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No
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Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome$
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ñEpisode Paymentsò to Reward 

Value Within Episodes

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
OutcomeEpisode

Payment
$

A Single Payment

For All Care Needed

From All Providers in

the Episode, 

With a Warranty For

Complications
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Itôs Not A New Concept; Results 

Documented Over 20 Years Ago

ÅIn 1987, an orthopedic surgeon in Lansing, MI and the local 
hospital, Ingham Medical Center, offered:
ïa fixed total price for surgical services for shoulder and knee problems
ïa warranty for any subsequent services needed for a two-year period, 

including repeat visits, imaging, rehospitalization and additional 
surgery. 

ÅResults:
ïHealth insurer paid 40% less than otherwise
ïSurgeon received over 80% more in payment than otherwise 
ïHospital received 13% more than otherwise, despite fewer 

rehospitalizations

ÅMethod: 
ïReducing unnecessary auxiliary services such as radiology and 

physical therapy
ïReducing the length of stay in the hospital
ïReducing complications and readmissions. 
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The Weakness of Episode 

Payment

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
OutcomeEpisode

Payment

How do you prevent

unnecessary episodes

of care?

(e.g., preventable 

hospitalizations

for chronic disease, 

overuse of cardiac 

surgery,

back surgery, etc.)
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Comprehensive Care Payments

To Avoid Episodes

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome

A Single 

Payment

For All Care

Needed For

A Condition

$
Comprehensive

Care

Payment

or

ñGlobalò

Payment
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No Additional Revenue
for Taking Sicker

Patients

Payment Levels 
Adjusted Based on 
Patient Conditions

Providers Lose Money 
On Unusually 

Expensive Cases

Limits on Total Risk
Providers Accept for
Unpredictable Events

Providers Are Paid 
Regardless of the 

Quality of Care

Bonuses/Penalties
Based on Quality

Measurement

Provider Makes 
More Money If 

Patients Stay Well

Provider Makes 
More Money If 

Patients Stay Well

Flexibility to Deliver
Highest-Value

Services

Flexibility to Deliver
Highest-Value 

Services

CAPITATION 
(WORST VERSIONS)

COMPREHENSIVE 
CARE PAYMENT

Isnôt This Capitation?

No ïItôs Different
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Example: BCBS Massachusetts

Alternative Quality Contract
ÅA single payment amount is established to cover all costs of 

care for a population of patients

ÅThe initial payment is set based on past expenditures; the 
amount increases each year at an inflation rate based on CPI, 
not on medical inflation, so savings come from controlling 
increases over time

ÅThe payment amount functions as a budget; the budget is 
adjusted up or down based on the types and severity of 
conditions the patients have, so providers arenôt taking 
insurance risk, only performance risk

ÅThe provider doesnôt need to pay claims; BCBS still pays 
individual providers fee-for-service, but fees are adjusted up or 
down to keep total costs within the payment budget

ÅPayments are increased by annual bonuses based on the 
quality of care delivered
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Comprehensive Care & Episode 

Payment Can Be Complementary

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome$

Comp.

Care/

Global 

Payment
Episode

Payment
E.g., an annual payment
to manage an individualôs
chronic disease, including
costs of hospitalizations
for exacerbations

E.g., the payment made
when the individual
has an exacerbation
requiring hospitalization
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Examples of Comprehensive 

Care + Episode Payment

Condition Comprehensive

Care Payment

Episode Payment

Pregnancy

Maternity Care

(Prenatal Care + Childbirth 

+ Postnatal Care)

Childbirth

Heart Disease

Heart Care 

(Weight/Cholesterol 

Reduction, Smoking 

Cessation, Medical 

Management, Surgery)

Bypass Surgery

Stenting

COPD
Chronic Disease 

Management

Hospitalization for COPD 

Exacerbation

Hospitalization for 

Pneumonia
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Implications

1. Physicians and hospitals will need to work together 

to improve quality and lower costs for inpatient care 

to ensure they are the acute care provider of choice 

in the community

2. Physicians will need to prevent unnecessary 

hospitalizations and manage patient utilization to 

control total patient care costs

3. Payment systems and benefit designs will need to 

provide the support that physicians need to deliver 

higher-quality, lower-cost care
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Physician

Payment

Today: Hospitals & MDs Paid 

Separately For Hospital Care...

Costs and Payment

Today

DRG or

Per Diem

MD

Fees

Hospital

Payment
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Physician

ñCostò

Physician

Payment

...MDs and Hospitals Expected to 

Cover Their ñOwnò Costs

Costs and Payment

Today

Hospital

Payment Hospital

Staff/

Facility

Costs

Drug/

Device

Costs
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Hospital

Payment

Physician

Payment

Costs and Payment

Today

So Any Savings in Hospital Costs 

Go to Hospitals, Not Physicians

Hospital Margin
Improves

No Reward
for Physician

Hospital

Staff/

Facility

Costs

Drug/

Device

Costs

Physician

ñCostò

Hospital

Staff/

Facility

Costs

Drug/
Device
Costs

Physician

ñCostò

Initiative to Reduce

Device Costs &

Improve Efficiency
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Hospital

Staff/

Facility

Costs

Drug/

Device

Costs

Physician

ñCostò

Bundled

Hospital

+

Physician

Payment

Bundled

Episode

Payment

Bundled Payment Covers All 

Costs in a Single Payment...
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Hospital

Staff/

Facility

Costs

Drug/

Device

Costs

Physician

ñCostò

Bundled

Hospital

+

Physician

Payment

Bundled

Episode

Payment

Hospital

Staff/

Facility

Costs

Drug/
Device
Costs

Physician

ñCostò

Initiative to Reduce

Device Costs &

Improve Efficiency

...So if MDs & Hospitals 

Cooperate to Generate Savings...
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Hospital

Staff/

Facility

Costs

Drug/

Device

Costs

Physician

ñCostò

Bundled

Hospital

+

Physician

Payment
Hospital

Staff/

Facility

Costs

Drug/
Device
Costs

Physician

ñCostò

Initiative to Reduce

Device Costs &

Improve Efficiency

Reallocation 

of Savings

Higher
Physician
Payment

Episode payment would give

hospitals & MDs incentives to

collaborate to reduce costs

...MDs, Hospitals, and Payers

Can All Benefit

Physician

ñCostò

Hospital

Staff/

Facility

Costs

MD Bonus

Payer  Savings

Hosp. Margin

Drug/
Device
Costs

Lower Price

Capital to
Reinvest

Bundled

Episode

Payment
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Hospital

Staff/

Facility

Costs

Drug/

Device

Costs

Physician

ñCostò

Bundled

Hospital

+

Physician

Payment
Hospital

Staff/

Facility

Costs

Drug/
Device
Costs

Physician

ñCostò

Initiative to Reduce

Device Costs &

Improve Efficiency

Reallocation 

of Savings

A Mechanism to Allocate 

the Payments is Needed

Physician

ñCostò

Hospital

Staff/

Facility

Costs

MD Bonus

Payer  Savings

Hosp. Margin

Drug/
Device
Costs

PHO or

Other

Hospital/MD

Collaborative

ÅPlan initiatives

ÅSet targets

ÅMonitor progress

ÅAllocate payments

Bundled

Episode

Payment
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ñBundled Paymentò: Aligning 

Hospital and MD Incentives

Hospital Services

Drugs & Devices

Non-MD Staff

Facilities/Equipment

Treatment for 
Conditions
Present on 
Admission

Physician Services

Physician Services

INPATIENT BUNDLE
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Today: Higher Payment for 

Hospital-Acquired Conditions

Treatment for 
Conditions
Present on 
Admission

Hospital Services

Drugs & Devices

Non-MD Staff

Facilities/Equipment

Treatment for 
Hospital-Acquired

Conditions

Physician Services

Physician Services

INPATIENT BUNDLE
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ñInpatient Warranty:ò No Additional

Payment for Adverse Events

Treatment for 
Conditions
Present on 
Admission

Hospital Services

Drugs & Devices

Non-MD Staff

Facilities/Equipment

Treatment for 
Hospital-Acquired

Conditions

Physician Services

Physician Services

INPATIENT BUNDLE

INPATIENT WARRANTY
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Today: Separate Payments for 

Inpatient and Post-Acute Care

Treatment for 
Conditions
Present on 
Admission

Post-
Hospital

Care

Treatment for 
Hospital-Acquired

Conditions

Rehab

Home
Health

Long-Term

Care

MD
Services

INPATIENT BUNDLE

INPATIENT WARRANTY
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ñInpatient + Post-Acute Bundleò

Pays for Both Jointly

Treatment for 
Conditions
Present on 
Admission

Post-
Hospital

Care

Treatment for 
Hospital-Acquired

Conditions

Rehab

Home
Health

MD
Services

INPATIENT BUNDLE

INPATIENT WARRANTY

INPATIENT+POST-ACUTE BUNDLE

Long-Term

Care
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Today: Extra Payment for 

Preventable Readmissions

Treatment for 
Conditions
Present on 
Admission

Post-
Hospital

Care

Readmission
Preventable
During Initial
Admission

Readmission
Preventable

By Post-Acute 
Care

No Readmit;
Planned or 

Unpreventable
Readmission

Treatment for 
Hospital-Acquired

Conditions

Hospital
Readmission

INPATIENT BUNDLE

INPATIENT WARRANTY

INPATIENT+POST-ACUTE BUNDLE



31©  2009, 2010 Center for Healthcare Quality and Payment Reform, Network for Regional Healthcare Improvement

Full Episode Payment With A 

Limited Warranty

Treatment for 
Conditions
Present on 
Admission

Post-
Hospital

Care

Readmission
Preventable
During Initial
Admission

Readmission
Preventable

By Post-Acute 
Care

Unpreventable
Readmission

Treatment for 
Hospital-Acquired

Conditions

Hospital
Readmission

INPATIENT BUNDLE

INPATIENT WARRANTY

INPATIENT+POST-ACUTE BUNDLE

FULL EPISODE WITH WARRANTY



32©  2009, 2010 Center for Healthcare Quality and Payment Reform, Network for Regional Healthcare Improvement

Different Episode/Bundling 

Concepts for Different Problems

PROBLEM/GOAL PAYMENT METHOD

Encourage physicians to work 

with hospitals to eliminate 

inpatient inefficiencies

INPATIENT BUNDLED

PAYMENT

Encourage reduction in adverse 

events during inpatient care
INPATIENT WARRANTY

Encourage more efficient 

combinations of inpatient & 

post-acute care

BUNDLED INPATIENT & POST-

ACUTE CARE PAYMENT

Encourage efficiency and quality 

across the full episode of care

FULL EPISODE PAYMENT 

WITH LIMITED WARRANTY
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Yes, a Health Care Provider

Can Offer a Warranty

Geisinger Health System ProvenCareSM

ïA single payment for an ENTIRE 90 day period including:

ÅALL related pre-admission care

ÅALL inpatient physician and hospital services

ÅALL related post-acute care

ÅALL care for any related complications or readmissions

ïTypes of conditions/treatments currently offered:
ÅCardiac Bypass Surgery

ÅCardiac Stents

ÅCataract Surgery

ÅTotal Hip Replacement

ÅBariatric Surgery

ÅPerinatal Care

ÅLow Back Pain

ÅTreatment of Chronic Kidney Disease
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Payment + Process Improvement 

= Better Outcomes, Lower Costs
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Prices for Warranted Care May 

Be Higher, But Spending Lower

ÅQ: ñWhy should we pay more to get good-quality care??ò

ÅA: In most industries, warrantied products cost more, but 

theyôre desirable because TOTAL spending on the product 

(repairs & replacement) is lower than without the warranty

ÅIn healthcare, a DRG with a warranty would need to have a 

higher payment rate than the equivalent non-warrantied DRG, 

but the higher price would be offset by fewer 

DRGs w/ complications, outlier payments, and readmissions

ïWithout Warranty: 

$10,000 DRG + 20% defects @ $20,000 = $14,000/case

ïWith Warranty:

$12,000/case ïcreates incentive to reduce defect rate to <10%

ÅA single, understandable, full-episode price will facilitate 

consumer choice and provider competition
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Not Just Better Acute Care,

But Less of It

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome
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Tennessee Sends More People to 

the Hospital Than 48 Other States
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Dramatic Reductions in Rate of 

Hospitalizations Are Possible

Examples:

Å40% reduction in hospital admissions, 41% reduction in ER 
visits for exacerbations of Chronic Obstructive Pulmonary 
Disease (COPD) using in-home & phone patient education by 
nurses or respiratory therapists 

Å66% reduction in hospitalizations for Congestive Heart Failure 
patients using home-based telemonitoring

Å27% reduction in hospital admissions, 21% reduction in 
ER visits for Chronic Obstructive Pulmonary Disease (COPD) 
through self-management education
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Whoôs Accountable for Reducing 

Preventable Hospitalizations?

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome

PRIMARY

CARE

PRIMARY +

SPECIALTY
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How Many MDs Are Needed to 

Deliver Accountable Care?

ÅInfrastructure/Services

ïSmall physician practices may not have enough patients to 

justify separate systems or resources to coordinate care, 

particularly for patients with complex illnesses (e.g., EHRs, 

nurse care managers)

ÅQuality/Cost Measurement

ïSmall numbers of patients make measurement of costs and 

quality unreliable
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Problem: Most Physicians

Are In Very Small Practices

0%
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Solution 1: Use IPAs or Virtual 

Physician Orgs for Critical Mass

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

Independent

Practice Association

MD MD MD MD MD MD MD MD

Better 

Patient 

Outcomes & 

Lower Cost

Resources for patient educ. & self-
mgt support (e.g., RN care mgr)

Method for targeting high-risk
patients (e.g., predictive modeling

Capability for tracking patient care 
and ensuring followup (e.g., registry)

Coordinated relationships with 
specialists and hospitals

Data and analytics to measure and 
monitor utilization and quality
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Solution 2: Provide Support From 

Hospitals to Physicians

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

MD MD MDMD

MD MD MD MD

MD MD MD MD

Resources for patient educ. & self-
mgt support (e.g., RN care mgr)

Method for targeting high-risk
patients (e.g., predictive modeling

Capability for tracking patient care 
and ensuring followup (e.g., registry)

Coordinated relationships with 
specialists and hospitals

Data and analytics to measure and 
monitor utilization and quality

MD MD MD MD

Hospital

Staff

& IT

(e.g.,

via 

Physician-

Hospital

Org.)

Better 

Patient 

Outcomes & 

Lower Cost
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What Does an ACO Look Like?
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From Health System Perspective:

ACO = Our Hospital + PCPs

PATIENT

Surgery

HOSPITAL

ACO
Primary Care

Physician

Medical Care

Labor & Delivery

Primary Care
Physician

Primary Care
Physician

PATIENT

PATIENT

PATIENT

PATIENT

PATIENT
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Looking Through the Patientôs

(& Purchaserôs) Eyes

PATIENT

High Cost/Low Quality

Cardiac Surgery

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

High Cost/Low Quality

Orthopedic Surgery
HOSPITAL

#1

Low Quality
Primary Care

Physician

High Quality
Primary Care 

Physician

Avg. Quality 
Primary Care

Physician

REGION
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Who Will Want to Choose 

Hospital-Centric Networks??

PATIENT

High Cost/Low Quality

Cardiac Surgery

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

High Cost/Low Quality

Orthopedic Surgery
HOSPITAL

#1

ACO #2

ACO #1

?

Avg. Quality 
Primary Care

Physician

Avg. Quality 
Primary Care

Physician
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Patients Will Want: Medical Homes 

+ Value-Based Acute Care Choice

PATIENT
Primary Care
Medical Home

High Cost/Low Quality

Cardiac Surgery

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

High Cost/Low Quality

Orthopedic Surgery
HOSPITAL

#1

Med. Quality 
Primary Care

Physician

Low Quality
Primary Care

Physician
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The Right Way to Define ACOs...

PATIENT
Primary Care
Medical Home

High Cost/Low Quality

Cardiac Surgery

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

High Cost/Low Quality

Orthopedic Surgery
HOSPITAL

#1ACO

Med. Quality 
Primary Care

Physician

Low Quality
Primary Care

Physician
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...And the Right Way to Stimulate 

Improvement In Other Services...

PATIENT
Primary Care
Medical Home

Better Value

Cardiac Surgery

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

Better Value

Orthopedic Surgery
HOSPITAL

#1ACO

Better Quality 
Primary Care

Physician

Better Quality
Primary Care

Physician
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...Or See Low Quality Services 

Disappear

PATIENT
Primary Care
Medical Home

Low Cost/High Quality

Orthopedic Surgery
HOSPITAL

#2

Low Cost/High Quality

Cardiac Surgery

No Longer Offer

Orthopedic Surgery
HOSPITAL

#1ACO

Better Quality 
Primary Care

Physician

Better Quality
Primary Care

Physician

Better Value

Cardiac Surgery
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Reducing Costs Without Rationing:

Less Hospital Care

Preventable

Condition

Continued

Health

Healthy

Consumer

No

Hospitalization

Acute Care 

Episode

Efficient 
Successful 
Outcome

Complications,
Infections,

Readmissions

High-Cost
Successful
Outcome
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How Will Hospitals 

Have to Change?

ÅAnswer:  Smaller and higher-priced

ÅHuh????  Higher priced??

ÅIn most industries, we want volume to go up, and 
when it does, prices go down.  
Why?  Fixed costs are spread more broadly.

ÅIn the health care industry, we donôt want it to sell 
more products/services in total.

ÅIn hospitals, most costs are fixed costs

ÅImplication: lower volume means higher unit cost
(just like every other industry), although 
total spending should still be lower



55©  2009, 2010 Center for Healthcare Quality and Payment Reform, Network for Regional Healthcare Improvement

A Small Percentage of Hospital 

Costs Vary With # of Patients 
ÅVariable/Out-of-Pocket Costs (10-20%)

(all costs saved with fewer patients)

ïDrugs

ïMaterials (syringes, gowns, etc.)
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Many Costs Change Only With 

Large Changes in Patient Volume
ÅVariable/Out-of-Pocket Costs (10-20%)

(all costs saved with fewer patients)

ïDrugs

ïMaterials (syringes, gowns, etc.)

ÅSemi-Variable Costs (40-50%)
(savings only if significantly fewer patient days)

ïRoom Costs (Daily room costs ïnursing care, etc.)

ïServices (Radiology, Lab work, etc.)

ïProcedures (Surgery, etc. performed on patient)
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And Many Costs Cannot Change

At All in the Short/Medium-Term
ÅVariable/Out-of-Pocket Costs (10-20%)

(all costs saved with fewer patients)

ïDrugs

ïMaterials (syringes, gowns, etc.)

ÅSemi-Variable Costs (40-50%)
(savings only if significantly fewer patient days)

ïRoom Costs (Daily room costs ïnursing care, etc.)

ïServices (Radiology, Lab work, etc.)

ïProcedures (Surgery, etc. performed on patient)

ÅFixed Costs (30-50%)
(little savings with fewer patients)

ïIndirect Costs (Administration, hospital-wide services)

ïFacility Capital Costs
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Hospital Costs Do Not Decrease 

Proportionally With # Patients
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But Payments from Payers Do
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Causing Negative Margins

for Hospitals
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So Prices Need to Be Re-Set 

Under Payment Reform
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Example: A Simulation for a 

Hypothetical Hospital Unit
ÅPatient Unit Characteristics:
ï30 Bed Medical-Surgical Unit

ïFixed Staff: Unit Manager, LPNs, Secretary

ïRN/Patient Ratio: 1:6  24/7

ïExpected Occupancy: 95%

ïHospital Overhead Rate: 50%

ÅPatient Costs and Revenues
ïAverage LOS: 6 Days

ïCost Per Patient Stay: $4,675

ïRevenue Per Patient: $4,800

ïNet Margin: 2.9%

ïReadmission Rate: 20%
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Hospital Profitability Payer

SavingsRevenues Expenses Net Margin

Current Payment 

& Readmit Rates

$8,322,000 $8,086,300 $235,700

(2.9%)

$0

Starting Point: 

Small Net Margin
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Hospital Profitability Payer

SavingsRevenues Expenses Net Margin

Current Payment 

& Readmit Rates

$8,322,000 $8,086,300 $235,700

(2.9%)

$0

Readmits Ź 50%$7,691,545 $630,455

What If We Significantly 

Reduced Readmissions?

Payments

Decrease 

Significantly....

...Benefiting

the Payers

Significantly
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Hospital Profitability Payer

SavingsRevenues Expenses Net Margin

Current Payment 

& Readmit Rates

$8,322,000 $8,086,300 $235,700

(2.9%)

$0

Readmits Ź 50%$7,691,545 $7,834,118 ($142,573) $630,455

Simply Reducing Readmissions

is Win for Payer, Loss for Hosp.

Costs Decrease 

Less Because

Fixed Costs 

Remain...

...So Hospital 

Experiences

Negative 

Margins
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Hospital Profitability Payer

SavingsRevenues Expenses Net Margin

Current Payment 

& Readmit Rates

$8,322,000 $8,086,300 $235,700

(2.9%)

$0

Readmits Ź 50%$7,691,545 $7,834,118 ($142,573) $630,455

Readmits Ź 50%

+ 3.1% Higher 

Payment/Case

$7,931,906 $7,834,118

Solution: Recognize That 

Per Case ñPriceò Has to Increase

Pay the 

Hospital More 

Per Case (Since 

Average Costs 

Have Increased 

With Smaller 

Volume)...

...So Revenue

Goes Down 

Less Than It 

Otherwise 

Would Have...
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Hospital Profitability Payer

SavingsRevenues Expenses Net Margin

Current Payment 

& Readmit Rates

$8,322,000 $8,086,300 $235,700

(2.9%)

$0

Readmits Ź 50%$7,691,545 $7,834,118 ($142,573) $630,455

Readmits Ź 50%

+ 3.1% Higher 

Payment/Case

$7,931,906 $7,834,118 $97,788

(1.3%)

$390,094

(4.7% savings)

...Still Leaving 
Sufficient

Savings to 
Reduce

Spending by
Payers and 

Support Medical
Home Services

Adjusting Payments Appropriately

Can Let Everyone ñWinò

Pay the 

Hospital More 

Per Case (Since 

Average Costs 

Have Increased 

With Smaller 

Volume)...

...and the 

Hospital 

Remains

Solvent...

...So Revenue

Goes Down 

Less Than It 

Otherwise 

Would Have...
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Creating A Feasible Glide Path

to the Future for Hospitals
ÅFor a hospital thatôs constantly full and growing, a reduction in 

chronic disease admissions may be welcome, particularly 
since they may be less profitable than elective surgery cases

ÅBut for small community hospitals with empty beds, and 
hospitals with narrow operating margins, reductions in chronic 
disease admissions and readmissions could cause serious 
financial problems, particularly in the short run

ÅIn the long run, with sufficient reductions in admissions, a 
hospital could restructure to reduce its fixed costs (close units, 
etc.), but it will take time

ÅConsequently, payers and hospitals will need to renegotiate 
payment levels to enable hospitals to remain solvent
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How Do You Set the Price?

ÅIf price is too high, inefficiencies will exist, regardless 

of what incentives may exist in the payment method

ÅIf price is too low, providers will be unable to deliver 

high-quality care

ÅSo how does the ñrightò price get determined?
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Price-Setting Mechanisms

Regulation
Maryland sets all-payer 

rates for hospital services
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Price-Setting Mechanisms

Regulation
Maryland sets all-payer 

rates for hospital services

Large Payer Dictation
Congress/CMS establish 

the rates Medicare will pay
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Medicareôs Method of Setting 

Hospital Payments

HOSPITAL
PAYMENT

Capital
DRG Payment

Standard
Amount

Operating
DRG Payment

Payment
Adjustments

Geographic
Adj. Factor

DRG
Weight

DSH, SCH,
MDH

Outlier/
Transfer

Performance

Quality
Reporting

P4P
Gain

Sharing

Patient
Volume/Mix

Medical
Education

Low-Income
(DSH)

Standard
Amount

Geographic
Adj. Factor

Labor-Related
Amount

Non-Labor-Rel.
Amount

Occupational
Mix Adj.

Wage 
Index >1.0
Ҧ сфΦт҈

Wage 
LƴŘŜȄ ҖмΦл
Ҧ сн҈

Labor Market
Grouping

Average Hourly
Wage
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Price-Setting Mechanisms

Regulation
Maryland sets all-payer 

rates for hospital services

Large Payer Dictation
Congress/CMS establish 

the rates Medicare will pay

Small Payer Negotiation
Result varies depending on 

size of payer vs. provider
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Ability to Negotiate 

Depends on Market Power

PAYER

PAYER

Provider

Provider

Provider

ProviderProvider

Provider

Provider

Provider

Provider
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Ability to Negotiate 

Depends on Market Power

PAYER

PAYER

Provider

Provider

Provider

ProviderProvider

Provider

Provider

Provider

Provider

Payer

Payer

Payer

Payer

Payer

PROVIDER

PROVIDER
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Price-Setting Mechanisms

Regulation
Maryland sets all-payer 

rates for hospital services

Large Payer Dictation
Congress/CMS establish 

the rates Medicare will pay

Small Payer Negotiation
Result varies depending on 

size of payer vs. provider

Competition
Providers set prices in order 

to attract more patients 
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Necessary Ingredients for 

Appropriate Competition
ÅGood information for consumers on quality and cost
ïQuality of care needs to be accurately measured and reported

ïPrices for services need to be defined in terms of episodes of care or 

global fees, so comparison shopping is feasible

ïActual payment rates (vs. charges) need to be available

ÅAbility/incentive for consumers to choose high-value services
ïProviders are typically ñin-networkò or ñout-of-networkò for everything or 

nothing, rather than specific types of services (exceptions are ñcenters 

of excellenceò programs)

ïConsumers need to be responsible for the ñlast dollarò of costs, rather 

than the ñfirst dollarò (e.g., copays, coinsurance, high deductibles)

ÅAbility for providers to change pricing for individual services
ïCurrent price negotiations with health plans tend to be limited to overall 

conversion factors, rather than individual service weights/prices
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How Many ACOs in a Region?

Multiple, ñRight-Sizedò ACOs

Specialty
Practice

PCP
Practice

IDS ACO

PCP
Practice

Specialty
Practice

Hospital

Primary
Care

Practice

Primary
Care

Practice

Primary
Care

Practice

Primary
Care

Practice

ACO

ACO

Hospital

Hospital

PURCHASER

HEALTH PLAN

CONSUMER

BENEFITS:

ÅChoice for physicians

ÅChoice for patients

ÅEfficient scale

ÅOpportunity to focus

on strengths

Specialty
Practice

Multispecialty
Group

Practice
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Benefit Design Changes Are

Also Critical to Success

ProviderPatient

Payment 

System

Benefit 

Design

Ability and 

Incentives to:

ÅKeep patients well

ÅAvoid unneeded 
services

ÅDeliver services 
efficiently

ÅCoordinate 
services with other 
providers

Ability and

Incentives to:

ÅImprove health

ÅTake prescribed 
medications

ÅAllow a provider to 
coordinate care

ÅChoose the 
highest-value 
providers and 
services
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Both are Controlled by the Payer

ProviderPatient

Payment 

System

Benefit 

Design

PAYER

Ability and

Incentives to:

ÅKeep patients well

ÅAvoid unneeded 
services

ÅDeliver services 
efficiently

ÅCoordinate 
services with other 
providers

Ability and

Incentives to:

ÅImprove health

ÅTake prescribed 
medications

ÅAllow a provider to 
coordinate care

ÅChoose the 
highest-value 
providers and 
services
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But Purchaser Support is Needed 

Particularly for Benefit Changes

ProviderPatient

Payment 

System

Benefit 

Design

PAYER

Purchaser Purchaser Purchaser

Ability and

Incentives to:

ÅKeep patients well

ÅAvoid unneeded 
services

ÅDeliver services 
efficiently

ÅCoordinate 
services with other 
providers

Ability and

Incentives to:

ÅImprove health

ÅTake prescribed 
medications

ÅAllow a provider to 
coordinate care

ÅChoose the 
highest-value 
providers and 
services
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And Consumer Support is Critical

for Purchaser/Plan Support

ProviderPatient

Payment 

System

Benefit 

Design

PAYER

Purchaser Purchaser Purchaser
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Better Payment Systems Require 

Good Quality Measurement
ÅConcern:  Giving healthcare providers more accountability for 

costs reduces the incentives for overuse, but raises concerns 
about whether patients will get too little care
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Better Payment Systems Require 

Good Quality Measurement
ÅConcern:  Giving healthcare providers more accountability for 

costs reduces the incentives for overuse, but raises concerns 
about whether patients will get too little care

ÅSolution:  Measure healthcare quality and include incentives 
for providers to maintain/improve quality as well as reduce 
costs
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Better Payment Systems Require 

Good Quality Measurement
ÅConcern:  Giving healthcare providers more accountability for 

costs reduces the incentives for overuse, but raises concerns 
about whether patients will get too little care

ÅSolution:  Measure healthcare quality and include incentives 
for providers to maintain/improve quality as well as reduce 
costs

ÅIdeal: Develop quality 

measures with 

participation

of hospitals and 

physicians, as a

growing number of 

regions do

Massachusetts Health Quality Partners

Wisconsin Collaborative for Healthcare Quality

Healthy Memphis Common Table
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Value-Driven

Delivery

Systems

Quality/Cost

Measurement &

Reporting

Consumer

Education &

Engagement

Functions Needed for Healthcare

Payment & Delivery Reform

Value-Driven

Payment Systems

& Benefit Designs
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With Lots of Complicated Work 

Underneath

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Technical
Assistance
to Providers

Design &
Delivery of

Care

Consumer
Education/

Engagement

Education
Materials

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Benefit
Design

Provider
Organization/
Coordination

Value-Driven
Payment  Systems

Quality/
Cost
Reporting

Value-Driven
Delivery
Systems

Consumer
Education/
Engagement
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Functions and Support Activities 

Canôt Proceed In Silos

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Technical
Assistance
to Providers

Design &
Delivery of

Care

Consumer
Education/

Engagement

Education
Materials

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Benefit
Design

Provider
Organization/
Coordination

Value-Driven
Payment  Systems

Quality/
Cost
Reporting

Value-Driven
Delivery
Systems

Consumer
Education/
Engagement
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Coordinated Support Needed

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Technical
Assistance
to Providers

Design &
Delivery of

Care

Consumer
Education/

Engagement

Education
Materials

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Benefit
Design

Provider
Organization/
Coordination

WHO CAN 
CONNECT

AND 
COORDINATE
ALL OF THIS?
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The Role of Regional Health 

Improvement Collaboratives...

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Technical
Assistance
to Providers

Design &
Delivery of

Care

Consumer
Education/

Engagement

Education
Materials

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Benefit
Design

Provider
Organization/
Coordination

Regional
Health 

Improvement
Collaborative
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...With Active Involvement of All 

Healthcare Stakeholders

Regional
Health

Improve-
ment

Collab.

Healthcare
Providers

Healthcare
Payers

Healthcare
Consumers

Healthcare
Purchasers
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Memphis Has Already Put a 

Collaborative in Place

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Technical
Assistance
to Providers

Design &
Delivery of

Care

Consumer
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Engagement

Education
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Multiple
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Payment
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Benefit
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Provider
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Healthy
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Table
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Getting Started on the Road to 

Higher Value Healthcare
ÅBring all stakeholders together to build consensus on the kind 

of healthcare payment, delivery, and benefit structures the 
community wants to achieve in 5-7 years to make Memphis a 
national leader in healthcare cost & quality
ïe.g., Payment Reform Summits held in Maine, Nevada, Oregon, 

Washington, Wisconsin

ÅDevelop transitional payment/delivery/benefit reforms to begin 
moving toward the longer-run goals
ïChoose high-opportunity patient groups/outcomes based on local data 

(e.g., ER usage, chronic disease admissions, readmissions, etc.)

ïInitiate pilot projects with willing providers, including payment changes, 
benefit changes, technical assistance, etc. to enable them to succeed

ïDemand that payers make the necessary changes quickly, or change 
payers if necessary

ÅMeasure progress and resolve challenges through an ongoing 
collaborative, multi-stakeholder community process
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For More Information on 

Payment and Delivery Reforms

www.PaymentReform.org


