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PAYMENT & PRACTICE

By Paul B. Ginsburg

ANALYSIS & COMMENTARY

Achieving Health Care Cost
Containment Through Provider
Payment Reform That Engages
Patients And Providers

ABSTRACT The best opportunity to pursue cost containment in the next
five to ten years is through reforming provider payment to gradually
diminish the role of fee-for-service reimbursement. Public and private
payers have launched many promising payment reform pilots aimed at
blending fee-for-service with payment approaches based on broader units
of care, such as an episode or patients’ total needs over a period of time,
a crucial first step. But meaningful cost containment from payment
reform will not be achieved until Medicare and Medicaid establish
stronger incentives for providers to contract in this way, with
discouragement of nonparticipation increasing over time. In addition,
the models need to evolve to engage beneficiaries, perhaps through
incentives for patients to enroll in an accountable care organization and
to seek care within that organization’s network of providers.

or many years the US approach to
controlling health care costs has
centered on public payers’ lowering
providers’ payment rates, while pri-
vate payers increased patients’ cost
sharing and required prior authorizations for
hospitalizations and some tests and procedures.
However, provider and consumer push back, the
latter fostered in part by continued large tax
subsidies for those who obtain comprehensive
health insurance through their employers, have
limited the success of these approaches.

Yet as cost containment becomes increasingly
urgent, these tools are being used more often.
Under the Affordable Care Act, for instance,
reimbursement pressure on providers has in-
creased. And employers who provide health in-
surance are imposing larger increases in deduct-
ibles and copayments than in the past.

Public- and private-sector health care leaders’
attitudes about cost containment are changing
amid an emerging consensus that health care

spending trends are unsustainable and tradi-
tional cost-control approaches are reaching the
limits of acceptability. Health care spending
continues to consume a growing share of the
gross domestic product—almost doubling in the
past three decades, from 9.2 percent in 1980 to
17.9 percent in 2011. An increasing number of
Americans cannot afford health insurance be-
cause increases in premiums are outpacing in-
come growth.

Meanwhile greater portions of federal and
state budgets are needed to support health cover-
age for elderly, disabled, and lower-income
Americans. In addition, spending on Medicaid
expansions and insurance premium credits
under the Affordable Care Act will leave federal
and state budgets even more vulnerable to health
care cost trends than in the past.

Indeed, the prospect that health spending will
continue to grow more rapidly than the national
income is the basis for the alarming projections
that the federal debt will rapidly increase in
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relation to the gross domestic product." Con-
trolling health care spending will be a critical
element in long-term deficit reduction.

Providers’ perspectives on cost containment
are changing as well. Many providers are already
working to further constrain operating costs as
they prepare for sharp cuts in Medicare payment
rates under the Affordable Care Act. And private
insurers may have begun responding to purchas-
ers’ growing resistance to premium increases
by negotiating more aggressively with providers
to hold down payment rate increases.>?

To address spiraling health care costs, hospital
and physician leaders increasingly talk of re-
engineering the delivery system. Changes are
likely to include additional coordination across
care settings and providers, more effective man-
agement of chronic disease by both providers
and patients, and a larger role for primary care.*

This article begins with a description of ap-
proaches to payment reform designed to contain
costs. It outlines the important role of Medicare
and Medicaid in this process and discusses the
pilot programs authorized and funded by the
Affordable Care Act. It argues that for this ap-
proach to cost containment to really bear fruit,
Medicare will have to move beyond pilots and
impose increasingly strong disincentives on
those providers not participating in these pay-
ment approaches. The Medicare model in these
pilots will also need to evolve so as to encourage
beneficiaries through financial incentives to en-
roll in accountable care organizations and use
providers in their networks.

Payment Reform To Control Costs
The best opportunity for cost containment is
through provider payment reform that moves
away from fee-for-service payment, which re-
wards greater volume and does nothing to sup-
port care coordination or chronic disease man-
agement, and toward models that engage and
reward providers and patients for reducing costs
and increasing quality. New payment methods
are needed to motivate providers to pursue new
care delivery approaches and to support those
who succeed in reducing the unnecessary use of
services. More efficient care delivery should in-
volve providing some services, such as care co-
ordination and patient education, that are not
currently reimbursed under fee-for-service but
have the potential to reduce the need for other
services, including inpatient care.

Many private health plans and health systems
are experimenting with new payment methods.
These are primarily shared savings arrange-
ments, which allow providers to share a percent-
age of the savings achieved when they deliver

care at lower cost than budgeted. Examples in-
clude Blue Cross Blue Shield of Massachusetts’s
Alternative Quality Contract and the Total Cost of
Care contracts between Minnesota Blue Cross
Blue Shield and health systems in the Twin
Cities area.>® Accountable care organizations,
authorized under the Affordable Care Act, are
similar approaches.

A Key Role For Medicare And
Medicaid In Payment Reform

These private initiatives hold promise, but their
potential will be limited unless Medicare and
Medicaid also aggressively pursue consistent
provider payment approaches. In 2011, 38 per-
cent of health consumption expenditures came
from these public payers, with the proportion
of hospital spending probably even higher.”
Additional efforts within Medicare and Med-
icaid could provide the critical mass to achieve
meaningful payment reform.

Delivery reform is a risky endeavor for
providers, because success in reducing costs
through care coordination and other initiatives
applied to all patients may lower margins for
patients whose care is paid for through tradi-
tional fee-for-service payments. Unless public
and private payers adopt similar reforms, there
may not be enough patients to ensure that
providers that improve efficiency do not suffer
financially. For example, if a reimbursement
contract that rewards efficiency, such as a shared
savings contract, covers only 20 percent of
patients, the lower returns for the remaining
80 percent of patients who remain under fee-
for-service could outweigh the rewards.

The Centers for Medicare and Medicaid Ser-
vices (CMS) is already taking steps to motivate
providers and payers to seek contracts that are
consistent across payers. For example, contracts
with Pioneer Accountable Care Organizations,
discussed below, require the organizations to
contract with private payers in a consistent man-
ner. In addition, CMS’s Comprehensive Primary
Care initiative, a patient-centered medical home
approach, is limited to areas in which the Med-
icaid program and leading private payers have
agreed to use the same approach.?

Accountable Care Organizations

And Bundled Payment In Pilots

The Affordable Care Act jump-started public-
sector payment reform efforts. For example, it
authorized accountable care organization con-
tracts between CMS and provider organizations,
making providers that meet quality standards
eligible to share savings with Medicare.
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The act also created the Center for Medicare
and Medicaid Innovation, which has the author-
ity to conduct pilots of a wide range of payment
innovations, including a type of accountable care
organization contract involving greater risks
and rewards for the provider organizations—
the Pioneer Accountable Care Organizations—
and bundled payment models for selected in-
patient admissions, in the Bundled Payments
for Care Improvement initiative. Past demon-
stration projects have often been small and of
a fixed duration. But these pilots will involve
many provider organizations, and successful
pilots are likely to be continued and expanded.

Providers’ interest in the pilots has been en-
couraging. The Medicare Shared Savings
Program, which contracts with accountable care
organizations, met with a lukewarm reception
when the proposed rule was announced in early
2011. However, the final rule, posted in late 2011,
has sparked interest in the provider community.

CMS now has contracts with 250 accountable
care organizations, covering four million Medi-
care beneficiaries.” Most of the contracts offer
only upside risk to providers, meaning that pro-
viders will be rewarded if they succeed in low-
ering costs below targeted projections but not
penalized if they fail to do so.

In addition, CMS recently announced that
more than 500 organizations will be negotiating
bundled payment contracts.”® These contracts
will encourage hospitals, physicians, and post-
acute care facilities to work together to improve
health outcomes and lower costs for episodes of
care for certain conditions involving an inpatient
admission, such as hip or knee replacements.

Substantial resources will be devoted to evalu-
ating these pilots, and the results will inform the
next steps in provider payment reform. Given the
support for these payment approaches from
providers and payers and the lack of sustainabil-
ity of the status quo fee-for-service model, any
initial unfavorable results are more likely to lead
to changes in the model than to abandoning the
strategy. And favorable results will spur policy
makers under pressure to constrain Medicare
spending growth to look more aggressively for
ways to transition from pilots to more broadly
applicable reform.

Moving Beyond Pilots

Despite the enthusiastic take-up, the pilot initia-
tives face important limitations. The most
serious limitation is that because these programs
are voluntary, the benchmark performance
targets for an accountable care organization’s
spending—the basis of the shared savings
calculations—must be based on the actual recent

payment experience of each accountable care
organization or organization accepting bundled
payments. If regional or national benchmarks
were set for participating accountable care
organizations, but the programs remained
voluntary, the pilots would probably attract only
providers with spending already below the
benchmark, which would be sure to receive the
shared savings bonus payments.

Consider a hypothetical example of a region
where Medicare spending per beneficiary—
including Medicare payments and patients’ cost
sharing—is $10,000 per year. Spending for bene-
ficiaries attributed to different accountable care
organizations, however, ranges from $6,000 to
$14,000. If all providers in the region were
members of accountable care organizations,
Medicare might offer shared savings to each
organization based on a benchmark of, say,
$9,800 per beneficiary. Under a voluntary pilot,
those accountable care organizations with per
beneficiary spending well above $10,000 would
not participate, but many of the organizations
with spending under that amount would.

The result of such a selection process would
be a large transfer of Medicare resources to
lower-cost providers and little participation by
higher-cost providers. Furthermore, the lower-
cost providers would not have to deliver care
any differently to profit from their contract,
although some might attempt to increase their
efficiency to increase profits.

CMS thus bases the spending benchmark for
each accountable care organization on what
Medicare paid for beneficiaries attributed to
the organization’s providers in recent years.
For organizations to succeed in the pilot, they
have to improve their own performance, thus
motivating everyone to improve. In theory,
success will be easier for providers with higher
costs, who may have more “low-hanging fruit”
when it comes to improving efficiency, making
participation more attractive to them."

However, setting shared savings goals based
on the accountable care organization providers’
past performance cannot continue over the
long term. After an initial three-year Medicare
accountable care organization contract, the
question becomes how, if at all, cost benchmarks
should be adjusted during contract renewal.
Does Medicare raise the bar for the provider,
to reflect the provider’s experience during the
pilot? Or does it continue to use the old data and
reward the provider if it maintains the progress
achieved during the initial contract?

Choosing the former option would substan-
tially undermine providers’ incentives, since
the rewards for their initial success would be
at risk from the more challenging benchmark
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for the subsequent period. But continuing a
benchmark based on an accountable care organ-
ization’s costs in the distant past could create a
perpetual reward for those beginning with the
lowest efficiency and a perpetual struggle for
those starting as relatively efficient.

Indeed, consultants have been pointing out
the lack of an upside in Medicare’s accountable
care organization contracts with providers, ad-
vising their clients that the main reason to par-
ticipate is to startlearning how to manage as part
of accountable care organizations—even if near-
term rewards are limited—in anticipation that
payment reform efforts will continue to move
in this direction. However, some health systems
that believe they are already relatively efficient
have begun to consider an alternative: creating a
provider-sponsored Medicare Advantage plan,
where their payments would be based not on
their historical spending but on risk-adjusted
per capita spending in the region.

Private payers face similar challenges in
encouraging providers to enter contracts with
innovative payment arrangements. Blue Cross
Blue Shield of Massachusetts’s Alternative Qual-
ity Contract currently bases rates on each pro-
vider’s historical experience, and it remains to
be seen how negotiations for subsequent con-
tracts will proceed. Presumably, providers’ ex-
pectations that reformed payment contracting
of some type will become the norm have out-
weighed the unattractive short-term financial
proposition.

Transitioning From Pilots

To Long-Term Programs

Nonetheless, voluntary pilots are an appropriate
first phase of payment reform, during which
contracting approaches are refined and pro-
viders prepare for stronger incentives to increase
efficiency. Evaluations of the pilots will help
further refine the payment approaches.

But after the initial adjustment period—in,
let’s say, three to five years—it will be time to
transition from pilots to more inclusive payment
policies that either apply to all providers or as-
sess mounting reimbursement penalties on non-
participants. The transition will not be simple.
Requiring all providers to participate in new
payment arrangements such as accountable
care organizations might not be politically fea-
sible for quite some time. However, providing
smaller payment rate updates for services for
providers not contracting under reformed pay-
ment might be.

For example, annual updates in payment rates
for nonparticipants could be two percentage
points less than the updates that participants

would receive. Such an approach could be in-
corporated into a broad package of measures
designed to reduce Medicare spending, a process
that could follow adoption of a congressional
budget resolution later in 2013. The approach
could also include a permanent “fix” to the
Sustainable Growth Rate formula, which CMS
uses to calculate annual changes in Medicare
physician payment rates.'” As differences in pay-
ment rates between participants and nonpartici-
pants increased, most providers would probably
transition into the reformed payment system.

Once most providers had opted into that
system, the basis for spending benchmarks
could then transition from each accountable
care organization’s prior spending experience
to regional spending experience. For example,
regional spending could begin with a weight of
20 percent and increase 20 percentage points
each year until reaching 100 percent.”

A transition from voluntary to quasi-
mandatory participation in Medicare payment
reforms would aid private payers seeking to
create similar contract arrangements. Indeed,
coordination in payment methods among public
and private payers is critical for providers’ tran-
sitioning to more efficient care delivery. To this
end, efforts to standardize contracts between
providers and private payers, and changing
Medicare methods in the state to be consistent
with them—as discussed in Massachusetts
shortly after enactment of that state’s health in-
surance expansion, but not yet pursued—could
have merit."

Engaging Patients
A striking contrast between how private insurers
and Medicare pursue provider payment reforms
concerns the degree to which patients are en-
gaged. An approach gaining traction in private
insurance is to provide incentives for patients to
choose providers who offer better “value,” a
composite of efficiency and quality. For example,
an enrollee seeking knee replacement surgery
could be offered lower cost sharing if he or she
selects a participating orthopedic group and a
hospital that accept a bundled payment for the
procedure—or a group or hospital with a lower
bundled rate than that of other organizations.
Engaging patients through incentives can
lower spending in two ways: by directing pa-
tients to more efficient providers and by moti-
vating providers to improve efficiency to in-
crease or retain their market share. If reforms
involve incentives for beneficiaries, the provider
has the potential for higher margins through
shared savings and for increased patient volume
at the expense of competitors.
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In contrast, Medicare has rarely used in-
centives to direct beneficiaries to more efficient
providers. Hospital deductibles—a form of cost
sharing—are uniform nationwide. Coinsurance
amounts vary only slightly across providers,
although there is greater variation across pro-
vider types—such as hospital outpatient, ambu-
latory surgical center, and physician office—
where different payment systems lead to
differences in payment rates and coinsurance
amounts. Few beneficiaries perceive the
differences in coinsurance, however, because
widespread use of supplemental coverage pro-
tects them from these costs.”

Similarly, Medicare does not currently provide
incentives to beneficiaries to choose primary
care physicians who participate in accountable
care organizations or to use surgeons and hos-
pitals that participate in such organizations or
bundled payment pilots. As a result, Medicare
lacks levers to shift volume to lower-cost pro-
viders, and there is no opportunity for providers
to gain volume through greater efficiency.

Failing to engage beneficiaries also exposes
paymentreforms to the risk of political backlash.
With no direct stake in reforms, such as rewards
for using more efficient providers, beneficiaries
may suspect that a policy has negative implica-
tions, such as the rationing or withholding of
care, without perceiving the positive ones.

A more promising way to engage Medicare
beneficiaries is to create an accountable care
organization model in which beneficiaries enroll
in a specific organization, as proposed by Steven
Lieberman, in contrast to the current approach
in which beneficiaries are attributed to account-
able care organizations.''® Under this scenario,
beneficiaries could be offered lower Medicare
Part B premiums and lower patient cost sharing
for using providers in the accountable care
organization’s network—and they would pay
higher premiums if they did not enroll and
higher cost sharing if they did enroll but used
providers outside of the network. As an added
incentive to enroll, beneficiaries could even be
offered a share of the accountable care organi-
zation’s savings as a premium rebate.

Enrollment would also address the problem of
attributing beneficiaries to accountable care or-
ganizations—an imperfect process. Attribution
is done on the basis of which primary care physi-
cian a beneficiary uses most, but many claims
histories lead to incorrect attributions. With an
enrolled population, accountable care organiza-
tions could encourage beneficiaries to partici-
pate in disease prevention activities, healthy
behaviors, and care management for chronic
diseases.

To ensure that enrollment or other beneficiary
incentives are effective, however, Congress
would have to address issues related to excessive
supplemental coverage. Because of an implicit
subsidy from Medicare, premiums for supple-
mental coverage do not reflect the full costs of
enrollment in such coverage.” The result has
been the high market share of products that
remove all cost sharing at the point of
service, a major obstacle to offering incentives
to use providers linked to an accountable care
organization.

Conclusion
The Medicare program has the potential to be an
important catalyst for provider payment reform
that encourages greater coordination of care,
quality of care, and overall efficiency. The right
Medicare initiatives can support the ongoing
efforts of many private payers and Medicaid
programs that are already pursuing consistent
approaches. However, without a stick to back up
the carrot of the existing pilot payment reforms,
what Medicare can accomplish will be limited.
Ending fee-for-service payment in favor of
accountable care organizations and bundled
payment once and for all is unlikely to be feasible
for quite some time, but gradually increasing
disincentives for providers that do not partici-
pate in reformed payment approaches is a prac-
tical way to move forward. Reformed payment
models will also need to increasingly engage
beneficiaries, in both the public and the private
sectors, to drive patients to providers that are
more efficient and deliver higher quality care. m

An earlier version of this article was
presented at the Alliance for Health

Care Costs: What Can be Done,”
Washington, D.C., June 12, 2012. The
Reform's invitational conference, “Health author is grateful to the Alliance for

Health Reform and the National
Institute of Health Care Reform for
financial support for writing this article.
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