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The Health Care Cost Equation

Cost
Person

= Cost
Process

x# Processes
ServiceEpisode 

of Care

xx
# Episodes

of Care
Condition

x# Conditions
Person

VARIABLES CONTRIBUTING TO THE COST OF CARE

Prices of
Providers,
Devices,
Drugs?

#/Type
Services

CABG vs.
Stent vs.
Medical
Mgmt?

Treatment
Protocol,
Type of 
Stent?

How many
heart attacks

do they
have?

How many
people have

heart
disease?

Cost of Treating Heart Disease
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VARIABLES FOR WHICH THE PROVIDER IS AT RISK
UNDER ALTERNATIVE PAYMENT SYSTEMS

Cost
Person

= Cost
Process

x# Processes
Service

#/Type
Services
Episode 
of Care

xx
# Episodes

of Care
Condition

x# Conditions
Person

- FEE FOR SERVICE -

-- EPISODE OF CARE PAYMENT --

------- CONDITION-ADJUSTED CAPITATION/-----
COMPREHENSIVE CARE PAYMENT

INSURANCE RISK
PERFORMANCE RISK

-------------------------TRADITIONAL CAPITATION ----------------------

Different Payment Systems
Control Different Cost Drivers
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Size/Variation in Frequency of Episodes Per Condition
HighLow

Low

High

Amount/
Variation

of 
Cost

Per
Episode

Episode Payment

Comprehensive Care Pmt.
(or Year-Long Episodes)

Fee for Service

Comprehensive Care Pmt.
+ 

Episode Payment

Examples:
COPD,

Congestive Heart Failure

Examples:
Heart Disease,

Back Pain

Examples:
Immunizations,
Simple Injuries

Examples:
Hip Fractures,

Labor & Delivery

Different Payment Systems Solve
Different Cost/Quality Problems
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Episode Payments vs. Capitation 
in Chronic Disease

EPISODE SEVERITY ADJUSTMENT

Heart Valve Replacement

Knee Replacement

Age Weight COPD Diabetes

Age Weight COPD Diabetes

Diabetes Age Weight COPD

COPD Age Weight Diabetes

Diabetes Age Weight

COPD + Diabetes Age Weight

Comprehensive Payment Age Weight COPD Diabetes

OR
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Defining an Episode or 
Bundled Payment

PCP

SurgeonPHYSICIANS

DEVICES/
EQUIPMENT

DRUGS

FACILITY

NON-MD
STAFF

PCP PCP PCP

Other Specialist

Surgeon Surgeon

Other Specialist

Surgeon

Home Care
PCP Care Mgr

Hospital
Staff

Hospital
Staff

Hospital HospitalRehab Facility

Long-Term Care

Drugs Drugs DrugsDrugs

Imaging Imaging Imaging Imaging
Implants, etc.

Pre-Admission Hospitalization Post-Acute 
Care

Readmission
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Hospital
Staff/

Facility
Costs

Drug/
Device
Costs

Physician
“Cost”

Hospital
Payment

Physician
Payment

Costs and Payment
Today

Hospital
Staff/

Facility
Costs

Drug/
Device
Costs

Physician
“Cost”

Initiative to Reduce
Device Costs

Hospital
Payment
(if DRG)

Physician
PaymentFee increase

to reward MDs

Reallocation 
of Savings

Lower
Total
Cost

Episode payment would give
hospitals & MDs incentives to
collaborate to reduce costs

How Bundled Payment Can
Reward MDs and Hospitals

Hospital Margin
Improves
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Focus Hospital Episode Payment
Where the Money Is

$0 $5,000 $10,000 $15,000 $20,000 $25,000 $30,000

Osteoarthritis and other non‐traumatic joint …

Back problems

Infectious diseases

Mental disorders

Pneumonia

Other CNS disorders

COPD, asthma

Kidney Disease

Other endocrine,  nutritional & immune …

Hypertension

Gallbladder, pancreatic, and liver disease

Diabetes mellitus

Other circulatory conditions arteries, veins, …

Trauma‐related disorders

Cancer

Heart conditions

Normal birth/live born

U.S. Expenditures on Hospital Inpatient Stays, Age 0‐65, 2006 (Millions)

Medical Expenditure Panel Survey, 2006
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“Full” Capitation Puts Medical 
Home at Risk for All Costs

Medical
Home

Hospital
Stay

Inpatient
Rehab

Health Insurance Plan

Office
Visits

Immuni-
zations

Physical
Exams

Lab Work/
Imaging

Physical
Therapy

Outpatient
Procedures

Drugs

Cap
Pmt
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“Partial” Capitation Limits 
Financial Risk of Medical Home

Hospital
Stay

Inpatient
Rehab

Health Insurance Plan

X%

X%

Medical
Home

Office
Visits

Immuni-
zations

Physical
Exams

Lab Work/
Imaging

Physical
Therapy

Outpatient
Procedures

Drugs

Cap
Pmt



6

11© 2009 Network for Regional Healthcare Improvement, Center for Healthcare Quality and Payment Reform

Can Capitation
Co-Exist With Episode Payment?

Outpatient Care
(Medical Home)

Hospitalization

Monitoring

Medication

CONDITION-ADJUSTED CAPITATION

EPISODE PMT
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Focus Medical Homes/Capitation
Where The Money Is

$0 $15,000 $30,000 $45,000 $60,000

Disorders of the upper GI

Infectious diseases

Systemic lupus and connective tissues disorders

Other circulatory conditions arteries, veins, …

Hyperlipidemia

Kidney Disease

Other endocrine, nutritional & immune …

Other CNS disorders

Osteoarthritis and other non‐traumatic joint …

Back problems

Hypertension

Diabetes mellitus

COPD, asthma

Heart conditions

Cancer

Normal birth/live born

Mental disorders

Trauma‐related disorders

Total Medical Expenditures in U.S., Age 0‐65, 2006 (Millions)

Medical Expenditure Panel Survey, 2006
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Implementing
Medical Home/

Chronic
Care Model

Reducing
Hospital

Readmissions

Penalize Hospitals for
Readmissions and 

Hope
They Can Figure Out
How to Reduce Them

Too Many Payment Reforms 
Are Proceeding in Silos

Pay More to Physicians
For Being Certified

As a “Medical Home”
And Hope That Outcomes

Improve

SILO #1 SILO #2
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Implementing
Medical Home/

Chronic
Care Model

Reducing
Hospital

Readmissions

Reforming
Payment for

Primary/
Chronic

Care
Chronic 

Care
Requires

Higher/Different
Payment

Reducing
Hospital

Readmissions
Requires 
Improved

Community Care

Lower
Hospital

Readmissions
Provides ROI
for Chronic

Care Investment

Marrying the Medical Home
and Hospital Readmissions
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How Do You Set the
Payment Level?

Regulation Medicare/Congress 
establish DRG rates and 
RBRVS fee levels by fiat

Negotiation Health plans negotiate 
contract amounts with 
providers 

Competition Consumers get 
information and 
incentives to choose 
lower-cost, higher quality 
providers

METHODS OF SETTING PRICES
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Need Alignment of All Payers to
Enable Providers to Change

• Examples of Payer Collaboration:
– Minnesota: All payers have agreed to pay for care 

managers in primary care practices and consult fees to 
psychiatrists to help manage patients with depression

– Pennsylvania:  All payers have agreed to pay for 
medical home/chronic care services in primary care 
practices

– Rhode Island: All-payer medical home demonstration
• Facilitator of Collaboration Needed

– Minnesota: Institute for Clinical Systems Improvement
– PA & RI: State Government

• Medicare Needs to Participate in Local Projects
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Benefit Design Is As Important
As Payment Reform

ProviderPatient

Payment 
System

Benefit 
Design

PAYER

Purchaser Purchaser Purchaser

Ability and
Incentives to:

•Keep patients well
•Avoid unneeded 
services
•Deliver services 
efficiently
•Coordinate 
services with other 
providers

Ability and
Incentives to:

•Improve health
•Take prescribed 
medications
•Allow a provider to 
coordinate care
•Choose the 
highest-value 
providers and 
services
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Transitional Systems Needed to 
Allow Co-Evolution

Fee for Service
Payment
System

Volume‐Driven
Fragmented 

Care
TODAY

Partial Episodes
and

Partial Capitation

Value‐Driven
Coordinated Care

TRANSITION

IDEAL

Interim
Coordination
Arrangements

Delivery
System

Co-Evolution of

Organiza
tion & Paym

ent

Episode‐of –Care
or

Condition‐Adjusted
Capitation
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Functions Needed for Healthcare
Payment & Delivery Reform

Value-Driven
Payment  Systems

Quality/
Cost
Reporting

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Value-Driven
Delivery
Systems

Technical
Assistance
to Providers

Care
Delivery
Design

Consumer
Education/
Engagement

Consumer
Education/

Engagement

Education
Materials

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Benefit
Design
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Coordinated Support for All 
Functions at the Regional Level

Engagement
of

Purchasers

Alignment of
Multiple
Payers

Payment
System
Design

Technical
Assistance
to Providers

Care
Delivery
Design

Consumer
Education/

Engagement

Quality/Cost
Measure
Design

Quality
Reporting

Cost/Price
Reporting

Education
Materials

Benefit
DesignRegional

Health Improvement
Collaborative
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For More Information:
Harold D. Miller

President & CEO, Network for Regional Healthcare Improvement
and

Executive Director, Center for Healthcare Quality and Payment Reform

Miller.Harold@GMail.com
(412) 803-3650

www.NRHI.org
www.CHQPR.org

www.PaymentReform.com


