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The goal of Accountable Care Organizations should be to reduce, or at least control the growth of, healthcare costs
while maintaining or improving the quality of care patients receive (in terms of both clinical quality and patient experience and satisfaction). There are many opportunities that exist for improving quality and reducing healthcare
costs without the need to ration care. These include improved prevention and early diagnosis, reductions in unnecessary testing and referrals, reductions in preventable emergency room visits and hospitalizations, reductions in infections and adverse events in hospitals, reductions in preventable readmissions, and use of lower-cost treatments,
settings, and providers. (See pages 3-5 for more detail.)
Although Accountable Care Organizations should accept greater accountability for reducing costs, they should not be
expected to take on insurance risk, i.e., the risk associated with whether the patients who come to them are sick or
well (unless they choose to do so). Insurance plans should continue to manage insurance risk, and Accountable Care
Organizations should manage performance risk, i.e., the ability to successfully treat an illness in a cost-effective way.
(See page 5 for more detail.)
Accountable Care Organizations should not be expected to take responsibility immediately for all possible opportunities for cost reduction. They can be accountable for total costs and make significant impacts on those costs just by
pursuing a subset of the many opportunities for cost reduction. (See page 6 for more detail.)

To the maximum extent possible, an organization’s ability to serve as an Accountable Care Organization should be
determined by its success in improving outcomes – controlling costs, improving quality, and providing a good experience for patients – not on its organizational structure or even the specific care processes it uses. In the short run,
since outcomes can only be known after the fact, some structural and process criteria are needed to define which organizations have the greatest probability of success. (See page 7 for more detail.)
The core of an Accountable Care Organization is effective primary care. Although the majority of healthcare expenditures and increases in expenditures are associated with specialty and hospital care, some of the most important
mechanisms for reducing and slowing the growth in specialty and hospital expenditures are prevention, early diagnosis, chronic disease management, and other tools which are delivered through primary care practices.
(See pages 7-8 for more detail.)
In order for primary care practices to become an Accountable Care Organization, they will need to have at least eight
things:
1)
2)
3)
4)
5)
6)
7)
8)

Complete and timely information about patients and the services they are receiving;
Technology and skills for population management and coordination of care;
Adequate resources for patient education and self-management support;
A culture of teamwork among the staff of the practice;
Coordinated relationships with specialists and other providers;
The ability to measure and report on the quality of care;
Infrastructure and skills for management of financial risk;
A commitment by the organization’s leadership to improving value as a top priority, and a system of operational accountability to drive improved performance.

(See pages 8-10 for more detail.)

Efforts to help primary care practices become more effective, such as the tools of Patient-Centered Medical Homes,
the Chronic Care Model, etc., are helpful, but not sufficient. In order to create a successful Accountable Care Organization, primary care practices must add the capability to manage both cost and quality outcomes. Moreover, not all
of the standards in current Medical Home accreditation programs may be necessary to success as an Accountable
Care Organization. (See page 10 for more detail.)

Small primary care practices that work together through organizational mechanisms such as an Independent Practice Association (IPA) have a better ability to form an Accountable Care Organization if the number of participating
physicians and their organizational structure gives them:
1)
The ability to manage and coordinate patient care;
2) The ability to manage financial risk associated with the costs of patient care; and
3) The ability to measure cost and quality in a statistically valid way.
(See pages 10-12 for more detail.)

It is undesirable to require or encourage all physicians in a geographic area to form a single Accountable Care Organization. Participation should be voluntary – based on a commitment to success. There are advantages to having
multiple Accountable Care Organizations in a region, but also some additional challenges, and the best approach will
vary from region to region. (See pages 12 and 17 for more detail.)
Specialists will continue to play an important role in patient care, but their roles relative to primary care will need to
be rationalized and better coordinated, and the volume of referrals to specialists will need to decrease in most regions. Although an Accountable Care Organization will need to have effective working relationships with specialists,
specialists do not necessarily need to be part of the Accountable Care Organization itself. (See pages 13-14 for more
detail.)
It can be very advantageous to have a hospital included in an Accountable Care Organization if the hospital is committed to the goals of reducing total costs and improving quality. However, Accountable Care Organizations should
not be required to include a hospital, since the interests of hospitals and physicians may be in conflict in the early
stages of development of Accountable Care Organizations. (See pages 14-16 for more detail.)
Integrated Delivery Systems could serve as an ideal model for Accountable Care Organizations if they have true clinical integration and a commitment by their leadership to fulfill the vision of an Accountable Care Organization. (See
page 16 for more detail.)
Since providers in different parts of the country differ dramatically in terms of size, clinical and corporate integration, and skills in managing costs, there is no single definition of “Accountable Care Organization” that will work everywhere. Four different levels of Accountable Care Organizations (ACOs) should be considered:
Level 1 ACO:

Primary care practices functioning together through an IPA or other organizational mechanism and focusing on
prevention and improvement of care for ambulatory care-sensitive conditions.

Level 2 ACO:

Primary care practices and frequently-used specialties, working together through an IPA or multi-specialty
group practice, and focusing on prevention and improvement of care for ambulatory care-sensitive conditions
and common specialty procedures.

Level 3 ACO:

Primary care practices, specialists, and hospitals, working together through an integrated delivery system or
other organizational mechanism, and focusing on all or most opportunities for cost reduction and quality improvement.

Level 4 ACO:

Healthcare providers, public health agencies, and social service organizations working jointly to improve outcomes for a very broad patient population, including homeless individuals and the uninsured.

(See pages 18-19 for more detail.)

Payment systems need to be changed significantly to support Accountable Care Organizations (ACOs). Payment reforms should achieve five goals:
1)
2)
3)
4)
5)

Provide the ACO with the flexibility to deliver the right services to patients in the right way at the right time;
Enable the ACO to remain profitable if it keeps people healthier or reduces unnecessary services;
Pay the ACO more for high-quality care than for low-quality care, and encourage patients to use higher-quality ACOs;
Pay the ACO adequately, but not excessively, to cover the costs of the services it provides for all of its patients; and
Avoid penalizing the ACO for caring for sicker patients (unless the sickness was caused by the ACO itself).

(See pages 20-21 for more detail.)

Offering arbitrarily defined “shared savings” to an ACO is not sufficient to encourage the formation of ACOs and to
enable ACOs to truly transform the way they deliver care. To be effective, shared savings would need to be based on
net savings (including unreimbursed costs of changes in care delivery) and combined with other payment changes.
(See pages 22-23 for more detail.)

A properly-structured Comprehensive Care Payment (or global payment) system can achieve all of the goals of payment reform, as long as it is structured so as to avoid the problems of traditional capitation payment systems. (See
pages 24-25 for more detail.)
Episode-of-Care Payment can serve as both a transitional payment reform and as an important long-run component
of an overall payment system. (See pages 26-27 for more detail.)
Hybrid payment models (e.g., partial comprehensive care payments with bonuses and penalties based on savings
and quality) can also be used as a transitional payment reform. (See page 27 for more detail.)
In addition to implementing new payment methods, effective mechanisms for setting appropriate payment levels
will also be needed. The appropriate mechanisms will vary from region to region and provider to provider, depending on the structure of local healthcare markets. (See page 28 for more detail.)

Comparable changes in payment systems should be made by all payers, but as a minimum, changes need to be made
by the payers that provide health insurance coverage for a majority of an Accountable Care Organization’s patients
so that the ACO has the resources and ability to change the way it cares for all patients. Medicare needs to have the
flexibility to change its payment systems to match the changes local payers make. (See pages 29-30 for more detail.)
The outcomes and measures of success for Accountable Care Organizations should be defined by the community
they serve, rather than by individual payers. States, Regional Health Improvement Collaboratives, large payers, and
consortiums of payers can play a key role in building consensus among payers and providers on what the standards
for success should be and on the appropriate transitional paths. (See pages 30-31 for more detail.)
It is critical to build support among consumers and patients for changes in care delivery and payment, and to have
consumers actively engaged in achieving the desired outcomes, rather than trying to hold Accountable Care Organizations solely accountable for improving quality and reducing costs without adequate patient support and involvement. (See pages 31-32 for more detail.)
Other changes in laws and policy would be helpful in encouraging and supporting Accountable Care Organizations,
such as malpractice reform, changes in accreditation processes, and modifications to anti-trust laws and gainsharing laws. (See pages 32-33 for more detail.)

It is unreasonable to expect healthcare providers in most parts of the country to successfully accept full accountability for costs and quality quickly or in a single step. Transitional approaches will be needed. (See page 34 for more
detail.)
Support should be made available to willing providers to help them get started, including coaching and technical
assistance, information on their current costs and quality, shared services for improved care management, financial
resources to support changes in care, and financial modeling to help in taking on financial risk. (See pages 34-35 for
more detail.)
A multi-year process for transitioning to full accountability should be used, such as focusing initially on subgroups of
patients and subsets of costs. Measures of success should be based on absolute standards of performance, relative
performance compared to other providers, and improvement relative to a provider’s own baseline. (See pages 35-36
for more detail.)
Special attention should be given to underserved communities and consumers to ensure they participate in and
benefit from improved care delivery. (See page 37 for more detail.)
Payment changes should also transition over time in ways that support the transitional changes in care processes.
Since initial payments will be based on the fee-for-service system, reforms to the current fee-for-service system, particularly its support for primary care, should be a high priority. (See pages 38-40 for more detail.)
Medicare should encourage and participate in regionally defined Accountable Care Organization initiatives by waiving Medicare requirements and changing payment rules to match what other major payers in the region, including
commercial payers and Medicaid, are doing. (See pages 38-39 for more detail).

Over the past decade, there has been a growing focus on holding healthcare providers more accountable for the quality of the healthcare they deliver. Studies showing high rates of medical errors and hospital-acquired infections, and low
rates of delivering immunizations, screenings, and other important services have led to a wide range of quality measurement and reporting programs and pay for performance programs designed to ensure that healthcare providers deliver a
minimum level of quality and to raise the standard for quality over time.
In contrast, however, healthcare providers are typically not held accountable today for the aggregate costs of the
healthcare services delivered to any patient or group of patients. Under the Medicare fee-for-service program, if a service
is covered by Medicare, a healthcare provider can deliver that service to a Medicare beneficiary and be paid for it, even if
a cheaper service, or no service at all, would have achieved a similar or better outcome. Under most commercial insurance plans and Medicare Advantage plans that pay providers on a fee-for-service basis, steps may be taken to discourage
the use of services viewed as unnecessary or unnecessarily expensive, but these steps are taken by the health plan, not by
the provider, and both patients and providers often resist efforts by health plans to manage costs in this way.
In light of the high and rapidly growing cost of healthcare in the U.S., there has been growing interest both in the
federal government and in states and regions across the country in finding ways to encourage health care providers,
rather than health insurance plans, to take greater accountability for the overall cost as well as the quality of healthcare
delivered to patients. An entity that would accept this greater accountability has been variously called:
an “accountable care organization” or ACO. MedPAC defines an ACO as “a set of providers [which are held] responsible for the health care of a population of Medicare beneficiaries.” 1 In their papers on the concept, Elliott Fisher and
colleagues do not directly define an ACO, but use the term to describe a provider or group of providers which would
receive new forms of payment designed to encourage accountability for costs. 2
an “Accountable Care System” or ACS. Stephen Shortell and Lawrence Casalino define an ACS as “an entity that can
implement organized processes for improving the quality and controlling the costs of care and be held accountable
for the results.”3 They say that an ACS “may be made up of several or many accountable care organizations covering
the continuum of care (i.e., outpatient, in-patient, home health, rehabilitation, long-term, and palliative care),”
which implies that Accountable Care Systems involve more types of providers than ACOs. On the other hand, Elliott
Fisher and colleagues state that their concept of an ACO would satisfy the Shortell/Casalino definition of an ACS, and
that “any of the specific organizational models [Shortell and Casalino] describe could clearly become ACOs…” 4
an “Accountable Care Network” or ACN. The Pittsburgh Regional Health Initiative and Jewish Healthcare Foundation have proposed an ACN as a transitional stage for small hospitals and physician practices as they work toward
becoming an ACO.5
a “Bonus-Eligible Organization” or BEO. The Congressional Budget Office defined a BEO as “a group of providers…
able to work together to manage and coordinate care for patients.” It noted “the concept of BEOs is similar to the
accountable care organization models proposed by some researchers.” 6
an “Organized System of Care.” Blue Cross Blue Shield of Michigan is working to create Organized Systems of Care
through its Physician Group Incentive Program.7
In this report, the term “Accountable Care Organization” or “ACO” will be used to describe a healthcare provider or
group of providers that accepts accountability for the total cost of care received by a population, since the term
“organization” seems the most generic and could be applicable to the broadest array of structures. (In contrast, the term
“bonus-eligible” is narrowly focused on a particular payment model, rather than an organizational structure or method of
delivering healthcare. Although in many ways, the term “system” better describes the fact that accountability will actually be achieved by having providers managing care more systematically, the term “system” connotes for many people a
large, horizontally-integrated set of hospitals or other facilities, and as noted above, in proposing the term “Accountable
Care System,” Shortell and Casalino explicitly indicate that Accountable Care Organizations may be building blocks for
Accountable Care Systems.8)
Although there has been growing support for creating such Accountable Care Organizations, there has been relatively
little exploration of how an ACO would actually achieve the goals envisioned for it, what it would look like organization-

ally, or how it would come into existence. This report attempts to fill that gap.
Section II explores what an Accountable Care Organization should be accountable for, and the likely strategies it
would use in order to be successful.
Section III discusses the types of healthcare providers that can and should be included in an Accountable Care Organization, which organizational structures would support success in managing the desired accountability, and which
organizational characteristics might present barriers to success.
Section IV discusses the changes in healthcare payment systems which would need to be made in order to encourage
and support the creation and operation of Accountable Care Organizations.
Section V examines what governments and communities can and should do beyond payment reforms to create an
environment that encourages the formation and successful operation of Accountable Care Organizations.
Section VI describes transitional approaches that can help healthcare providers begin accepting greater accountability on a path toward becoming Accountable Care Organizations.

The primary goal of creating Accountable Care Organizations is to enable and encourage healthcare providers to take
greater responsibility for reducing, or at least controlling the growth of, healthcare costs for a given population of patients, while maintaining or improving the quality of care those patients receive from both a clinical perspective and in
terms of patient experience and satisfaction.
For many people, “reducing healthcare costs” implies rationing of healthcare services, i.e. denying care or delaying
people from getting care they think they need.9 This, in turn, creates tremendous public fear and resistance to reforms
designed to reduce or control healthcare costs. However, there are tremendous opportunities to reduce healthcare costs
without even coming close to “rationing” of services. Understanding these opportunities is important for building public
support for the creation and use of Accountable Care Organizations, as well as for helping providers understand what
would be involved in creating a successful ACO.

The specific mechanisms that Accountable Care Organizations will use to reduce healthcare costs will also be important for defining what kinds of organizations can serve as ACOs and what kinds of support, such as payment changes,
they will need to succeed. Some of these mechanisms can be pursued primarily through the actions of primary care practices; some can be achieved primarily through the actions of hospitals and specialists; and some will require efforts by a
broad range of providers in the community acting in concert. Consequently, ACOs involving different combinations of
these providers will be able to achieve different types and magnitudes of cost reductions. The common element of all the
changes is finding better ways to deliver and coordinate services so as to ensure all patients get the right care, at the right
time, at the right place, from the right provider.

There is growing recognition and evidence of the potential role that a strengthened primary care system can play in
reducing healthcare costs.10 Some examples of the opportunities for reducing costs solely or primarily through the efforts
of primary care practices include:
Improved Access to Care. Use of physician extenders, email and phone calls, same-day scheduling, group visits,
school clinics, urgent care centers, and other techniques can reduce costs and improve patients’ access to effective
primary care.11
Improved Prevention and Early Diagnosis. Many illnesses can be prevented through interventions such as
immunizations, weight management, and improved diet, and the severity of other illnesses can be reduced through
regular screenings (e.g., for cancer or heart disease) that lead to early diagnosis and prompt treatment.
Reductions in Unnecessary Testing, Referrals, and Medications. Use of evidence-based treatment guidelines and shared decision-making tools can enable reductions in unnecessary or even potentially harmful tests, interventions, and medications.12
Use of Lower Cost Treatment Options. For example, use of generic drugs or lower-cost alternatives where
available and appropriate can reduce expenditures on pharmaceuticals and increase patient adherence to treatment
regimens that prevent the need for more expensive services.13
Reductions in Preventable Emergency Room Visits and Hospitalizations. Studies have shown that rates
of emergency room visits and hospitalizations for many patients with chronic disease and other ambulatory-sensitive
conditions can be reduced by 20-40% or more through improved patient education, self-management support, and
access to primary care.14

Hospitals represent 40% of healthcare costs, and studies continue to show significant inefficiencies and quality problems in hospitals. Some examples of the opportunities for reducing costs and improving quality solely through the efforts of hospitals and specialists include:
Improved Efficiency of Patient Care. Hospitals that have utilized industrial techniques have been able to significantly reduce waste and improve efficiency.15 Gain-sharing and bundled payment demonstrations have found
that the costs of surgeries can be reduced by 10-40% through improved cooperation between hospitals and surgeons
to achieve greater overall efficiency, through means such as more efficient scheduling and more efficient purchasing
of medical devices.16
Use of Lower-Cost Treatment Options. For example, reductions in pre-term elective inductions and reductions
in the use of Cesarean sections for normal deliveries can reduce labor and delivery costs as well as improving outcomes for both mothers and babies.17
Reduction in Adverse Events. A significant number of patients still experience preventable healthcare-acquired
infections and other adverse events. Work pioneered by the Pittsburgh Regional Health Initiative and replicated in
other parts of the country proves that such events can be dramatically reduced or even eliminated through low-cost
techniques.18
Reduction in Preventable Readmissions. Some hospital-acquired infections and adverse events manifest
themselves after discharge and result in preventable readmissions to the hospital; these can be reduced through the
same techniques described above. In addition, several studies have shown that readmission rates can be reduced for
a broad range of patients by improving the patient’s transition to home or another setting following discharge,
through a combination of improved preparation for discharge and improved support services following discharge. 19

OPPORTUNITIES FOR HEALTHCARE COST REDUCTION
Improved
Inpatient Care
Efficiency Use of
Lower-Cost
Treatments Reduction in
Adverse
Reduction in
Events
Preventable Improved
Use of
Lower
Readmissions Management Lower-Cost
of Complex
Settings &
Total
Patients
Providers
Health
All Providers
Care
Reduction in
Cost
Preventable
Reduction in ER Visits &
Improved Unnecessary Admissions
Testing &
Improved Practice
Referrals
Prevention Efficiency
& Early
FIGURE 1
Diagnosis

Some opportunities for cost reduction require coordinated involvement of primary care practices, hospitals, specialists, and patients; some require the presence or development of new methods or settings for care; and some require coordination between healthcare and non-healthcare services. For example:
Improved Management of Complex Patients. Patients with multiple diseases, individuals with rare conditions, drug abusers, the chronically mentally ill, etc. require multiple, often expensive services from multiple physi-

cians and/or facilities. Lack of coordination among these various providers can lead to overuse of testing, overmedication and potential adverse reactions to medications, or even misdiagnosis and inappropriate treatment. Managing
these patients cost-effectively requires a coordinated effort among multiple physicians, facilities, and services. 20
Use of Lower-Cost, More Accessible Settings and Methods for Delivery of Care. In a number of situations, alternative approaches to treatment and different settings for care can significantly reduce the costs of care
while maintaining or improving quality. For example, an uncomplicated labor & delivery in a birth center costs only
one-fourth as much on average as a comparable delivery in a hospital.21 Improving prenatal care outreach to lowincome expectant mothers can improve birth outcomes and reduce costs. 22 However, these alternative settings and
care approaches need to exist in each community, and the patient’s insurance or some other funding source is
needed to cover the costs.
Use of Lower-Cost, High Quality Providers. For many kinds of treatment in many communities, there are
multiple high-quality providers of the treatment, and costs may differ significantly between the providers. Spending
on those treatments could be reduced if more patients would use the lower-cost, higher-value providers; however,
this would require those providers to have a clear “price” for these services, the patient would need coverage and a
financial incentive to use the lower-cost providers, and for hospital care, the patient’s physician would need to have
admitting privileges.23
Coordinated Health and Social Services Support. Many individuals’ health problems are caused or exacerbated by non-medical challenges they are facing, such as homelessness or poverty. Effective solutions to their health
needs will likely require access to social service supports as well as health care services.
It is important to recognize that all of the above opportunities can not only reduce costs, but also improve outcomes
for patients. Preventing illnesses benefits patients in addition to reducing costs (assuming, of course, that the prevention
program is cost-effective). Helping chronic disease patients stay out of the hospital and preventing hospital-acquired
infections benefits the patients as well as reducing costs.

It is important to distinguish between giving healthcare providers greater accountability for the cost of the care their
patients receive and transferring insurance risk to them. A major reason for the consumer and provider backlash against
managed care in the 1990s was that many health insurance plans transferred all risk to the provider (through mechanisms such as traditional non-risk-adjusted capitation), including some or all of the “insurance risk” (e.g., whether an
individual gets ill), rather than just the “performance risk” (i.e., the ability to successfully treat the illness in a costeffective way).24 This creates a strong and undesirable incentive for providers to avoid patients who have multiple or expensive-to-treat conditions, and makes providers financially vulnerable if they have an unusually high-cost patient or an
unusually high number of patients with multiple or severe conditions. 25
It seems clear that a health care provider should be not be required to accept insurance risk (i.e., be at risk for how
sick or well their patients are, except for conditions the providers cause themselves, such as nosocomial infections) in
order to be considered as an Accountable Care Organization. An ACO might choose to accept all or most of the insurance
risk, but this would be voluntary, rather than an expectation by payers or others. 26
This means that the cost the ACO is accountable for (and the payment mechanisms used to operationalize that accountability, as described in Section IV) should be risk/severity-adjusted. In other words, if an ACO is caring for a population of patients and the costs of that care goes up, the cost increase would need to be divided into the estimated share
due to an increase in risk factors (e.g., the population simply got older) versus the estimated share due to an increase in
the cost of treating individuals with the same level of disease severity (e.g., a higher proportion of people with mild coronary artery blockage received cardiac bypass surgery). The ACO would be accountable for the latter share of the cost increase, but not the former.
It is important to recognize that there is no absolute dividing line between insurance risk and performance risk. A
variety of mechanisms – risk/severity-adjustment systems, stop-loss provisions, reinsurance, etc. – can help to keep insurance risk with payers and away from providers, but random and unmeasurable differences among patients may result
in a particular provider experiencing unusually high or low costs. It will be important to design and monitor the payment methods used to support ACOs to ensure they do not inappropriately transfer insurance risk.

Ideally, an Accountable Care Organization would take responsibility for pursuing all possible opportunities for reducing or controlling costs while maintaining or improving the quality of care for the population of patients they are caring for. For example, pursuing the full range of examples listed in Section II-A would provide the maximum impact on
total costs as well as improving quality.
Although some provider organizations could accept this maximum level of accountability almost immediately, such
as integrated delivery systems and physician groups with experience operating under full-risk capitation payment systems, it is probably unrealistic to expect that the majority of providers across the country will be able to do so in the near
future. It will be particularly difficult for most providers to pursue cost reduction opportunities that require intensive
coordination among multiple practitioners or the development of new modes or sites of treatment. Fee-for-service payment systems have rewarded volume, not quality, efficiency, or coordination of care, so it is likely that skills in designing
and managing care processes to improve quality and control costs and the organizational mechanisms to coordinate care
among multiple providers will be in short supply until the incentives change. 27
This is a case where health policy should not let the perfect be the enemy of the good, i.e., a provider organization
should not be precluded from functioning as an Accountable Care Organization simply because it cannot expect to impact all costs for a given population of patients, particularly in the short run. An ACO can be accountable for total costs
without needing to directly control every element of those costs. Significant impacts on total costs could be achieved by
successfully pursuing subsets of the examples cited earlier, and this should be encouraged and facilitated in as many
parts of the country as possible. This is discussed in more detail in the following sections.

Section II outlined the types of cost reduction opportunities that Accountable Care Organizations would likely pursue
in order to achieve improvements in cost and quality. The next logical question is: which types of providers have the capability to successfully pursue these opportunities?
Despite growing interest in the concept of Accountable Care Organizations, there is little agreement on which types
of providers could play this role or the organizational structure under which they should operate. For example:
MedPAC proposed that an ACO “would consist of primary care physicians, specialists, and at least one hospital,” and
suggested that it could be formed from an integrated delivery system, a physician-hospital organization, or an academic medical center.28
Stephen Shortell and Lawrence Casalino suggested five different models of an Accountable Care System: a Multispecialty Group Practice; a Hospital Medical Staff Organization; a Physician-Hospital Organization; an Interdependent
Practice Organization; and a Health Plan-Provider Organization or Network.29
Elliott Fisher and colleagues proposed designating all of the physicians in a geographic area whose patients are admitted to a particular hospital (the “extended hospital medical staff”) as an Accountable Care Organization. 30
The Congressional Budget Office suggested that Bonus-Eligible Organizations could consist of “physicians practicing
in groups, networks of discrete physician practices, partnerships or joint ventures between hospitals and physicians,
hospitals employing physicians, integrated delivery systems, or community-based coalitions of providers.”31
None of these proposals is based on much, if any, analysis or evidence indicating that a particular option or options is
better than others, since there is very little evidence to prove that any particular type of provider or organizational structure cannot successfully manage total costs and quality for a defined population. If anything, this wide range of alternative models emphasizes that the heart of the concept of an Accountable Care Organization is not a structure, or even a
process, but an outcome – reducing or controlling the costs of health care for a population of individuals while maintaining, or preferably improving, the quality of that care.
Indeed, ideally, designation as an Accountable Care Organization (and corresponding changes in payment methods)
would be based solely or primarily on whether the provider organization actually achieves better cost and quality outcomes, not on the structure of the organization or even the processes it uses to improve outcomes. In the longer-run, this
pure outcomes-based approach may be possible, but because outcomes can only be known after the fact, and because
there are risks to patients, payers, and providers if organizations are designated as ACOs and paid differently without the
ability to succeed, there is a need to define which organizational structures and care processes offer the greatest probability of success in the near term. Over time, as evidence emerges as to the relative ability of different organizational structures to achieve the goals of an ACO, the definitions can be modified accordingly, until ultimately, organizations would
only be supported as ACOs if their outcomes justified it.

The discussion in Section II makes it clear that many of the most important opportunities for controlling costs can
and should be addressed through effective primary care. Although the majority of healthcare expenditures and increases
in expenditures are associated with specialty and hospital care, some of the most important mechanisms for reducing
and slowing the growth in those expenditures are prevention, early diagnosis, chronic disease management, and other
tools – tools which are delivered primarily through primary care.32
Although some patients with chronic diseases or complex conditions will receive their “primary care” through a specialist, the majority of individuals who are well or have mild to moderate chronic diseases will receive most or all of their
care through a primary care practice. Moreover, in many parts of the country, particularly rural areas, primary care physicians manage not only ambulatory care, but also hospital care for a number of patients, such as patients admitted to the
hospital for exacerbations of a chronic disease, women delivering babies, etc. In these areas, some of the cost reduction

opportunities associated with hospitals may also be driven by primary care physicians.
Consequently, it seems clear that, in order to be accountable for the health and healthcare of a broad population of
patients, an Accountable Care Organization must have one or more primary care practices playing a central role. 33 However, these primary care practices will have to function very differently from the way most primary care practices function today.34

At the simplest level, in order to achieve the outcomes expected of an Accountable Care Organization, a primary care
practice will have to focus resources and attention on the types of opportunities identified in Section II-A1 that can reduce costs while actually improving outcomes for patients. What does a primary care practice need in order to do that?
Although there is not enough experience to definitively say which factors are essential to success, self-reports and
observations from providers that are viewed as models for quality and efficiency suggest that at least the following eight
elements are key to primary care that is effective in ensuring patients receive high-quality care at the lowest cost possible:
a. Complete and Timely Information About Patients and the Services They Are Receiving. As the saying
goes, “you can’t manage what you can’t measure.” Most primary care practices do not know how much is currently
being spent for healthcare on their patients, so they can’t manage total costs even if they want to. This problem is not
limited to primary care practices – the fragmentation of health care means that most providers, even large integrated
systems, do not have a complete picture of the services received by the patients they treat or the costs of those services. Filling this information gap is not easy; even health plans struggle to develop comprehensive, accurate measures of the costs associated with the patients of individual physicians and physician groups. Merely having an Electronic Health Record system in a primary care practice is inadequate, since it only tells the practice about the services it has or has not delivered to the patient, not about the services other providers have delivered. Most Accountable Care Organizations will likely need significant assistance from payers or Health Information Exchanges in order
to obtain the information about their patients that is needed in order to successfully accept accountability for total
costs as well as to improve the quality of care delivered.
Timeliness of data is critical – if data on costs are only available many months or years after the costs are incurred, it
does little to help providers identify and intervene early in areas where costs are increasing or to identify and capitalize on opportunities for savings. For example, the providers participating in the Medicare Physician Group Practice
Demonstration (which gives them incentives to function like ACOs) have to wait 18-24 months to receive data on the
costs of services for the patients they are responsible for35, which is much too slow to allow continuous improvement.
b. Technology and Skills for Population Management and Coordination of Care. Health professionals are
trained and experienced in caring for patients one by one, and this should continue. However, accepting accountability for the total costs and quality of care associated with a group of patients requires an additional set of skills and
the technology to support it. For example, successful practices find that using clinical guidelines and monitoring
compliance with those guidelines (while allowing for exceptions when appropriate) improves overall outcomes for
patients,36 and that analyzing data on resource use can help reduce overuse and unnecessary spending. 37 Similarly,
having a Patient Registry enables the practice to ensure that patients are receiving recommended care and to identify
potential ways to improve outcomes, but the practice needs to redesign its internal processes so that it can use the
information in the registry to change the way it delivers care.38 (Having an EHR system does not automatically mean
that a practice will have patient registry capabilities or know how to use them, and a practice can successfully maintain a Patient Registry without an Electronic Health Record (EHR) system. 39) For more complex patients, successful
coordination of care requires information systems that easily enable access at the point of care to complete information about the services delivered by different providers.
c. Adequate Resources for Patient Education and Self-Management Support. As noted earlier, there is a
growing body of evidence indicating that relatively low-cost enhancements in patient education, goal-setting, and self
-management support can significantly reduce hospital admissions, readmissions, and emergency room visits among
many types of patients with chronic disease. However, even large primary care practices do not typically provide
these services because the services are not paid for under most fee-for-service systems. (Changes in payment systems to address this are discussed in Section IV.) Consequently, primary care practices will need to develop ways of
delivering these services efficiently and effectively in order to succeed as Accountable Care Organizations. 40 In addition, primary care practices will need better ways of ensuring that patients can obtain the medications and other services they need; for example, high co-pays and “doughnut holes”41 in pharmacy benefits can make it impossible for
patients to adhere to the treatment plans that will keep them out of the hospital. 42

d. A Culture of Teamwork Among the Staff of the Practice. Both greater efficiency of operations and greater
effectiveness in addressing the needs of patients can result from a coordinated, team effort by physicians, nurses, and
other practice staff. An ACO will need policies and processes which support the ability of frontline caregivers to work
together in teams both across disciplines and across the continuum of care.
e. Coordinated Relationships with Specialists and Other Providers. In order to provide comprehensive but
efficient care for its patients, a primary care practice will need to have good working relationships with specialists,
hospitals, and other providers in order to avoid overlaps and gaps in treatment and testing and to achieve the best
outcomes for its patients. When referrals are made to specialists for treatment, each specialist will only be providing
a portion of the care that patients need, so the primary care practice must serve as a coordinator if coordination is to
occur. Moreover, although many patients can be managed appropriately by primary care practices without direct
treatment by a specialist, primary care practices can often benefit from help from specialists in developing appropriate guidelines for managing patients with chronic diseases and in customizing treatment in order to effectively manage the care of certain patients with advanced stage chronic diseases or multiple chronic diseases. When hospitalizations occur, the
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likely that many patients will voluntarily follow the practice’s advice about how to best manage
their care and avoid unnecessary treatment and duplicative testing.
f.

The Ability to Measure and Report on the Quality of Care. The goal of creating Accountable Care Organizations is not just to reduce costs, but to do so while maintaining or improving the quality of care, i.e., to actually improve value. Moreover, a concern that consumers and patients will naturally have about ACOs is whether the ACO is
reducing costs at the expense of the quality of care for patients. Addressing this concern, and ensuring that ACOs are
truly achieving the best possible results, requires the ACO to be able to measure its quality and report those quality
measures publicly in comparison to other providers.
A variety of programs have been developed to measure and report on the quality of provider services. The most successful systems for primary care have been developed by Regional Health Improvement Collaboratives which actively
engage physicians in the development of the measures and in checking the validity of the data before the data are
used (particularly when the measures are based on claims data which were designed for payment purposes rather
than quality measurement).44 A neutral source such as a Regional Health Improvement Collaborative, which involves physicians as well as other stakeholders, is more likely to generate measures that are viewed as credible by all
parties and which result in appropriate actions. Many of these Collaboratives also work with the physicians to ensure
that the measures are actionable (or can be disaggregated into actionable measures) and to provide assistance to
physicians in redesigning care delivery processes in order to maximize the likelihood that the measures will actually
result in improved performance.

g. Infrastructure and Skills for Management of Financial Risk. In order to survive, primary care practices
have had to organize themselves in ways that are designed to maximize revenue under the fee-for-service system.
Many of their processes will need to be significantly redesigned in order to accept responsibility for managing costs
of care, and most practices will require new skills and new infrastructure to do so, such as financial modeling capabilities. As noted in Section II-B, physicians in an ACO should be protected from insurance risk, but they should be
responsible for performance risk (i.e., controlling the costs of care for individuals with a particular set of health conditions, while maintaining or improving outcomes), and this will create new financial risks that most practices are
not accustomed to dealing with.
h. A Commitment by the Organization’s Leadership to Improving Value as a Top Priority, and A System
of Operational Accountability to Drive Improved Performance. Although the types of tools and resources
defined above are likely necessary for success, they are not sufficient; the primary care practice needs to be committed to applying the tools and resources in a continuous improvement process focused on improving outcomes.

Many of the items defined in the previous sub-section are similar to the kinds of improvements in primary care that
are being pursued through initiatives to create “patient-centered medical homes.”45 If so, how does a Medical Home differ from an Accountable Care Organization?
The most fundamental differences are the Accountable Care Organization’s commitment to improve cost and quality
outcomes and its ability to manage under a performance risk-based payment system. Most initiatives today to help primary care practices become Medical Homes do not require that the primary care practice accept any accountability for
the total costs of care for their patients or for population-level quality outcomes. Even though many of the enhanced resources and tools being developed and used by Medical Homes, such as electronic health records, patient registries, patient education on chronic disease management, and more responsive scheduling, could help improve quality and reduce
total costs, there is no guarantee that they will do so unless the primary care practice actually focuses on improving those
outcomes as an explicit goal and uses the medical home tools to achieve the goal. Indeed, the Congressional Budget Office, in evaluating various health delivery reform options, estimated that paying for Medical Homes for chronically ill
beneficiaries in Medicare would increase spending by $5.6 billion, rather than reduce costs. 46
This implies that while becoming a Medical Home could help a primary care practice become an Accountable Care
Organization, it is not sufficient. Conversely, in order to function effectively as an Accountable Care Organization, it may
not be necessary for a primary care practice to meet all of the detailed standards that organizations such as the National
Committee for Quality Assurance (NCQA) require of primary care practices in order to be formally designated as a
“Patient-Centered Medical Home.”47 Indeed, detailed accreditation standards are being used in medical home programs
partly because payers are concerned about whether making higher payments to primary care practices to enable them to
serve as medical homes will actually result in improved outcomes for patients and lower costs for payers. Since there is
not strong evidence that all of the structural and process standards established for medical homes are necessary for improved patient outcomes and some may be difficult or expensive for practices to achieve, 48 and because some practices
that would not meet these standards have been successful in proactively managing and coordinating their patients’ care,
a primary care practice should not be precluded from serving as an Accountable Care Organization simply because it has
not met accreditation standards as a Medical Home.

In most regions of the U.S., a majority of primary care physicians practice alone or in very small groups, typically five
or fewer doctors. Consequently, it will be difficult to create Accountable Care Organizations in most parts of the country
unless there is a way for small primary care practices to successfully evolve into an ACO. Is it feasible for small primary
care practices to successfully become an Accountable Care Organization?

The first test is whether a small primary care practice can implement the eight key elements described above or have
equivalent capabilities needed to be accountable for total costs. Some solo and very small physician practices have been

able to create a delivery model that impacts population health, experience of care, and reduced total cost of care. 49 However, most will likely have great difficulty implementing all of these elements by themselves, since it is difficult for a small
practice to afford, develop, and effectively utilize the kinds of care management services, after-hours accessibility, decision support systems, etc. needed to coordinate all of the types of care that complex patients need and to change the way
that care is delivered to those patients in order to reduce costs and maintain or improve outcomes. 50 Moreover, if physicians and other primary care practitioners do not have the opportunity to discuss different approaches to care with other
physicians/practitioners and compare the results of these approaches, it is difficult for them to identify opportunities for
improvement.
Although very small practices may not be able to do these things on their own (or do so efficiently), they can work
together to do so. Many small physician practices already collaborate with each other to provide backup coverage, and a
growing number are working together more formally to provide or jointly purchase patient supports such as care management, after-hours response to patient calls, etc. that have traditionally been associated only with large practices. Although these small practices may be unable individually to serve as an Accountable Care Organization, they could join
with other small practices to form an organizational structure such as an Independent Practice Association (IPA) or a
Physician Organization (PO) to enable them to efficiently provide the services needed to serve as an ACO. This organizational structure could efficiently provide shared services that each of the practices need, but are individually too small to
provide on their own, such as patient education, after-hours response, quality measurement, quality improvement, etc.51

The second test is whether a small practice can financially manage the performance risk associated with a population
of patients. As noted above, even if there are systems designed to protect the practice from insurance risk, there will still
be financial risk associated with the practice’s performance in managing the costs and quality of care for a population
with a given set of health conditions. In addition, however, the smaller the number of patients, the more likely it is that
costs will vary significantly from year to year due to one or two unusually expensive patients. Although severity (case
mix) adjustment systems and risk corridors can compensate for this somewhat, they cannot do so completely, and it becomes increasingly difficult to adequately risk-adjust payment to avoid insurance risk if a practice has only a small number of patients.
Here again, although very small practices cannot easily do this separately, they can work together to do so. There are
several examples around the country of Independent Practice Associations (IPAs) contracting with health plans on a fullrisk or almost-full-risk basis to manage the care of their patients from both a cost and quality perspective. 52 Although
each of the members of the IPA is a very small practice, collectively they have enough volume of patients to be able to
manage financial risk. In effect, these IPAs are already serving as Accountable Care Organizations under these contracts,
and could do so for other payers, too.

Finally, as noted earlier, it will be important to both payers and patients to assure that an Accountable Care Organization is not reducing costs at the expense of care quality, and so quality measurement and reporting will be critical.
Moreover, payers will want to be assured that the ACO is actually controlling or reducing costs, and that changes in costs
are not due to either random fluctuations in patient characteristics or a systematic effort by the ACO to avoid high-cost
patients. However, it is impossible to generate statistically meaningful measures of the cost and quality of care delivered
to the small number of patients managed by most individual doctors or small practices. In other words, when a practice
is small, it is difficult for both the practice itself and any payer (which will only be concerned about its own subset of the
practice’s patients) to accurately determine whether the practice is improving cost and quality outcomes. Moreover,
small practices may not have either the information systems or staff with the time and expertise to analyze data in a
meaningful way.
Analyses by Elliott Fisher and colleagues at the Dartmouth Center for Health Policy Research have been used to recommend that if ACOs are to be supported through Medicare, they would need to serve a minimum of 5,000 Medicare
patients in order for Medicare to measure their performance on cost with sufficient accuracy to support a payment system based on shared savings.53
Since a typical primary care physician cares for 1,500 – 2,000 patients and usually fewer than half are Medicare patients, this implies that at least 10 primary care physicians would need to be in an Accountable Care Organization in or-

der to meet this standard. For payers with a smaller proportion of patients and for patients with less intensive needs, an
even larger number of patients and physicians would be needed to meet these statistical tests.
However, even a practice with 10 primary care physicians would be larger than the majority of physician groups in
the country today. Here again, though, even a small Physician Organization, Independent Practice Association, or other
virtual organization of small primary care practices could potentially meet this threshold in order to serve as an ACO. It
is also important to recognize that the 5,000 Medicare patient threshold was calculated in conjunction with a specific
payment model – namely a plan to share savings if costs were reduced by at least 2% over projected levels. Outcomes
(both quality and cost) can still be measured for fewer patients, but larger changes in outcomes would be needed to statistically “prove” that those changes were not due to random variation.
Rather than establishing an absolute standard based on the number of patients, it may make sense to have a more
flexible standard that jointly considers all of the elements described above. For example, if a primary care practice or
IPA has only 4,000 Medicare patients, but it demonstrates that it has all of the capabilities in place to effectively manage
the care needed by those patients and the willingness and ability to accept financial risk, the practice could be designated
as an Accountable Care Organization but with a more stringent standard for outcomes, i.e., it would need to achieve a
bigger impact on outcomes (higher quality, lower cost, or both) than would a larger practice in order to prove that its impact was not due to random variation. This provides an incentive to the smaller practice or IPA to join with other practices to form a larger Accountable Care Organization (thereby allowing it to receive “credit” for smaller outcome changes)
without requiring it to do so. At the same time, it allows a high-performing small physician practice to remain small and
still be rewarded for its high performance. This could also facilitate the creation of Accountable Care Organizations in
rural areas and even some inner-city areas where the minimum number of primary care providers does not exist at all.
Conversely, simply because a primary care practice or group of practices has 5,000 Medicare patients does not mean it
can successfully manage costs and quality for those patients, so the size threshold remains merely one criterion, not the
principle criterion, for determining which providers have the ability to succeed as an ACO.

As noted earlier, Elliott Fisher and colleagues have suggested that payers should create virtual Accountable Care Organizations by designating all physicians in a particular geographic area as an ACO (or alternatively, designating all physicians who admit patients to a particular hospital as an ACO) and paying those providers in ways that hold them collectively accountable for the cost and quality of healthcare for the population in that region. 54
The advantage of this approach is it avoids or minimizes the potential for a subset of physicians to form an ACO and
then select the patients who are least likely to need large amounts of costly care. However, requiring that all physicians
in an area participate in an ACO is very problematic, because if any particular physician or small group is unwilling to
change the way care is delivered, it can both impede the process of transforming care among the willing providers and/or
weaken the overall outcomes the ACO can achieve. Several of the key elements cited earlier – a commitment by the organization to improving value, a culture of teamwork, and a system of operational accountability – cannot be assured
unless participation is voluntary. Participating physicians have to want the Accountable Care Organization to work in
order for it to be successful (and also to be paid in ways that enable them to do so).
In addition, creating any kind of organizational structure that requires all providers in a particular area to participate
is, in perception or reality, creating a monopoly and the potential for price-fixing, and even if the providers are participating willingly, there will inherently be less pressure or incentive for them to improve their performance since there
would be no other local providers to which the Accountable Care Organization could compare its performance, and no
alternative provider for a payer or patient to choose if the performance of the Accountable Care Organization is unsatisfactory.
Finally, the reality is that, in most regions, there are natural communities of caregivers who already share some level
of responsibility for a population of patients through arrangements such as cross-coverage, referral, and hospital staff
membership, who feel some level of affinity with one another, who are inclined to cooperate with and trust one another,
and who may already have a nascent organizational structure. It makes more sense to use these relationships as the basis for creating an ACO, rather than to artificially combine providers using arbitrary rules.

If an Accountable Care Organization is created by a large group of primary care physicians or an association of multiple small primary care practices, that does not mean that only those primary care physicians will provide healthcare services to the patients of the ACO. For many kinds of conditions, ranging from chronic disease to major acute conditions,
patients will still require specialists to provide all or part of the care they need. For example, patients needing heart bypass surgery will need care from a cardiac surgeon, and patients with diabetes will need to see an ophthalmologist regularly to ensure that retinal problems are diagnosed and treated early in order to prevent or minimize loss of vision.
(Technically, many primary care physicians are also “specialists,” specializing in family practice, internal medicine, or
pediatrics. For simplicity, however, the term “specialist” will be used here to refer to physicians and other practitioners
who focus on particular conditions or body systems.)
However, one of the problems with healthcare in the U.S. is that there is little or no coordination between primary
care physicians and specialists, or between multiple specialists treating different conditions affecting the same patient.
This can result in problems such as duplication of testing and conflicts between medications ordered by different physicians that lead to higher costs and poorer outcomes. Moreover, a recent study suggests that many of the visits made to
specialists after initial referral are for routine or preventive care that could be more cost-effectively delivered through the
patient’s primary care practitioner.55 In the United Kingdom, for example, primary care practices play a much more
comprehensive role in managing care for patients, particularly those with chronic disease, than in the United States. Although specialists are used in the U.K., the rate of referral from primary care physicians is only one-third as high as in
the U.S, even after controlling for level of illness.56
This is likely in part a result of the dysfunctional fee-for-service system in the U.S., which pays each specialist independently for whatever they choose to do, including ordering duplicative tests, but pays no one to provide coordination.
In many cases, more coordinated care could be provided by having the specialist consult with the primary care physician
about how the primary care practice can comprehensively manage
the patient’s care, rather than having the specialist separately manage a portion of the care. Here
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ists in order to avoid overlaps and gaps in care and to achieve the best outcomes for their patients. Almost by definition, each specialist will only be providing a portion of the care that patients need, so the
primary care practice must serve as a coordinator if coordination is to occur. Moreover, primary care practices will likely
benefit from advice from specialists in order to effectively manage the care of patients with chronic diseases, particularly
those with advanced stage chronic diseases or multiple chronic diseases. For example, if primary care physicians work
with cardiologists to implement information systems and standards of care which facilitate successful management of
coronary artery disease and heart failure, they may be able to achieve better outcomes for their patients than if the pri-

mary care physicians attempt to manage the patients on their own, with referrals made to the cardiologists only when
serious problems arise. Similarly, if primary care practices work with psychiatrists, they can better manage the care of
patients who also have depression.57
Having good working relationships between the primary care physicians in an ACO and specialists does not necessarily mean that the specialists must be part of the Accountable Care Organization itself, however. In some cases, they
may be; for example, an integrated delivery system or a large multi-specialty group might become an Accountable Care
Organization and use its own specialists to provide specialty care when such care is needed. But a primary care practice
or an IPA could also function as an ACO by developing contractual arrangements or merely solid professional relationships with independent specialists in the community in order to ensure efficient, effective, coordinated care for the ACO’s
patients. Many multi-specialty groups do not directly employ physicians from all specialties, requiring them to develop
relationships with other specialists in order to manage the care of all of their patients.
It is important to recognize that the goal of the Accountable Care Organization is to take responsibility for managing
the costs and quality of healthcare for a population of patients, not necessarily to deliver every healthcare service itself.
When consumers buy a product from a manufacturer, they hold the manufacturer accountable for the quality of the
product, but they don’t expect all of the product’s components to be produced by the manufacturer’s own facilities or
staff. Even in health care, health plans are, at least in principle, accountable for the cost and quality of care their members receive, but other than health plans structured as staff model HMOs, the plan’s members don’t expect that the
health plan itself will actually deliver healthcare services. Similarly, even though an ACO is designed to shift much or all
of a health plan’s accountability for population-level outcomes to healthcare providers, that does not necessarily mean
that every provider that touches a patient will have to be part of the Accountable Care Organization.
In fact, the willingness of specialty physicians to participate in the Accountable Care Organization, at least initially,
will likely depend on the extent to which specialty care is being overused in a particular community and the way the specialists themselves are organized. If there is a high rate of referrals to a particular specialty in the community, then a
natural opportunity for the ACO to reduce or control total expenditures is to reduce unnecessary referrals, which in turn
would reduce revenues to the specialists. If those specialists have joined together in a single group, they may simply
raise their fees for the patients in the ACO to offset the lower volume, thwarting the ACO’s efforts to reduce total costs.
Research shows that a primary reason for the consolidation of specialty physicians into larger groups has been to negotiate higher fees.58 On the other hand, if there are competing specialists in the community, the ACO has an opportunity to
choose the specialists who will best support the goals of the ACO.
Consequently, some ACOs may decide to have specialists as part of the organization itself, and other ACOs may not.
Some ACOs may have a subset of specialists included in the organization, and have contractual or other relationships
with the remaining specialists in the community. The important factor will be the ACO’s ability to successfully work with
a comprehensive set of specialists to achieve the most coordinated, efficient care of the patients for whom the ACO is accountable.

Obviously, some of an Accountable Care Organization’s patients will need hospital care at some point. Hospitals provide critical services for the sickest patients who require the most costly services. As with specialists, however, this does
not necessarily mean that a hospital must be part of the ACO itself.
There are many potential advantages to having one or more hospitals as an integral part of an ACO. In general, the
hospitals in a community are larger organizations than any of the individual primary care practices, and they have more
extensive administrative resources and skills, ranging from information technology to finance to quality improvement
tools. These kinds of capabilities could potentially be used to develop and implement the key functions of an ACO described earlier.
Moreover, in many communities, hospitals have acquired primary care practices and now employ many primary care
physicians;59 in other communities, hospitals and primary care physicians work together through Physician-Hospital Organizations (PHOs). In these situations, the hospital may be in a natural position to facilitate the steps needed to help
primary care physicians make the transition to functioning as an ACO.

However, a key issue will be whether the hospital embraces the goal of cost reduction and control underlying the formation of Accountable Care Organizations and whether the hospital is prepared to take the steps needed to transform
itself in order to achieve that goal. Approximately 40% of the growth in total health care spending in recent years is due
to growth in hospital spending, and hospital care has been the second fastest growing component of healthcare services. 60
A study by McKinsey & Company found that spending on hospitals was the biggest reason that healthcare costs in the
U.S. are higher than in other countries.61 Consequently, reducing and controlling hospital spending will be essential if
total healthcare costs are to be controlled.
As noted in Section II, several of the most important ways to reduce spending on hospitals would be to prevent the
need for hospitalizations, through more effective prevention programs, early detection, improved chronic disease management, etc. These initiatives would be achieved primarily or exclusively through the actions of primary care practices,
not by hospitals themselves. Moreover, to the extent that these initiatives are successful, they will not only reduce the
hospitals’ revenues, but they may well have a negative impact on the hospitals’ margins, particularly in the short run, if
revenues decline more than costs can be reduced.62
As a result, at least in the short run, the interests of primary care physicians and hospitals in many communities will
not only be unaligned, but will be in opposition to each other. In any region where primary care physicians are actively
working to reduce preventable admissions, the natural desire of any hospital which is not over-capacity will be to either
(a) increase other services to offset the revenue loss (thereby offsetting the effect of the ACO’s efforts to reduce spending), or (b) increase its prices for services to offset the loss (again offsetting broader efforts to reduce spending).
(Although the hospital cannot increase prices under the Medicare fee-for-service program, it may well be able to do so for
patients covered by commercial insurance or Medicare Advantage plans.63) Moreover, under a “shared savings” payment
model (see Section IV), the hospital will likely want to capture most or all of the savings attributed to an Accountable
Care Organization in order to offset the hospital’s loss of revenue, whereas the primary care physicians will need to use
some of the savings to pay for the more intensive care management services and information infrastructure they create to
improve quality and reduce preventable admissions. This may exacerbate tensions in those regions where hospitals and
physicians have poor relationships.64
Consequently, although coordinating outpatient and inpatient care is certainly desirable, and having a willing hospital as part of an Accountable Care Organization could have clear advantages, in many regions it would be inappropriate
or infeasible to require that a hospital be part of an Accountable Care Organization along with primary care physicians,
particularly in the short run. Where hospitals and primary care physicians are already working together effectively, such
as in an integrated delivery system (IDS) or a physician-hospital organization (PHO), they could be encouraged to serve
as an Accountable Care Organization, but where such working arrangements do not exist, a payment system based on
total costs may not be the best context in which to forge such partnerships for the first time.
In addition, in a community where there is only one hospital (or where one hospital is the exclusive provider of certain services), it may be undesirable to have that hospital exclusively join with a subset of physicians in the community to
form an ACO, since that may preclude the ability of other physicians to develop an ACO, particularly if the hospital refuses to accept the patients of the second ACO or will only accept them if they pay high charges. (This is more of a problem for ACOs serving commercially-insured patients than for Medicare patients.)
Consequently, particularly in the short run, the most appropriate approach in many regions may be a split path, i.e.,
for primary care physicians to form one or more Accountable Care Organizations without hospitals, and for hospitals to
establish gain-sharing arrangements with their hospitalists and specialists (either directly or through bundled payment
systems) so that they can find ways to cut costs, improve efficiencies, and otherwise adapt to lower rates of inpatient admissions (whether that be through downsizing or specializing in treating more complex patients). For example, hospitals
and specialists could form “Care Delivery Teams” for specific types of care 65 and accept bundled/episode payments as
described in Section IV.
After a period of right-sizing each component separately (i.e., more and better primary care, and smaller, more efficient inpatient care), it may be more feasible to consider bringing the primary care physicians and one or more hospitals
in a community together into a joint Accountable Care Organization in order to focus on additional opportunities to improve quality and cost.
Where this transitional split path is pursued, however, it will still be important for the primary care physicians to
work as closely as possible with their hospitals to ensure the transition is successful. An ACO cannot ensure that its pa-

tients receive a full range of high-quality, efficient care without a high-quality, efficient hospital in the community, and if
dramatic changes in hospital admission rates caused by the ACO make the hospital financially unviable, the ACO and the
community as a whole could suffer. Payers can help by aligning payment incentives between primary care practices and
hospitals, e.g., by rewarding hospitals which reduce admissions for ambulatory care-sensitive conditions and/or reduce
elective procedures in situations where conservative options offer equal potential benefits to patients. Payers can also
help by working with hospitals to adjust payment rates to facilitate the hospitals’ transition to lower admission rates.

Although significant impacts on costs can be achieved through Accountable Care Organizations built solely around
primary care practices, there are many additional opportunities to reduce costs and improve quality through improved
inpatient care and improved management of complex patients that can only be accomplished through the involvement of
and coordination with hospitals and specialists. Consequently, as noted in the previous sections, while it is probably inappropriate or infeasible in many regions to require that Accountable Care Organizations include hospitals or specialists,
it would seem desirable to encourage and support the use of Accountable Care Organizations which do include hospitals
and/or specialists.
Because of this, Integrated Delivery Systems (IDSs), i.e., organizations that combine hospitals, specialists, primary
care physicians, and in some cases health plans, could be viewed as the ideal model for an Accountable Care Organization. Such systems have many assets that can be used to accept accountability for cost and quality more easily than providers in non-integrated systems; for example, an integrated delivery system is more likely to have the kind of comprehensive data on services and costs for patients that are needed to succeed as an ACO, since the system provides a greater
share of those services itself. Not surprisingly, therefore, several large IDSs, such as Denver Health, the Geisinger Health
System, Group Health Cooperative of Puget Sound, Intermountain Health Care, Kaiser Permanente, and the Mayo Clinic,
are routinely cited as national models of quality and efficiency (although this does not mean that they cannot improve
further on both measures).
However, there are other large integrated delivery systems that are not cited as models for either quality or efficiency
or both. In some cases, their size and integration have been used more as a way of controlling market share and increasing prices rather than reducing costs and improving quality.
Just as a primary care practice could meet NCQA standards as a Patient-Centered Medical Home without the ability
to serve as an Accountable Care Organization, merely having a group of primary care physicians, specialists, hospitals
and other providers combined in an integrated corporate structure is neither a necessary nor a sufficient condition for
achieving success as an Accountable Care Organization. Indeed, it is clinical integration that achieves better outcomes
and lower costs, not necessarily corporate integration. Clinical integration enables primary care physicians, specialists
from different disciplines, and inpatient and outpatient facility-based providers to communicate and collaborate in ways
that ensure the most efficient and effective patient care. Corporate integration may achieve some economies of scale in
administrative functions, but there is no evidence that either horizontally- or vertically-integrated systems are always
lower cost than non-integrated systems or that corporate integration automatically leads to more clinical integration. 66
Conversely, clinical integration can and does occur without corporate integration.
However, even clinical integration is not sufficient for success as an Accountable Care Organization. Leaders of some
of the model Integrated Delivery Systems say that while their clinical integration helps them in fulfilling the vision of Accountable Care Organizations, the most important cause of their success is setting clear goals for the management of
population-level costs and quality and developing the skills in operational execution needed to achieve those goals. (The
leaders of these systems also note that current healthcare payment systems tend to penalize them for these successes. 67)
Consequently, the test of whether an Integrated Delivery System can serve as an Accountable Care System should not
be based on its structure alone, but on whether it has the appropriate processes in place (particularly the eight elements
outlined in Section III-A1 in conjunction with primary care practices), and, ultimately, on the outcomes it achieves. If it
does, then it would likely be an excellent example of an Accountable Care Organization.

Obviously, the smaller the minimum size for an Accountable Care Organization, the more Accountable Care Organizations there can be in a particular geographic region. As noted earlier, in order to create a basis for comparison, choice,
and competition on costs and quality, it is undesirable to have a single Accountable Care Organization in a region. Although some forms of “competition” in healthcare in the past have contributed to higher costs (e.g., overbuilding of facilities and duplication of equipment), this is partly a function of current healthcare payment systems which pay providers more for delivering more services. What would be different from the past about Accountable Care Organizations is
that there would be an explicit accountability by the ACO itself for cost.
If each Accountable Care Organization is accountable for the costs of services for the patients under its care as well as
the quality of the care, then for many types of patients and services, it makes no difference whether there are 2 Accountable Care Organizations, each managing approximately 1/2 of the total cost in a region, or 10 Accountable Care Organizations, each managing 1/10 of total costs. Competition around costs as well as quality could encourage more rapid improvements in the value of care. (Indeed, competition among health insurance plans – the closest thing to Accountable
Care Organizations that exist today in most regions – is generally viewed as desirable as long as it is based on quality and
cost, not on differential underwriting standards.)
Although each ACO could still choose to create its own facility or service rather than using those provided by another
ACO or independent provider, thereby potentially increasing overall costs, there would be an incentive for providers to
pursue economies of scale where they exist. For example, if an ACO could use an independent laboratory at a lower cost
than building its own while maintaining the quality of the service, it would have an incentive to do so. If two Accountable
Care Organizations could reduce overhead costs significantly (without jeopardizing quality) by combining into a single,
large ACO, they would have an incentive for doing so because they would be rewarded for reducing costs, whereas today
they might be penalized. This would reduce unnecessary or inefficient proliferation of separate Accountable Care Organizations, without requiring any specific maximum number to be imposed.
The limited research literature suggests that the size of a physician practice where maximum efficiency is achieved is
actually quite small – 10-15 physicians.68 Even where there may be significant opportunities for efficiencies or greater
clinical integration resulting from consolidation of providers, this will need to be balanced against the possible creation
of a monopoly provider. Making the tradeoff between these opposing considerations will continue to be a challenge for
federal and state antitrust enforcement efforts.
Although there are clearly advantages to having multiple ACOs in a region, there are also complexities that will need
to be addressed:
The more ACOs there are in a region, the greater the need will be for an appropriate risk/severity adjustment mechanism in the payment system in order to avoid having some ACOs selecting healthy patients or excluding sick patients in
order to improve their quality or cost performance, and to avoid having the ACO financially hurt by random variations in
patient needs.
In addition, the more ACOs there are in a region, particularly if hospitals or specialists are part of one or more of the
ACOs, the more likely it will be that the patients of one ACO will need or want to use specific providers or services that
are part of a different ACO. Although such patient choice is desirable, it will require more complex payment arrangements.
The resolution to these tradeoffs will likely differ from region to region. They will depend on the existing structure of
the healthcare delivery system, the extent of the collaborative relationships among the independent providers, and the
existence of effective mechanisms to counteract anti-competitive behaviors.

Although an “Accountable Care Organization” sounds like a brand-new concept, as noted earlier, there are already
many healthcare providers across the country that are accepting significant accountability for cost and quality. Moreover, these providers are very diverse, ranging from Independent Practice Associations composed of small primary care
practices to large integrated delivery systems, all of which are accepting population-based payments from some payers
and managing overall costs and outcomes for their patients.
The fastest way to move toward a nationwide system of ACOs will be to build on the foundation already established
by these high-performing organizations. Consequently, it will be important to avoid creating extensive and detailed
regulations or accreditation standards for ACOs that could exclude these existing organizations or preclude new, innovative models from forming.
On the other hand, it will also be important to avoid designating providers as ACOs if they don’t have the capacity for
success, since their failure could cause a backlash against the entire effort before it has had an adequate opportunity to
develop and prove itself, much as the problems caused by some managed care providers in the 1990s sparked a backlash
that led to the loss of many desirable programs.
Taking a cue from the medical home movement, rather than having a single definition of an Accountable Care Organization, the most appropriate approach may be to recognize that there will be different “levels” of Accountable Care
Organizations, at least initially. For example:
A “Level 1 Accountable Care Organization” could consist solely of primary care practices, and it could be held
accountable either for total costs and quality of the patients being seen by those practices or for the types of costs and
quality measures within the control of primary care physicians (e.g., physician office visits, diagnostic testing, and
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emergency room visits and hospitalizations for ambulatory-care sensitive conditions). A number of Independent
Practice Associations around the country could likely become Level 1 ACOs immediately or very quickly with the appropriate changes in payment systems.
A “Level 2 Accountable Care Organization” could consist of both primary care physicians and specialists in the
most common fields, such as cardiology, cardiac surgery, orthopedics, gynecology/obstetrics, etc., and potentially
one or more hospitals, and it could be held accountable for the costs and quality of both ambulatory-care sensitive
conditions and also the most common types of specialty procedures (e.g., coronary artery angioplasty or bypass surgery, hip and knee replacements, labor and delivery). Many multi-specialty group practices and physician-hospital
organizations could likely become Level 2 ACOs immediately or very quickly with the appropriate changes in payment systems.
A “Level 3 Accountable Care Organization” could consist of primary care physicians, specialists, one or more
hospitals, home health agencies, and even long-term care facilities, and it could be held accountable for all or almost
all costs and quality associated with a patient population, with the possible exception of highly specialized services or
rare conditions such as organ transplants or rare forms of cancer. (Such quaternary care might best be delivered
through national centers of excellence used by all ACOs, rather than being part of any individual ACO). Many integrated delivery systems could become Level 3 ACOs immediately with the appropriate changes in payment systems.
(A Level 3 ACO might also be called an “accountable care system,” using the terminology suggested by Shortell and
Casalino.)
A “Level 4 Accountable Care Organization” could go beyond traditional healthcare providers to include services such as public health and social services. It could be held accountable for all costs and quality associated with a
very broad patient population, including the uninsured. A few systems are already functioning as Level 4 ACOs, and
they could likely do even more with the appropriate changes in payment systems. 69
Some parts of the country would likely start with primarily Level 1 ACOs, whereas others would have organizations
already positioned to serve as Level 3 or Level 4 ACOs, since the structure of healthcare providers differs dramatically
from state to state and region to region. This approach would enable Medicare and other national payers to take advantage of what could be achieved by Level 3 ACOs in some parts of the country without losing the benefits that could be
provided by Level 1 ACOs in others.70

It is now widely accepted that one of the greatest barriers to providers taking on greater accountability for costs and
quality is the structure of current payment systems, particularly the uncoordinated fee-for-service payment system for
physicians. Under current payment systems, physicians or hospitals or both will lose revenues if they pursue the kinds of
opportunities identified in Section II; for example, doctors will lose money if they keep patients well, since their income
is generated from treating patients when they
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There are five principal goals that payment reforms need to address in order to enable Accountable Care Organizations to tackle the kinds of cost-saving opportunities identified in Section II, and to implement the care and organizational changes described in Section III:
1.

An Accountable Care Organization needs the flexibility to provide the right services to patients in the right way at the
right time, and it should not be constrained by external definitions of the services that are reimbursable.

2. An Accountable Care Organization should be able to remain profitable if it keeps people healthier or reduces unnecessary services.
3. An Accountable Care Organization should not be paid the same (or more) for low-quality care as for high-quality
care, and an Accountable Care Organization should lose patients if it provides the same or lower quality care as another provider but at a higher cost.
4. An Accountable Care Organization needs to be paid adequately (but not excessively) to cover the costs of the services
it provides for all of its patients, and it should not feel compelled to provide unnecessary high-margin services simply
to offset losses in other necessary services.
5.

An Accountable Care Organization should not be penalized financially for caring for sicker patients, unless the sickness was caused by the ACO itself (e.g., through a hospital-acquired infection or an error in treatment).
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As shown in Figure 7, one can think of healthcare payment systems along a continuum. At one extreme is fee-forservice, which provides the maximum rewards for healthcare providers which deliver the maximum number of services
and gives them little responsibility for controlling overall costs. Under fee-for-service payment, payers (e.g., Medicare,
Medicaid, or health insurance companies) take on not only “insurance risk” (whether an individual will get sick) but also
“performance risk” (how much it will cost to treat the illness). Almost by definition, fee-for-service payment fails to
achieve the first three goals described above, and it typically fails on the fourth goal as well, since the primary tool that
payers have to control costs is to reduce the size of the fees paid for services, and this may result in providers being paid
less than the actual costs of delivering a service in a high-quality way. The one advantage of fee-for-service payment is
that it achieves the fifth goal (avoiding penalties for taking sicker patients), since a provider who is caring for a sicker
patient will be paid more for delivering more services to that patient. Overall, however, it is quite clear that it would be
extraordinarily difficult for an Accountable Care Organization to succeed if it were paid on a pure fee-for-service basis.
Although many payers have been using pay-for-performance systems to try and offset the undesirable incentives included in fee-for-service, it is increasingly clear that these programs can only have a limited effect on the very powerful
forces in the underlying payment system.72
At the other extreme of the payment continuum is capitation. Under many traditional capitation systems, payers
gave healthcare providers a fixed amount of money for every patient the provider took responsibility for, regardless of
how healthy or sick the patients were. (Although many capitation systems made adjustments for the age and sex of the
population, few adjusted for differences in the health of a given age/sex group that different providers were caring for.)
In effect, these types of capitation payment systems transferred virtually all risk – both insurance risk and performance
risk – to the capitated provider. There are many desirable aspects of capitation, since it supports the first two goals
above in ways that fee-for-service payment does not – the capitated provider has the flexibility to decide which services
to deliver, rather than being constrained by specific fee codes, and if the provider keeps a patient healthy, the payment
does not decrease.73 However, many capitation systems have failed on the third and fifth goals – a provider is penalized
for taking on patients who are sicker to begin with, and the provider can benefit financially from delivering fewer services
than a patient needs, particularly if the negative impacts of doing so would not be realized until after the end of the capitation contract (e.g., if the provider fails to deliver preventive services, the unprevented illnesses might not occur during

the time period for which the provider is financially responsible). Capitation also does not automatically achieve the
fourth goal; that depends on whether the amount of the capitation payment is adequate to cover efficiently and effectively delivered services. Many of the criticisms of capitation systems in the 1990s were due as much to inappropriately
low payment amounts as to the structure of the capitation payment.
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Between these two extremes, however, there are a range of payment options which may strike a better balance
among the goals described above. Three that are being widely discussed today are “shared savings,” “episode/bundled
payment,” and “comprehensive care payment/global payment.”

The most incremental payment approach being discussed for support of Accountable Care Organizations is called
“shared savings.” The basic concept is fairly simple: an Accountable Care Organization would continue to be paid on a
fee-for-service basis, but if it reduces total healthcare spending for its patients below the level that the payer (e.g., Medicare or a private health insurance plan) would have otherwise expected, the ACO is rewarded with a portion of the savings, i.e., the payer still spends less than it would have otherwise, and the provider gets more revenue than it would under a pure-fee-for service system. This is the approach Medicare has used as the key element of its Physician Group
Practice Demonstration.74
An advantage of this approach is that it partially addresses the second goal defined in Subsection A above, i.e., that
an Accountable Care Organization should not become less profitable by keeping people healthier or reducing unnecessary services. By enabling the ACO to obtain a portion of the savings achieved through reduced utilization of services or
more successful prevention efforts, the ACO is less likely to become unprofitable than it otherwise would have under a
pure fee-for-service payment system.
However, the fact that shared savings provides more revenue to the Accountable Care Organization does not necessarily mean that the ACO’s operating margins will not be harmed. For example, if a primary care-based ACO implements
a care management program for chronic disease patients which increases its costs by $100,000 (in ways that are not reimbursed under fee-for-service) and successfully reduces hospitalizations by $150,000, the program would clearly be
beneficial in terms of total cost and patient outcomes. But if the payer only shares 50% of the savings (i.e., $75,000) 75
with the ACO, then the ACO will lose $25,000, making the program a bad investment for the ACO, even though the payer
could still have saved money if it had shared more of the savings with the ACO. (In this case, a 70% sharing arrangement
would actually leave both the ACO and the payer better off.)
Moreover, the shared savings approach doesn’t address the first goal of payment reform, i.e., giving the ACO the
flexibility to provide the right services to patients in the right way at the right time. This is because it doesn’t actually
change the current payment system at all – key primary care services that aren’t paid for today (like nurse care managers
for chronic disease patients, phone and email consultations with physicians, etc.) still wouldn’t be recognized, services
where fees are too low to cover costs would still lose money, etc. In other words, it provides no direct means for greater
flexibility or adequacy in payment to enable changes in care delivery.
Although proponents would argue that the shared savings payment does help cover an ACO’s costs for things that are
under-compensated or not compensated at all today, the problem is that the payment, if it comes, arrives long after the
service is delivered, and it may or may not be adequate to cover the cost of the services delivered. Even if the shared savings payment would ultimately cover the ACO’s costs, the ACO has no way of knowing whether this will be the case.

There is a non-zero risk that even if it reduces total costs, it will not meet the threshold established by the payer to declare “savings,” or it will end up spending more money on a net basis even after a pre-defined share of savings is paid.
This risk is likely to deter a nascent Accountable Care Organization from even making the attempt to radically change
care, especially given that undertaking such changes in themselves take time and money.
These problems could be partially addressed if the amount of the “shared savings” were developed through a collaborative process between the ACO and the payer(s), rather than chosen in an arbitrary fashion by the payer. Following the
example given above, if the ACO identified in advance how much it expected to spend on a new program and what result
it expected to achieve, then the payer and ACO could agree to divide the net savings, after factoring in any unreimbursed
costs incurred by the ACO, rather than the gross savings based only on fee-for-service payment outlays. In some cases,
there may be no net savings, but the quality of care would improve; in other cases, the net savings might be significant.
However, even this approach still requires the ACO to incur the additional costs up front, and it may not have the resources to do that.
Shared savings will likely be more attractive to primary care-only Accountable Care Organizations than to ACOs with
hospitals or specialists included. As noted earlier, many of the biggest opportunities to achieve savings are based on
keeping patients well enough to avoid hospitalizations. If a group of physicians successfully reduces hospitalizations,
they will be able to “keep” more of the savings that are generated if they don’t have to share a portion of those savings
with the hospital(s) that experience the reduced admissions, and if a group of primary care physicians reduces the need
for specialty care (either inpatient or outpatient), they will be able to keep more of the savings generated if they don’t
have to share a portion with the specialists who will be losing patients or procedures.
Another problem with a shared savings structure is that it primarily rewards improvement rather than good performance. The communities and providers that have the most to gain from shared savings are the ones that are spending
the most resources today, through high rates of hospital admissions, use of unnecessary procedures, etc. Encouraging
reductions in spending in those communities is very desirable and a shared savings approach can help. However, in the
communities that have relatively low costs and high quality of care, the providers are already “saving” Medicare and
other payers significant amounts of money but with no reward. Although nothing would preclude forming an Accountable Care Organization in these low-cost, high-quality regions, the incentive to do so using a pure shared savings approach would be much smaller, since there would be no change in the underlying fee-for-service system and the potential
to earn additional revenues through shared savings would be much lower. Even if an ACO in such a region could still
improve further, it may need to invest significantly more resources to do so relative to other regions which have “lowerhanging fruit,” yet the shared savings payment it could expect to receive would likely be smaller than in high-cost regions.
Finally, it’s not clear that shared savings is a sustainable approach to payment reform. If shared savings is viewed as
a one-time bonus payable after savings are achieved, then the motivation it creates for providers to change disappears
when there is little no additional bonus to be achieved in the future. From the ACO’s perspective, it would need to understand in advance the requirements to achieve shared savings payments over an extended period of time in order to make
investments that require a multi-year payback period. Moreover, if there is no downside risk to the provider for increased costs, one-time shared savings payments create the perverse incentive for the provider to again increase utilization of services in order to create a new pool of potential “savings” to go after in the future. Otherwise, there would be no
opportunity to maintain revenue, and presumably profitability, after substantial efficiencies are achieved.
This does not mean that the shared savings concept is without merit, but unless it is redefined to be based on net savings and combined with other payment changes, it is, at best, a transitional strategy, rather than the kind of fundamental
payment reform needed to support Accountable Care Organizations in the long run.

An alternative payment reform for supporting Accountable Care Organizations is to pay a single price for all of the
healthcare services needed by the people cared for by the ACO for a fixed period of time, with the amount of the payment
adjusted based on the types and severity of the conditions those patients have and on the quality of care delivered. There
is no standard term for this; it has been called “Comprehensive Care Payment,” “Condition-Adjusted Capitation,” “RiskAdjusted Global Fees,” and “Global Payment.”76
The adjustments for patient conditions and for quality are what make this payment model different from traditional
capitation. As noted earlier, many traditional capitation payment systems failed to achieve the third and fifth goals of
payment reform, since they penalized providers for taking on sicker patients and typically had no mechanisms for ensuring the delivery of high-quality care. In contrast, an appropriately designed Comprehensive Care Payment system has
the potential to achieve all five of the goals of payment reform defined earlier. If the healthcare provider receiving it
keeps patients well and out of the hospital, or avoids providing unnecessary services, the provider’s payment would not
go down, and its margins could increase. Healthcare providers would have the flexibility to decide what services should
be delivered and the upfront resources to deliver them, rather than being constrained by fee codes and amounts, detailed
rules and regulations for billing, or waiting for uncertain, after-the-fact shared savings payments to be made, and hospitals would become viewed as cost centers, rather than revenue centers as they are today.
The downside of Comprehensive Care Payment is directly related to one of the things it is designed to achieve – it
makes a provider accountable for the cost of care given to patients. That requires a very different set of skills than many
providers have today, and creates the risk of financial failure even with appropriate risk-adjustment to avoid imposing
insurance risk on the provider. However, if a provider is not prepared to take on these risks and develop these skills,
then it cannot be an Accountable Care Organization and should not be given the Comprehensive Care Payment.
To be successful, Comprehensive Care Payment would need to be structured so as to avoid the problems that traditional capitation systems experienced. In particular:
The amount of the payment must be adjusted based on the types of conditions, severity of conditions, and other
characteristics of the patients being cared for, so that the ACO is not forced to take on insurance risk. 77 Although current risk/severity-adjustment mechanisms are not perfect, they are much better than in the past, and they will likely
improve more rapidly if they are used more broadly for payment.78 This will be easier to do for ACOs managing large
numbers of patients.
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Payment should be expected to manage the total cost and quality of care, not necessarily to directly pay other providers delivering care. The payer can still process claims from other providers using its existing claims-processing system, essentially treating the Comprehensive Care Payment as a debit account, as long as the ACO gets detailed and
timely reports on the payments that are being made. However, if an ACO does not have its own claims payment system, then it will also have to rely on the payer to provide timely and complete data on services and costs, which is
critical to the ACO’s success.
Accountable Care Organizations should be expected to collect and publicly report regionally- or nationally-vetted
measures of quality of care and patient satisfaction, in order to assure both patients and payers that there is no inappropriate stinting on care.
Although Comprehensive Care Payment could ultimately allow dramatic simplifications in billing and payment systems for ACOs and payers, the ACO would still need to collect and submit detailed information about patient conditions
to payers in order to support severity/risk adjustment of payments, and the ACO would need to collect and submit detailed information about services and/or outcomes to payers and/or community organizations in order to support quality
measurement and reporting programs. These data are currently collected through claims forms, so an alternative
mechanism would be needed. An ACO with a fully-functioning Electronic Health Record (EHR) system should be able to
do this using the EHR, rather than having to continue submitting claims forms solely for the purpose of data collection;
indeed, it would be preferable to collect quality data through a clinical information system rather than a billing system.
There are payment systems in several regions that are making population-based payments in ways that meet many of
these criteria. For example, in Minnesota, Medica’s Patient Choice system pays providers the equivalent of a Comprehensive Care Payment by using the standard fee-for-service claims payment system and adjusting fee levels based on the
severity-adjusted total cost of care.79 In Massachusetts, the Alternative Quality Contract offered by Blue Cross Blue
Shield of Massachusetts is paying providers a severity-adjusted capitation payment combined with quality incentives for
patients in its HMO program.80
It is important to note that Comprehensive Care Payment defines how the payer pays the Accountable Care Organization, not how individual physicians, hospitals, or other practitioners within the ACO are compensated. For example,
physician groups
and integrated
HOW DIFFERENT PAYMENT MODELS PERFORM
delivery systems
GOALS OF
that accept capiON THE GOALS OF PAYMENT REFORM
PAYMENT
tation contracts
REFORM
pay their physicians using a wide
No Penalty
range of methods,
for Taking
ranging from
Sick Patients
salaries to fee-forAdequate
service.81 The
Pay for
Quality Care
ACO should retain the flexibility
No Penalty
to decide what the
for Better
best compensaQuality
tion methods are
No Penalty
for its individual
for Reducing
practitioners, and
Overuse
it may well choose
Flexible
to make a gradual
Service
transition in
Delivery
those methods
Good
Fee for FFS + Episode
Partial Comprehensive Capitation
over time. (Even
Service
Shared
Payment
Comp.
Care (Global)
for Medicare, this
Uncertain
Savings
Care
Pmt.
Payment
is not as radical a
+ P4P
change as it may
Poor
ALTERNATIVE METHODS OF PAYMENT
seem; under
Medicare AdvanFIGURE 9

tage, CMS pays the Medicare Advantage plan a severity-adjusted global payment, similar to a Comprehensive Care Payment, and then the Medicare Advantage plan determines how it will pay individual providers.)

A third option is to pay on an “episode-of-care basis,” i.e., a single amount to cover all of the services which are provided to an individual patient during a single episode of care (e.g., the treatment of a heart attack), rather than making
either a single payment for all care during a year (including multiple episodes) as in Comprehensive Care Payment, or
separate payments for each individual service as in fee-for-service payment. Episode-of-Care Payment gives the involved
providers an incentive to coordinate their activities, eliminate unnecessary services, and avoid complications that require
additional services.82
When an episode payment covers services that are delivered by two or more providers that would have been paid
separately under fee-for-service, that is referred to as “bundling” the payment. However, one can bundle payment without creating a full episode of care payment; for example, a hospital and a surgeon could be paid jointly for the cardiac
surgery in the hospital, but they could still be paid additionally and separately if the patient requires additional services
due to a hospital-acquired infection.
Episode-of-Care Payment is ideally suited for the kinds of opportunities described in Section II that are driven by
hospitals and specialists. For example, making an episode-of-care payment that precludes separate payment for the
costs of treating infections gives the hospital and physicians involved in a case the ability and incentive to reduce the
number of infections (the hospital and physicians would, in effect, be providing a “warranty” on their care). 83
Despite the many improvements of Episode-of-Care Payment over current fee-for-service payment systems, it still
does not encourage preventing episodes of care from occurring in the first place. For example, the opportunities defined
in Section II for patients with chronic diseases are not based on reducing the cost of each episode of hospitalization, but
on reducing the number of hospitalizations.
PROMETHEUS Payment, Inc. is attempting to address this by not only testing episode-of-care payments for major
acute episodes, but also “year-long episode of care payments” for patients with chronic disease.84 These would function
in the same way as the Comprehensive Care Payment concept, but for specific groups of patients. In fact, there is little
practical difference between an ACO that accepts year-long chronic disease Episode Payments for all types of chronic
disease and an ACO that accepts a severity-adjusted Comprehensive Care Payment for all of those patients. Consequently, year-long episodes of care for specific types of patients/conditions could provide a mechanism for supporting a
transition process to Comprehensive Care Payment based on patient groups, such as described in Section VI-B1.
In addition to serving as a transitional step
toward Comprehensive
Care Payment, Episodeof-Care Payment could
also serve as a complement to Comprehensive
Care Payment for Accountable Care Organizations which cannot
deliver a full set of services for all patients or
conditions, particularly
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vider or service that is not part of the ACO, since the price charged for the services may be dramatically higher than the
costs of services provided by the ACO, but forcing the patient to use the ACO’s services (particularly if they are of lowerquality than the outside service) could significantly reduce the number of patients willing to participate in the ACO
model. These “out-of-network” services are a challenge to health insurance plans today, and the creation of ACOs will
shift that challenge to the ACO. However, if all providers were to charge Episode-of-Care prices for their services, it
would be easier for an ACO to predict the costs of the outside services and easier for either the health plan or the ACO to
create an appropriate cost-sharing arrangement for the patient, thereby giving the patient maximum choice and using
that choice both to improve quality and reduce costs.

There are many variations of these payment models, and payment models can be adjusted to adapt to the specific
capabilities of a particular ACO at a particular point in time.
For example, just as some providers are currently paid on a “partial capitation” basis and others are paid on “full
capitation” basis, a payer could agree to pay an ACO a “partial comprehensive care payment.” Under a partial comprehensive care payment, the ACO could receive a single payment to cover all of the costs associated with ambulatory care
services (but not for inpatient services) for the population of patients the ACO is responsible for, and then have a significant withhold/bonus payment based on the costs of inpatient care services associated with those patients. 85 In effect, the
bonus/withhold would be equivalent to providing shared savings and a shared penalty based on cost decreases and increases, but the underlying payment mechanism would also be changed to provide more flexibility to the ACO about how
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Another hybrid approach has been developed by Blue Cross Blue Shield of Michigan (BCBSM); it
is paying Physician Organizations for population-level performance on cost and quality, and it is augmenting fee-forservice payments with payments for care coordination and patient self-management support and higher office visit fees
for physician offices which have achieved designation as a Patient-Centered Medical Home.86 (See Appendix A for a
more detailed description of their approach.)

PARTIAL COMPREHENSIVE CARE PAYMENT

Goal 4 makes clear that successful payment reform involves not just changing the payment method, but also setting
the right payment amount (i.e., a fair price). Even though a Comprehensive Care Payment provides most of the right
incentives for higher-value care, if the payment amount is too low, providers will be unable to deliver quality care, and if
it is too high, there is no incentive to seek out efficiencies. In many traditional capitation systems, payments were often
arbitrarily set at levels far below the average cost of care experienced prior to introduction of the capitation system, were
not increased adequately over time to reflect inflation, or were even reduced from year to year as a way of increasing
profits for health plans with no evidence that the lower payment amount could be justified by legitimate strategies to reduce utilization or cost.
There are several alternative methods of setting payment amounts, each with advantages and disadvantages:
Regulation. Government defines the prices that a provider can charge. For example, the Maryland Health Services
Cost Review Commission sets all-payer rates for hospitals.87
Price-Setting by Large Payers. For example, Medicare defines the amounts it will pay providers.
Negotiation Between Payers and Providers. In most markets, commercial health insurance plans negotiate
payment rates with major providers.
Competition by Providers. Under competitive pricing, providers would set prices in order to attract consumers,
as businesses do in most other industries.
Evidence-Based Estimation. Where a complete evidence-based care protocol for care exists or can be developed,
the cost of each component could be estimated and then summed to create an appropriate price for care of the condition or episode.88
Different price-setting approaches will likely be needed in different regions and for different providers and services
depending on the local market structure; for example, regulation may be needed in regions where providers have a monopoly on particular services, whereas competition can be used in regions where there are multiple providers for most
services. Regardless of the price-setting method used, payments to ACOs must be sufficient to support the capitalization
of the improvements needed to permit effective management of patients, particularly those with multiple chronic diseases.
Having an effective price-setting mechanism for services in a community is particularly important for Accountable
Care Organizations which are not fully integrated systems. As noted earlier, if the number of admissions to a hospital
goes down, the hospital will likely try to raise its prices to offset the reduced revenue. Some price increase is likely to be
necessary (since the hospital’s average costs will inherently increase as volume decreases, even if it is operating at maximum efficiency), but in monopoly situations, the price increase could be so large as to completely offset any savings that
would otherwise be achieved, preventing the Accountable Care Organization from showing a reduction in costs. This is
not a major concern in the Medicare fee-for-service system because hospital prices are dictated by Medicare regardless of
the hospital’s monopoly position in a local market, but it can be a serious problem if Accountable Care Organizations are
expected to serve commercial patients in a region as well.89 Either regulation of prices90 or proactive efforts to create
competitor providers (including use of “medical tourism”) may be the only solution in such situations.
Price-setting will also need ways of adjusting for the fact that some providers have higher costs for socially desirable
reasons that are unrelated to the costs of caring for individual patients. For example, academic medical centers and
other teaching hospitals incur greater costs than community or non-teaching hospitals simply due to the additional personnel and time associated with teaching. Even if quality is the same, a teaching facility will be more expensive than a
non-teaching facility, and if patients are encouraged to use lower-cost facilities without adjusting for this, it could jeopardize the ability of teaching hospitals to train new generations of physicians and other health care professionals. Medicare explicitly computes the portions of its hospital DRG payments that are attributable to medical education, but commercial payers generally do not. Some states, such as Minnesota, have established a separate community-wide mechanism for paying for medical education, but other states have not.91 Similar issues arise with rural hospitals, inner-city
providers, etc. that must incur higher costs for serving low patient volumes, providing greater security, caring for more
uninsured patients, etc. Methods for adjusting for these special costs in price comparisons, or paying for these costs
separately, will be needed.

Although actions by providers and changes in payment systems are critical to the creation and successful operations
of Accountable Care Organizations, ACOs are not just about a new type of relationship between individual providers and
individual payers. They should represent a fundamentally new approach to healthcare – one that strives to improve the
value of healthcare for patients on a community-wide basis. To achieve that, several types of support will be needed beyond those discussed in previous sections.

It is both very difficult and very inefficient for any set of providers to serve as an Accountable Care Organization for
just one payer, particularly a small payer. If one payer enables and rewards higher-value care delivery, but other payers
continue to pay in a way which rewards volume, the Accountable Care Organization may find itself unable to change care
at all.92 If it improves care for all patients (rather than distinguishing which payer is involved), the penalties from nonparticipating payers may outweigh the rewards from the participating payers; if the ACO attempts to change care only for
the patients of participating payers, it may have an insufficient volume of patients to justify the costs and it may also
spend too much time and effort trying to create and implement two different care pathways, depending on which payer is
involved. Care processes need to modernized through the practice for all patients or they will not be sustainable or efficient.
ALIGNED PAYMENT INCENTIVES

CONFLICTING PAYMENT INCENTIVES
Payer
Better
Payment
System

Payer
Current
Payment
System

Payer
Current
Payment
System

Payer
Better
Payment
System

Payer
Better
Payment
System

Provider

Provider

Patient Patient Patient

Patient Patient Patient

Payer
Better
Payment
System

FIGURE 12
Alignment of multiple payers does not mean that every payer has to have a completely identical
payment system, but their payment systems should be substantially similar in addressing the goals defined earlier. For
example:
The payment systems should provide flexibility and sufficient funding in aggregate to enable Accountable Care Organizations to develop and deliver key services needed to address health conditions in a higher quality, more efficient
way.
The payment systems should not penalize Accountable Care Organizations for delivering fewer procedures, as the
current fee-for-service system does.
The payment systems should not use different measures of quality or cost to reward or penalize Accountable Care
Organizations, particularly conflicting measures of what is ostensibly the same outcome. Even if all of the measures
are technically valid, it is more difficult and expensive for an Accountable Care Organization to track and analyze
different measures for similar patients, and it is even harder to determine whether statistically significant changes in
outcomes have occurred if the measures are collected only on subsets of patients.
Although having all payers involved would be ideal, what is essential is having enough patients supported by compatible payment systems to make it feasible and desirable for the Accountable Care Organization to change its care deliv-

ery processes. In this respect, aligning payment structures for 5 small payers in a market which collectively cover 20% of
an Accountable Care Organization’s patients is less desirable than having a supportive payment system from a single
large payer which covers, say, 60% of the ACO’s patients.
Achieving alignment of multiple payers likely requires external support. Even if
payers are not discussing or agreeing on the actual amount to be paid for care,
discussions or agreements about changes in the structure of payment systems
raises concerns about whether payers will be violating anti-trust laws. Consequently, a neutral party, such as a non-profit organization or state agency, may
need to serve as the convener of such discussions and the facilitator of consensus
on alignment. There are several regions around the country (e.g., Minnesota,
Pennsylvania, and Rhode Island) in which a Regional Health Improvement Collaborative or state government has successfully used this approach to achieve
alignment among their commercial payers and state Medicaid plan.
States and regions cannot do this alone, however. Given its size, Medicare also
needs to participate in aligned payment systems, at least for categories of patients
that include both seniors and those under 65. Although Medicare and other national payers would likely prefer to have a single payment reform they can implement nationally, there is too much diversity in healthcare delivery across the
country and too little understanding of how improved payment systems should
work to enable any “one size fits all” approach. Medicare would serve the country
and its beneficiaries best by supporting local collaborations among stakeholders
committed to transforming the quality and cost of care the beneficiaries receive.
Doing so would also accelerate the pace of learning “what works” in payment reform, since there is currently insufficient experience or data to definitively support one national approach.

The implicit presumption in most discussions about Accountable Care Organizations is that such systems would be
accountable to payers, i.e., health insurance plans, Medicaid, or Medicare. However, the current concern about high
costs and poor quality that is driving the desire for more accountability by providers is coming primarily from purchasers
and consumers/patients, not from payers. In the case of private insurance, it’s a combination of employers and consumers who are footing the bill for high costs, and in the case of public insurance (Medicare or Medicaid), it’s taxpayers.
More importantly, the benefits (and costs) of greater accountability in the delivery of healthcare services will differ
from community to community across the country:
Because healthcare is organized and delivered locally, and because costs and quality vary widely across the country,
the specific improvements needed in quality and the types of services where reductions in costs are needed will also
vary from community to community.
Because much of healthcare spending is financed at the state or regional level (through the premiums and out-ofpocket payments from employers and workers and the taxes collected from workers in those areas), the savings from
reduced spending will vary from region to region. Even in the case of Medicare, provider payment rates and Medicare tax contributions vary from region to region, so the costs and benefits of greater value will vary from region to
region.
Because the structure of healthcare delivery differs from region to region, the structure of Accountable Care Organizations will also differ, particularly in the near term as providers transition from their current structures and processes.
In addition, as noted in the previous subsection, it is essential that the payment methods used to support Accountable Care Organizations and the quality/cost measures be as similar as possible across multiple payers, and some neutral
party will need to facilitate this payer alignment. This will be particularly important during the transition process, since
there will need to be agreement on which patients and which outcomes should be the initial focus of efforts.

All of this implies that Accountable Care Organizations should be accountable to the communities they serve, not to
payers per se. Indeed, payers themselves are ultimately accountable to the purchasers and consumers that they serve in
individual communities, through a combination of competition and regulation. What is needed is a mechanism for defining and managing that community accountability.
One approach is for this accountability to be managed by state government. Indeed, there is a long tradition of state
oversight and regulation of healthcare delivery, ranging from licensing of healthcare providers, inspection of healthcare
facilities, certificate-of-need reviews for new services, and even rate regulation for hospitals. As noted earlier, several
states have taken lead roles in convening multiple health insurance companies to reach agreement on payment reforms
designed to support the development of medical homes, so a next logical step would be for states to forge agreement
among payers on the payment terms, quality standards, etc. needed to create Accountable Care Organizations.
An alternative approach is to use non-profit Regional Health Improvement Collaboratives in the growing number of
regions (i.e., states or metropolitan areas) where they have been created.93 Regional Health Improvement Collaboratives
bring all of the key stakeholders together – purchasers, consumers, providers, and payers – to build consensus on the
goals for healthcare improvement in their communities, and they organize efforts to help achieve those goals. Moreover,
most Regional Health Improvement Collaboratives have already established the foundation for a system of holding providers accountable for outcomes by collecting multi-payer data on the quality and/or cost of healthcare delivered by individual providers and using those measures to (a) encourage providers to improve their performance and (b) encourage
consumers to choose higher-value providers. Some Collaboratives are working with providers, either individually or in
groups, to help them better organize and deliver healthcare in order to improve quality and efficiency. A few Collaboratives are working to build consensus on multi-payer payment reforms.
Consequently, states or Regional Health Improvement Collaboratives can be viewed as an important complement to,
and structural support for, Accountable Care Organizations. Either states or Collaboratives would provide the mechanism for the stakeholders in the community to define the specific outcomes for which the Accountable Care Organizations would be held accountable, the mechanism for measuring and publicly reporting on those outcomes (including specific indicators of quality), the mechanism for evaluating the success of individual Accountable Care Organizations, the
mechanism for reaching agreement on the payment reforms and other changes needed to support the Accountable Care
Organizations’ efforts, and even the technical assistance that Accountable Care Organizations may need in organizing
themselves and improving care delivery.

Although the issues involved in designing and implementing Accountable Care Organizations tend to be focused on
providers and payers, the fundamental goal in creating an ACO is to improve the quality and affordability of care for consumers and patients. It is quite conceivable that an Accountable Care Organization structure could be developed that is
perfectly satisfactory from the perspectives of payers and providers but unacceptable to a significant number of consumers and patients, either because of the actual problems it creates for them or because of the problems they perceive it will
create for them. The history of managed care systems in the United States demonstrates that consumer acceptance of
reforms to payment and care delivery systems will be critically important.
Consequently, it will be important for ACOs to measure, report on, and be accountable for patients’ experience of
care, not just clinical outcomes and cost. Medicare has begun collecting and reporting measures of patient experience of
care in hospitals,94 and a number of Regional Health Improvement Collaboratives measure and report on patient experience of care with physicians.95
In addition, the accountability of Accountable Care Organizations for cost and quality can only go so far, since many
outcomes depend as much on what consumers do (e.g., adherence to medication regimens, use of a consistent medical
home) as what providers do. Clear definitions of the roles and responsibilities of consumers in management of their
health will be needed, defined in ways that consumers believe is feasible and appropriate for them to carry out, and ideally, there should be measures of the extent to which consumers are carrying out those roles and responsibilities, to help
determine the extent to which lack of progress on overall outcomes is attributable to consumers or providers.
At a minimum, Accountable Care Organizations will want to know which patients they will be held accountable for in
advance, not after the fact. However, most proposals for accountable care payment to date have proposed calculating
outcome measures, shared savings payments, etc. based on patients who are “attributed” to a provider retrospectively.96

Where such systems have been used, providers feel they are being held responsible for some patients inappropriately.
Ideally, only those patients who have made some type of formal commitment to receive their care through the ACO or to
have the ACO help them manage their care should be included in calculations of ACO performance, since these are the
patients the ACO can genuinely help with care management.
To facilitate this, consumers first need to understand the need for change in both care delivery systems and payment
systems and the importance of moving aggressively to implement these changes. Although there is growing recognition
by health care professionals of the key role that health care payment systems play in fostering the cost and quality problems plaguing the health care system, this causal relationship is not widely understood by consumers. For example, although research has shown that more care and higher costs do not result in better patient outcomes, it’s likely that most
consumers still believe that they do. Consumers will need greater sensitivity to the costs/prices of care in order to foster
competition on value,97 but they need to be sensitive to the “last dollar” of
costs (i.e., the difference in prices), whereas most health insurance plans today force them to pay the “first dollar” (through co-pays, co-insurance, and
deductibles).98
Moreover, it is not enough to merely produce information for consumers on
what they can or should do to improve outcomes. Truly proactive efforts to
ensure that consumers receive, understand, and have the ability to utilize the
information are critical to success, since a core component of a truly valuedriven health care system is a greater consumer role in decision-making
about providers and services.
Although individual providers and payers can certainly help to educate consumers about these issues and engage them in improved care processes, community-wide efforts will likely be necessary. If one payer or provider is seen
as requiring or expecting more of consumers than others, it could become a
competitive disadvantage for that payer or provider in attracting and retaining members or patients unless it is also promoted neutrally in the community as a positive thing. This process of community education and engagement is yet another role that Regional Health Improvement Collaboratives can play in the transition to Accountable Care
Organizations, since consumer engagement is a priority focus for many Collaboratives.
In the future, systems should be created to make it easy for consumers to identify the Accountable Care Organization
they intend to use to coordinate their care and to meet their basic health needs. Such systems, while voluntary, will make
the nature of the relationship and the accountability explicit to all parties. They will help bind doctor and patient together in a more productive relationship. They will facilitate proactive outreach to populations of patients by health care
teams. And they will support independent, methodologically sound measurement of cost and quality, and of patients’
experience of care.
Once Accountable Care Organizations demonstrate success in improving both the quality of care and patients’ experience of care while reducing and controlling costs, then consumers will be more likely to choose them voluntarily and
to work with them to improve their health and healthcare outcomes. It will be important for consumers to have a
trusted, independent source of information in the community reporting on quality and patient experiences in order to
encourage and facilitate their decision-making.

Although changes in payment systems and consumer support are likely the most critical changes for success of Accountable Care Organizations, other changes in laws, regulations, policies, and practices could significantly assist in the
formation and success of Accountable Care Organizations. Some of these include:
Changing Malpractice Laws. Although there is not strong evidence that better malpractice laws significantly
affect overuse or costs,99 it is clear that concerns about liability affect physician and hospital decisions about the way
care is delivered, and those concerns could impede the ability for Accountable Care Organizations to institute significantly new approaches to care. One approach that could be used to address this problem without directly impacting
the ability of patients to sue or recover damages would be to move to “enterprise liability” instead of individual pro-

vider liability for physicians associated with an Accountable Care Organization. 100 Under this approach, the ACO
would assume liability for any claims filed against its member practitioners, rather than the individual practitioners
being held individually liable. Since the ACO would be monitoring the overall quality of care delivered by its member
practitioners, developing care processes designed to improve quality, and managing overall costs, it would make
sense to also have it take responsibility for lawsuits challenging the results of those care processes.
Improving Accreditation Processes. Since the true measure of success for an ACO is its outcomes, it would be
inappropriate to create an elaborate new accreditation system with detailed standards for structure and processes in
order to define or reward Accountable Care Organizations. In addition, it would be desirable to modify existing accreditation systems, since they will likely impede the ability of individual providers within the Accountable Care Organization to change the way they deliver care. Even if the accreditation standards are not in conflict with the processes and structures that the ACO wishes to use, the time and resources associated with complying with accreditation
standards, particularly standards of limited value, will inherently limit the time and resources which providers can
devote to transforming the way they deliver care.101
Modifying Anti-Trust Laws, Gain-Sharing Laws, Etc. Existing laws and regulations which limit the ability of
providers to collaborate and coordinate on care, or which limit the ability of payers to collaborate on payment structures, will likely impede the ability to develop Accountable Care Organizations. 102 Even if existing requirements do
not explicitly prohibit particular kinds of actions, legal costs and delays in developing legal opinions will likely deter
or delay efforts by providers and or payers to develop Accountable Care Organizations and the payment systems to
support them.
On the other hand, the consolidation of providers into large organizations that focus primarily on negotiating higher
prices for services and fail to pursue clinical integration could severely undermine the ability to develop Accountable
Care Organizations in a region or limit the ability of smaller ACOs in the region to effectively manage costs for the
patients they do serve.103 Consequently, it will be critical to clearly define and encourage the “safe harbors” which
promote better care coordination and cost management without leading to monopolies, price restraints, etc. 104

It is unrealistic to expect that most providers, even many integrated delivery systems, will be able to accept full accountability for the costs and outcomes of all of their patients without a transition process. Even the most sophisticated
physician groups in the country have indicated that it takes several years just to get started on a more value-conscious
approach to healthcare, much less to address the full range of cost and quality problems which exist in health care today.
The problems caused by fee-for-service payment systems have developed over many decades, and they cannot be reversed overnight.
This means that in addition to defining the ultimate vision for what Accountable Care Organizations should achieve
and how they should be paid, it will also be essential to define and support a transition process to enable providers to
move toward that vision as quickly but successfully as possible. Given the diversity of payer and provider structures
across the country, and the variation in quality and costs that exists, these transitional processes will also vary from community to community. This is another potential role that state governments, Regional Health Improvement Collaboratives, and large payers can play – defining and helping to coordinate the transition process in each community. For example, in a region with many small primary practices, a Regional Health Improvement Collaborative could convene
meetings of those physicians to discuss the opportunities associated with Accountable Care Organizations and the kinds
of assistance that the physicians would need to organize themselves into one or more ACOs. (For example, the Pittsburgh Regional Health Initiative is pursuing this approach in Southwestern Pennsylvania through several projects, including its Preventable Admission Reduction project, its Accountable Care Network project, and its CMS EHR Demonstration.) A Collaborative could also convene payers, providers, consumers, and purchasers to reach agreement on the
kinds of payment structures that would be needed to support such ACOs. 105
Despite the likely variation in the transition processes from community to community, there are several specific
steps which would likely be helpful in most communities.

As noted previously, one of the keys to success for an Accountable Care Organization is a commitment by the organization’s leadership to improving value as a top priority, and so the foundation for a successful ACO is one or more providers who have that commitment and are willing to work together to achieve success.
Willingness, however, does not automatically translate into the skills needed for success. In health care, current payment systems primarily reward volume, not quality or efficiency, so it’s likely that skills in designing and managing care
processes to improve quality and control costs, such as the eight elements described in Section III-A, will be in short supply until the incentives change. Moreover, without concurrent changes in payment structures, even providers with the
right kinds of skills may not have the time or resources to reinvent all of the administrative systems and processes of care
that were designed to achieve different goals.
Although the most committed and entrepreneurial providers may overcome these barriers, more Accountable Care
Organizations will be created more quickly if external support is provided. Key elements of this support include:
Convening: Interested providers may need a neutral convener, such as state government, a Regional Health Improvement Collaborative, a dominant payer, or a group of collaborating payers, to help them come together and explore the possibility of working together as an Accountable Care Organization. This may be particularly important to
avoid concerns about anti-trust violations.
Coaching: Providers may need training and technical assistance from experts to help them reinvent their operations to achieve higher quality and lower cost. Special attention is needed to teambuilding and leadership skills.
This assistance may initially be provided by external parties, such as Regional Health Improvement Collaboratives or
payers, but ultimately, it would need to become an integral part of the services provided by the Accountable Care Organization to its members, through learning collaboratives and shared training resources.

Information: In order to define outcome targets and strategies for reaching them, providers need information
about the current costs and outcomes associated with their patients. Because only payers generally have this type of
information, and because the information about any particular provider’s patients is fragmented across multiple payers, it is difficult for any provider or group of providers to know how they are doing today and where improvements
may be possible. This is another important role that states, Regional Health Improvement Collaboratives, or Regional Health Information Exchanges can play, since many already have assembled multi-payer databases and work
with providers to issue reports on the quality of care. Medical societies, hospital associations, and other professional
associations can also play an important role in facilitating the collection and reporting of quality and cost information.
Shared Services: As noted in Section III-A, many primary care practices may not be large enough to provide certain key services individually, but they could do so collectively. These shared services might be delivered by organizations that are part of the ACO (e.g., a hospital in the ACO might provide an organizational home for nurse care
managers who work for multiple primary care practices) or by independent organizations (e.g., a home care agency
that is not in the ACO might provide nurse care managers who would work for the multiple primary care practices or
a Medicare/Medicaid Quality Improvement Organization could provide a home for shared services).
Resources: Providers will need upfront resources to enable them to improve their infrastructure for care management and to deliver different services in different ways, and special financing and payment arrangements may be
needed for care changes where the return on investment will occur over many years. For example, installing an Electronic Health Record system not only requires significant capital costs, but also reduces productivity initially during
the training and learning process. It takes time to recruit and train nurse care managers before they can begin improving the support for chronic disease patients. Although improved payment systems may provide revenue streams
to cover those costs over time, ACOs may need loans or front-loaded payment arrangements to enable them to afford
the upfront costs.
Financial Modeling: As noted in Section III, adequate infrastructure and skills to manage financial risk will be
important for an ACO to succeed under new payment models. Many providers considering forming an ACO would
need assistance in doing the financial modeling necessary to understand what a reasonable payment arrangement
might be and what they would need to do to be successful.
Particular attention and assistance will likely be needed to help small physician practices organize themselves to become Accountable Care Organizations. As noted in Section III, since effective primary care would be at the core of a successful ACO, but the majority of primary care physicians in the country are in small practices, the concept of Accountable
Care Organizations will not be successful unless small physician practices can make the transition successfully. One
model for doing so is the Physician Group Incentive Program (PGIP) created by Blue Cross Blue Shield of Michigan
(BCBSM). The PGIP program has enabled small physician practices to remain independent but to work in collaborative
organizations with a focus on improving patient outcomes, and BCBSM is providing additional and different resources to
these practices to take on greater accountability for care. A more detailed description of the program is provided in the
Appendix.

The transition process can be facilitated by establishing short-term objectives that will have a meaningful impact on
cost and quality, but which are feasible for providers to achieve and which provide a foundation for additional progress in
the future. This approach may take longer to achieve full success than some might hope, but it may also be more successful and sustainable.

One approach to this transition would be to focus initially on improving quality and controlling costs for a subgroup
of the individuals who are cared for by an Accountable Care Organization, and then add additional subgroups over time
until accountability can be accepted and managed for the full population of individuals cared for by the ACO. An appropriate subgroup would need to meet at least three conditions:
The size of the subgroup would need to be sufficiently large to (a) enable statistically valid measures of cost and quality, and (b) achieve meaningful impacts on overall costs;
The defining characteristics of the subgroup would need to be sufficiently objective and distinct from other subgroups to ensure that “success” in improving quality or costs was not achieved by reclassifying individuals into other

subgroups. Accountable Care Organizations should not be able to “cherry pick” cases in order to show good outcomes.
The principal payers who pay for the individuals in that subgroup would need to be willing to support the necessary
payment and care delivery changes.
One potential approach to population segmentation is called the “Bridges to Health” model. 106 The authors suggest 8
population segments that are reasonably distinct and have differing needs for healthcare management:
Healthy individuals
Pregnant mothers and infants
Acutely ill individuals
Individuals with serious disabilities who are stable
Individuals with chronic conditions but have normal functioning
Individuals with chronic conditions who have limited reserve and experience exacerbations
Frail individuals (with or without dementia)
Individuals in a short period of decline before dying
For example, an Accountable Care Organization might focus efforts initially on improving maternal and infant care.
The costs associated with maternal and infant care are the second largest category of hospital costs in the country (and
the largest category for the under-65 population), and as noted in Section II, there are significant opportunities to reduce
spending and improve outcomes (e.g., by using birthing centers instead of hospitals for normal deliveries and reducing
the number of pre-term elective inductions).
Alternatively, an ACO might focus on individuals with moderate to severe chronic conditions who have frequent exacerbations. These individuals are hospitalized and re-hospitalized frequently, and as noted in Section II, there are significant opportunities to reduce admissions and readmissions through improved patient education, self-management
support, access to maintenance medication, etc.
The most challenging subgroup of those defined in the Bridges to Health structure may well be the first – healthy
individuals. For them, the primary goal is health, not healthcare, and the most successful strategies for improving health
likely require involvement of the community as a whole, and go far beyond what any healthcare provider or Accountable
Care Organization can be reasonably expected to be fully accountable for. Moreover, the most significant cost reductions
will likely manifest far in the future.
It is important to recognize that focusing on these population segments would only be a transitional strategy. Moreover, the goal would be to have a single ACO phase in its accountability for these populations, not to have 8 separate Accountable Care Organizations, each focusing on a different subpopulation.

Another transitional approach would be to have an Accountable Care Organization focus on improving a particular
subset of costs and/or quality, either for its entire population of patients or for one or more population subgroups. For
example, an ACO might focus initially on reducing hospital readmissions directly related to chronic disease exacerbations, while deferring efforts to reduce initial admissions until later.
It would clearly be important to explicitly see any such partial outcome measures as transitional steps, with a plan for
expanding the measures over time to capture the full range of costs and quality. This would reduce any incentive for a
provider to shift costs from a measured outcome to a non-measured outcome (e.g., to significantly expand the use of
home health care for chronic disease patients discharged from the hospital, thereby reducing hospital costs due to readmissions but increasing home health care costs).
Some of these partial outcomes will be based on the market structure of healthcare delivery in individual communities. The Accountable Care Organization should not be held accountable for increases in spending caused by price increases by providers (e.g., hospitals) or suppliers (e.g., pharmaceutical manufacturers) that are not part of the ACO and

hold monopoly or near-monopoly positions in the community. For services delivered by such providers, the ACO could
be held accountable for the utilization of their services, but not the total cost. Different mechanisms will be needed to
address this in different markets and for different payers. For example, although it is not an issue for hospital prices for
Medicare patients regardless of the market share the hospital holds, it is an issue for non-Medicare patients in noncompetitive markets.
In addition, during any transitional process, and potentially in the long run as well, it will be important to protect
Accountable Care Organizations from the impacts on cost and quality of rare and expensive cases. Regardless of how
effective a severity/risk adjustment system is, and even with a relatively large population of patients, a small number of
patients with unusual conditions can dramatically affect overall results. The primary goal of creating Accountable Care
Organizations is to improve cost and quality for the vast majority of patients. Special provisions may need to be made to
deliver high quality care at an affordable cost to the rare cases. These protections may need to be greater in the early
years of a transition to ACOs, when the ACOs may be smaller and the providers are still learning how to manage costs on
a population basis.

Analyses show that there is tremendous variation in costs and quality both across the nation and within individual
regions. This means that different providers will be starting from very different positions in moving toward greater accountability – some will already have much lower costs and/or higher quality than average, while others will have much
higher costs and/or lower quality.
Many pay-for-performance systems have grappled with the question of whether to reward absolute performance
(and if so, what standard to establish), to reward performance relative to other providers, or to reward improvement in
performance relative to a provider’s own baseline. Although there is no “right” answer, there seems to be broad agreement that, in general, some combination of the three needs to be used: Rewards based on absolute standards where it is
clear what is achievable; rewards based on relative standards where it is not clear; and rewards based on improvement to
recognize that not all providers will be able to be excellent right away.107
The same approach would seem to make sense in helping providers transition to become Accountable Care Organizations, i.e., recognition as an ACO and rewards for its performance should be based on a combination of absolute standards, relative performance, and improvement. The bar should not be set too high, otherwise providers may be deterred
from even starting down the path, but there also needs to be a mechanism for avoiding complacency with mediocre outcomes.

Special efforts will be needed in areas with a shortage of primary care providers. In many ways, these are the areas
with the greatest opportunity for cost savings, since a lack of effective primary care can result in high rates of hospitalizations, ER visits, etc. But these are also the areas where it may be most difficult to find enough primary care providers to
form an ACO of reasonable size. Moreover, it may be particularly difficult for the primary care providers who do exist to
find the time and resources needed to transform the way they deliver care as part of an ACO.
Special efforts will also be needed to ensure that underserved consumers – minorities, individuals with special needs,
etc. – can benefit from the increased value delivered by an Accountable Care Organization. Here again, there may be
especially large opportunities for cost savings and improved outcomes through better managed care for these consumers,
but improving care delivery for them may also present unique challenges and higher initial costs. 108 ACOs may need to
receive extra assistance and special incentives from payers to encourage and enable them to reduce disparities in care in
the community.

It is clear that changes are needed both in the way providers deliver care and the way payers pay for care in order for
Accountable Care Organizations to develop and be successful. Changes in care cannot proceed without supportive payment systems, but changes in payment systems cannot be made without providers willing and able to operate under
them. Moreover, not only will changing care processes be challenging for providers, changes in payment systems will be
complicated and expensive for payers.

If providers follow a transition process as suggested above, i.e., focusing initially on subgroups of patients and subsets of costs, then it would make sense to transition payment systems in a complementary fashion. For example, payers
could provide flexibility in payment structures, measure outcomes, reward success, etc. just for the patient subgroups
being addressed initially, without having to change the payment structure for all subgroups at once. As noted in Section
IV-F (Hybrid Payment Models), there are ways to give ACOs more flexibility and accountability than they have today,
without jumping in a single step to full accountability for costs, particularly for services they do not control or have not
yet restructured.
Moreover, there are ways to build comprehensive care payment and year-long episode payments on top of existing
fee-for-service systems, so that providers in an ACO do not need to replace their existing billing systems and payers do
not need to completely change their payment systems, particularly since only a subset of providers will be paid as Accountable Care Organizations in the short run. For example, claims could continue to be submitted for individual services and paid through fee-for-service codes, with adjustments made later based on a comparison of cumulative costs to
comprehensive care payment budgets and a determination as to whether quality targets were met. Both the Patient
Choice and PROMETHEUS payment models described earlier do this.
In the long run, more fundamental changes in payment and billing systems may be possible, potentially resulting in
savings in administrative costs over time. However, as noted earlier, it is important to recognize that in order to adequately measure and report on the quality of care, and to enable analyses of the factors affecting both quality and cost,
there will be a continuing need for much of the level of detail on patient care that is currently maintained through billing
records, so even if billing itself can be simplified, alternative mechanisms of data collection and reporting will be needed.

Medicare participation in new payment approaches to support Accountable Care Organizations will be highly important, if not essential to their success, given the number of Medicare patients that most providers care for. How should
Medicare support the development of ACOs?
Although there are many unknowns about how Accountable Care Organizations should be structured, how they
should be paid, and how to ensure that they successfully improve quality and reduce the costs of healthcare, it is unlikely
that having Medicare support the creation of ACOs through “demonstration projects,” at least as they have traditionally
been defined in the Medicare program,109 are an appropriate way to proceed. In order to create a successful ACO, healthcare providers will have to make dramatic changes in the way they organize and deliver care, which will in turn require
considerable investments of both time and money. If commercial payers are being asked to participate in order to
achieve multi-payer alignment, they will have to make dramatic changes in their payment systems and benefit designs,
which will require major investments of both time and money. Neither payers nor providers are likely to be willing to
make these kinds of investments for a demonstration project, since it is inherently time-limited, with no assurance that it
will continue.
“Pilot projects,” which is the term Medicare uses for test projects that are specifically authorized to continue if they
are successful, will probably be more attractive to providers than demonstration projects. But the lack of a clear up-front
commitment to continue the project for the long-term may discourage participation by all but the providers who are already well down the path toward implementation, thereby limiting the number of participating regions and delaying the
cost and quality improvements which are so desperately needed.

Moreover, because it will likely take multiple years to implement the changes and see significant results, pursuing
reform through a small number of either demonstration or pilot projects implies maintaining an increasingly unacceptable status quo in most of the country while waiting to see the results of these projects. Implementing more incremental
Medicare reforms in other areas, such as pay-for-performance programs, while waiting for results of ACO demonstrations and pilots, would likely be counterproductive, since it would conflict with efforts by regions and commercial payers
that want to implement more dramatic reforms, and it might require providers to implement changes that would have to
be dismantled when the longer-run payment changes are made.
The best solution would seem to be for Medicare to encourage and participate in locally defined ACO initiatives, e.g.,
Medicare requirements would be waived and payment rules would be
changed in order to participate in payment and delivery system reforms initiated by states or Regional Health Improvement Collaboratives in order to
implement Accountable Care Organizations. If Medicare supported state
and regional reforms, it would enable rapid and broad-based implementation, while also providing the opportunity to learn from different approaches
taken in different states and regions.
Authorizing legislation would be needed to enable the Centers for Medicare and Medicaid Services (CMS) to grant these waivers, but it could be
similar to the waiver/demonstration authorization that was enacted under
Section 646 of the Medicare Prescription Drug, Improvement, and Modernization Act of 2003 (MMA).110 To assure Congress and CMS that there would
be a high enough likelihood of success to justify dramatic changes in Medicare rules and payment, applications could be limited to regions where at
least two other major payers (commercial insurers, Medicaid, etc.) have
agreed to make the same or similar payment changes and where at least one
Accountable Care Organization has stepped forward with a commitment to
change care delivery if the supporting payment changes are made. (This
requirement could also serve as an incentive for the other major payers to
agree to participate and for providers to organize themselves into an ACO.)
Ideally, CMS and the Office of Management and Budget (OMB) would define the set of specific information that regions
would need to provide about expected costs, savings, etc., and they would also define a clear set of decision criteria for
determining which applications would be approved. Moreover, in order to speed implementation, it would be desirable
for CMS and OMB to commit to review and render a decision on complete applications within a short period of time
(e.g., 90 days), although Congress would likely need to provide additional resources to CMS and OMB to permit this kind
of expedited review.

The need for a multi-year transition process to Accountable Care Organizations and the payment systems to support
them implies that some form of the current fee-for-service structure will need to continue for quite some time. Consequently, efforts to repair the most serious flaws in the fee-for-service structure should still be pursued.
Although there are many problems with the fee-for-service system and the RBRVS system used by Medicare and by
most payers to define payment amounts, perhaps the most serious problem relative to the creation of Accountable Care
Organizations is the disparity in fees and earnings between procedural specialists and physicians such as primary care
physicians that primarily use cognitive skills. Low and limited fees for primary care physicians have resulted in shortages of primary care physicians, yet as explained in Section III, primary care physicians will be critical to the success of
Accountable Care Organizations.
There is growing agreement that the current process for setting fees in Medicare is badly broken. Part of the problem
stems from the Relative Value Scale Update Committee (the “RUC”),111 which advises the Center for Medicare and Medicaid Services (CMS) on the relative values used in Medicare payment rates. Although some improvements have been
made, it has continued to favor specialists and proceduralists over primary care physicians in setting the relative values
of different physician activities. Many agree that the RUC should be either dramatically restructured (e.g., by adding additional representatives of primary care and representatives of consumers and purchasers) or replaced entirely. 112

However, the RUC is merely advisory to CMS, so even though many of the problems with the RBRVS system originate with the RUC’s recommendations (or lack thereof), there is nothing that stops CMS from overriding its recommendations and changing the fee schedule. Moreover, the RUC only controls one factor in determining a physician’s fee for a
particular service – the Physician Work (PW) Relative Value Unit (RVU) component. CMS (and Congress) determines
the other seven factors – the Practice Expense (PE) RVU, the Professional Liability Insurance (PLI) RVU, the three Geographic Practice Cost Indexes for the PW, PE, and PLI RVUs, the weights for each of these factors, and the Conversion
Factor that converts the combined RVU value into an actual payment rate. 113 Many of the problems with fee-for-service
payment levels derive from these other factors, not just the RVU value addressed by the RUC. Consequently, a broader
overhaul of the fee-setting process is needed.
In addition to improving fees for primary care across the board, it may be appropriate to provide greater increases to
primary care physicians who are participating in an Accountable Care Organization. A number of payers have been doing this through enhanced payments to primary care practices serving as Medical Homes; doing so for ACOs would be a
natural extension of this approach.
Ultimately, a Comprehensive Care Payment structure supporting an Accountable Care Organization would address
these issues more effectively by providing greater flexibility in what kinds of primary care services are paid for and how
much is paid, and by rewarding better care management and reduced hospitalizations. However, in the short run, as
transitional payment systems are implemented, it will be important to make sure that primary care physicians are adequately compensated and have the time to focus on making the transitional improvements in care needed to build the
Accountable Care Organization.
Once there is enough experience with alternative payment systems to create confidence that they are preferable to
current fee-for-service systems, in addition to improving the fees for those providers who participate in Accountable Care
Organizations, it may be desirable to make the current fee-for-service systems progressively less attractive in order to
create additional incentives for providers to participate in an Accountable Care Organization. (Some have described this
as “burning the boats on the shore” to discourage turning back.)

Creating Accountable Care Organizations and the payment systems to support them may well have the greatest potential for both improving quality and controlling costs of any of the many health reform strategies being discussed today. After many years of unsuccessfully pursuing top-down programmatic initiatives that encourage or mandate specific
changes in processes of care that are expected to improve quality or reduce costs, the concept of Accountable Care Organizations is an entirely new paradigm – giving healthcare providers the responsibility and appropriate incentives to
improve outcomes and giving them the flexibility to design the most efficient and effective way to do so.
As this report makes clear, there is no single formula for a successful ACO that is known at this time; therefore different approaches should be encouraged, and some failures should be expected. Overly rigid standards about how an Accountable Care Organization should be structured could end up simply preserving the status quo in many areas of the
country.
It is also clear that significant reforms to healthcare payment systems, implemented by most or all of the payers in a
community (including Medicare), are a critical element of success. Modest or incremental changes alone will be insufficient to support the kinds of dramatic changes in delivery systems that are needed to achieve better healthcare value.
Despite the urgency of reform, it will be important to not expect that dramatic transformations can occur overnight.
The serious cost and quality problems in our healthcare system developed over many decades, and they cannot be reversed overnight. A multi-year transition process will likely be needed, along with significant resources to support that
transition.

Starting in 2005, Blue Cross Blue Shield of Michigan (BCBSM) has offered incentives to communities of physicians
to organize into Physician Organizations (PO). Rather than using pre-established criteria to define what BCBSM refers
to as Organized Systems of Care, it encourages natural communities of caregivers to create POs based on their own assessment of factors such as cross-coverage and referral patterns, hospital affiliation, and geography. There is an explicit
expectation that they will develop and use shared information systems and shared processes of care and that they will
collectively share responsibility for aggregate, population level quality and efficiency outcomes. They are held accountable both for proactive population management and for establishing systems which reliably customize care to patients’
needs at the point of service.
Two of the 80 POs in the Physician Group Incentive Program are vertically integrated, staff model health systems.
The rest are POs and PHOs organized as IPAs. Many, but not all, of these were pre-existing organizations limited mostly
to managed care contracting. The BCBSM partnership with them is intended to move them from federations of independent practices to inter-dependent practices and ultimately to integrated systems of care.
These 80 POs are composed of about 7,000 physicians, mostly, but not all, Primary Care Physicians. Their size
ranges from 30 to 1,200 physicians. BCBSM measures performance at the population level by PO. The POs are responsible for assessment and improvement efforts at the office practice and individual physician level. BCBSM provides relevant data to support such accountability, but the frame of reference and measurement for the health plan is at the population level. This applies both to measuring physician performance and to how the incentive program views members.
This means that incentives are paid for the net result of providers’ performance on a population level, not for the quality
and efficiency of an individual member’s care.
POs participate in specific “Initiatives,” each with potential incentive dollars, for quality (using a range of preventive
and chronic illness measures) and efficiency. Initiatives are focused on specific areas of care with opportunities for improvement, such as ambulatory care sensitive condition admission rates, rates of use of Emergency Departments, generic
drug dispensing rates, high-tech imaging rates, and low tech imaging rates. BCBSM is working on others such as rehospitalization rates, cancer care quality and efficiency, anticoagulation services management, overall cost and quality of
cardiac care, and identification and management of chronic kidney disease.
POs also earn substantial incentive dollars for developing and implementing core capabilities (information systems,
care processes) of the Patient Centered Medical Home (PCMH) model. More than half of the incentive pool payments
are allocated to support infrastructure development. The PCMH model guides this incentive program. BCBSM recognizes that no practices have fully functioning, medical home-based practice capabilities, so it is aggressively priming the
pump rather than trying to find PCMH-based practices and pay them extra for care management, hoping it all turns out
well.
In the fiscal year starting in July 2009, there will be over $64,000,000 in the incentive pool available to reward POs
for their efforts to build PCMH capability and for the cost and quality outcomes they achieve.
As part of the PCMH program, physicians in the PGIP program are able to bill for services provided to patients with
chronic illness who have established treatment goals when provided by ancillary providers (e.g., a nurse, social worker,
diabetes educator, etc.) under the direction of a physician. There are two specific “T-codes” BCBSM uses for this purpose, one for face-to-face contacts with a patient and one for telephonic contacts. This allows the health plan to provide
financial support to practices which have taken on responsibility for longitudinal care management and selfmanagement support, without changing the benefit structure.
In July 2009, BCBSM began a PCMH Designation Program in which about 1,200 physicians were designated as
working in PCMH-based practices, based on having demonstrated substantial progress in implementing PCMH capabilities and in achieving good results on quality and efficiency measures. The information about these designations is available to BCBSM members. These physicians receive a 10% increase in their office visit E&M (evaluation and manage-

ment) fees. The number of designated physicians is expected to substantially increase over the next two years as physician practices make use of incentives to transform systems of care.
Taken together, the incentive dollars, the T-code payments, and the PCMH Designation program provide substantial
support for physicians devoted to transforming their practices in keeping with the PCMH concepts. This approach also
represents an explicit strategy aimed at re-framing relationships among physicians, and between physicians and the
health plan, and re-focusing physicians’ efforts toward the development of highly functioning systems of care which reliably provide high quality, efficient care to a defined patient population. Without having to eliminate the FFS payment
system (and radically restructure benefits and claims systems), BCBSM is using this incentive program to re-direct a
meaningful proportion of professional payment and considerable physician effort toward practice transformation and
population level performance and away from volume-based practice.
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FIGURE 13
In parallel to the PGIP program, BCBSM has a hospital incentive program. The Michigan Hospital Association has agreed in principle that hospitals should take responsibility for population-level performance regarding cost/use and quality. BCBSM is developing methods for establishing denominators for hospitals for the purpose
of measuring population-level performance on key measures such as ED use, ambulatory care sensitive condition admission rates, readmission rates, discretionary procedure use rates, and overall population payment trends for hospital care.
Incorporating these measures into the hospital incentive program will effectively align many incentives between the POs
and the hospital community. These efforts are moving more slowly than the work on the physician side.
BCBSM recognizes the theoretical appeal of having organized systems of care which include partnerships between
physician organizations and hospitals and have that in mind as part of a long term vision. But it isn’t waiting for that to
be feasible before implementing these incentive alignment strategies.
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