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WHAT IS AN  
ALTERNATIVE PAYMENT MODEL? 

There is broad consensus that fee-for-service payment is 
a major reason why healthcare spending has grown fast-
er than inflation without any corresponding improvement 
in the quality of care for patients.  To address this, the 
Medicare Access and CHIP Reauthorization Act of 2015 
(MACRA) authorized the creation of òAlternative Payment 
Modelsó in Medicare.  In general, an APM must either: 

¶ improve the quality of care without increasing  
spending; 

¶ reduce spending without reducing the quality of care; 
or 

¶ improve the quality of care and reduce spending. 

As of 2018, the majority of healthcare providers in the 
country were not participating in an Alternative Payment 
Model, and most providers had not even had an oppor-
tunity to do so because of the small number and narrow 
focus of the APMs that had been created.  Moreover, the 
APMs that do exist have generally failed to achieve any 
significant savings.   

Although many people believe the poor performance of 
current APMs is because they do not create enough 
òfinancial riskó for the participating providers, there is no 
evidence that simply increasing financial risk would re-
sult in greater savings.  On the other hand, transferring 
financial risk to providers can have undesirable results, 
including loss of access to services for higher-need pa-
tients, higher prices due to consolidation of providers, 
and lower quality of care.   

A more plausible explanation for the failure of current 
APMs is that the APMs have not actually solved the prob-
lems with fee-for-service payment.  For example, most 
APMs do not actually change the underlying fee-for-
service system, but simply provide bonuses to 
healthcare providers when spending is reduced. 

Fortunately, there are different and better ways to design 
Alternative Payment Models that can directly address 
the problems in the fee-for-service system without plac-
ing healthcare providers at significant financial risk or 
causing patients to worry about whether needed care is 
being withheld for financial reasons.   

HOW TO CREATE A SUCCESSFUL 
ALTERNATIVE PAYMENT MODEL 

Creating a successful APM requires a six-step process: 

Step 1: Identify one or more opportunities for reducing 
spending and/or improving the quality of care; 

Step 2: Identify changes in care delivery that will reduce 
spending or improve quality in those opportunity 
areas; 

Step 3: Identify the barriers in the current payment sys-
tem that prevent or impede implementing the 
improved approach to care delivery;  

Step 4: Design the Alternative Payment Model so that it 
will overcome the barriers in the current pay-
ment system and assure the delivery of higher-
value care; 

Step 5: Determine how payers and providers can opera-
tionalize the APM as easily and quickly as possi-
ble; and 

Step 6: Implement the APM, assess its performance, 
and make improvements as needed. 

Most current APMs have not been designed to focus on 
specific opportunities for reducing avoidable spending.  
Defining the goal of the APM as òreducing the total cost 
of careó may seem ideal from the perspective of a payer, 
but it can be highly problematic for both healthcare pro-
viders and patients because:  

¶ There are many ways total spending might be reduced 
that would be harmful for patients.  An APM that tar-
gets specific opportunities to reduce spending by im-
proving the quality of care will be much safer for pa-
tients than an APM that rewards providers for any re-
duction in healthcare spending.   

¶ Providing adequate payments requires knowing what 
high-value services will need to be delivered to reduce 
spending or improve quality.   

¶ No individual physician, hospital, or other provider 
delivers all of the services any individual patient re-
ceives or all of the factors affecting the total cost of 
care for their patients.  Accountability needs to be fo-
cused on the specific aspects of spending and quality 
that providers can control.  

Consequently, the starting point in creating an APM is to 
identify specific opportunities for improving outcomes 
and/or reducing potentially avoidable spending.  The 
APM can then be designed to pay adequately for the nec-
essary services and to hold providers accountable for 
achieving the expected results. 

EXECUTIVE SUMMARY 
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STEPS TO CREATE AN ALTERNATIVE PAYMENT MODEL 

STEP 6 
Implement the APM, assess its  

performance, & make improvements 

STEP 1 
Identify opportunities to reduce 

spending or improve quality 

STEP 2 
Identify changes in services to  

reduce spending or improve quality 

Reducing Spending on Planned Care 
  1. Services which harm or have no benefit to patient 

  2. Services with harms or risk that outweigh benefits 

  3. Less expensive service(s) with similar or better outcomes 

  4. Delivering or obtaining the same services at a lower cost or price 

Reducing Spending on Unplanned Care 
  5. Avoiding complications of treatment 

  6. Preventing new health conditions from developing 

  7. Identifying health problems sooner 

  8. Preventing existing health conditions from worsening 

Improving Quality/Outcomes Without Savings 
  9.  Improving non-healthcare-related outcomes 

10. Increasing spending to maintain quality 

11. Improving outcomes through increases in spending 

STEP 3 
Identify barriers in current payment 

system to changing care delivery 

A.  Identify How Services Will Need to Change 
¶ Increased time and costs for diagnosis and planning 

¶ Increased availability of alternative services 

¶ Changes in delivery of existing services 

¶ Creation of new types of services 

B. Determine the Costs of Services 

C. Define the Business Case for the APM 

STEP 4 
Design the APM to overcome the 

barriers & assure higher-value care 

STEP 5 
Determine how payers & providers 

can operationalize the APM 

A.  Lack of Payment for Services 

B.  Underpayment for Services 

C.  Inability to Control Other Providersõ Services 

D.  Barriers Created by Patient Cost-Sharing 

E.  Other Barriers 

APM Component #1 
Reduce/eliminate barriers in current payment system 

APM Component #2 
Assure avoidable spending decreases (or does not increase) 

APM Component #3 
Assure patients receive equal or better quality of care 

APM Component #4 
Determine which patients are eligible 

A.  Change Payments for Services 
¶ Create CPT/HCPCS codes or modifiers 

¶ Define correct coding rules 

¶ Define time periods for service bundles 

¶ Define default allocations of payments in bundles 

B. Determine Eligibility of Patients 

C. Measure Performance on Spending & Quality 

D. Adjust Payments for Performance 

A. Obtain Participation by Payers, Providers, and Patients 

B. Finalize the APM Parameters 

C. Evaluate the APM 

D. Revise/Update the APM Parameters 
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A successful Alternative Payment Model will achieve  
reductions in healthcare spending in ways that maintain, 
and ideally improve, the quality of care for patients.   
Opportunities for doing this can be divided into the fol-
lowing eight categories: 

Reducing Spending on Planned Care: 

1. Avoiding the use of services that harm or have no 
benefit for the patient; 

2. Avoiding the use of services with harms or risks that 
outweigh the benefits; 

3. Using a different service or combination of services 
that is less expensive but achieves similar or better 
outcomes; and 

4. Delivering or obtaining the same services at a lower 
cost or price. 

Reducing Spending on Unplanned Care:   

5. Avoiding complications of treatment; 

6. Preventing new health conditions from developing; 

7. Identifying treatable conditions before they worsen; 

and 

8. Preventing existing health conditions from worsening. 

òReducing spendingó includes avoiding increases in 
spending that would otherwise have occurred if utiliza-
tion of avoidable services is expected to increase in the 
absence of the APM. 

There may also be opportunities to improve the quality 
of care or outcomes for patients that do not result in 
any healthcare savings.  If there is no change in spend-
ing, but quality or outcomes improve, that could still 
qualify as an APM.  If an opportunity for improving quali-
ty would require an increase in spending, it would need 
to be combined with an opportunity for reducing spend-
ing in order to be part of an APM.   

There are also situations in which spending may need to 
increase simply to sustain current levels of quality and 
outcomes, such as addressing the problems of under-
payment for services faced by many rural hospitals and 
physician practices.  Since these changes would not 
qualify as an APM, they would need to be pursued 
through other types of payment reform. 

STEP 1:  IDENTIFY OPPORTUNITIES FOR SAVINGS & QUALITY IMPROVEMENT 

STEP 2: IDENTIFY CHANGES IN SERVICES NEEDED TO IMPROVE CARE 

The existence of an opportunity for reducing a particular 
aspect of spending while maintaining or improving quali-
ty does not automatically mean that savings in that area 
can be reliably achieved; there must be a systematic 
way of delivering care differently that can successfully 
address that opportunity, and any additional spending 
involved must be less than the savings that are achieva-
ble.  To determine whether an Alternative Payment Mod-
el is feasible, three separate steps are needed: 

¶ Identify one or more changes to care delivery that are 
expected to achieve the desired savings or improve-
ment in quality.  An APM is unlikely to be successful 
unless it is clear there is at least one way to deliver 
healthcare services differently that can achieve the 
desired results in terms of savings and quality.  The 
specific ways in which services will need to change 
must be identified in order to ensure that the APM 
design adequately supports an improved approach to 
care delivery.   

¶ Determine the costs of delivering services under the 
revised approach to care.  The cost of delivering a 
service may be very different from what Medicare or 
other payers currently pay for the service (if they pay 
for it at all).  Even when the goal of the APM is to 
avoid unnecessary or harmful services, providers may 
need to spend more time or incur more costs in order 
to make the decisions to change services or to deliver 
alternative services.  If current payment amounts are 
less than the costs of delivering desirable services, it 
may be impossible to sustain those services under 

the APM; if payment amounts are higher than costs, 
reducing payments could provide an additional way 
to generate savings.   
 
Cost-to-charge ratios cannot be used to accurately 
determine the true costs of individual services.  
Moreover, if the volume of services changes under 
the APM, the cost of delivering services will also likely 
change.  Because a significant proportion of most 
healthcare providersõ costs are fixed, the average 
cost per service will increase when fewer services are 
provided.  Consequently, it is not enough to have a 
cost accounting system that reports what it currently 
costs to deliver a service; a cost model is needed that 
identifies the fixed costs, semi-variable costs, and 
variable costs associated with the service and esti-
mates how those costs will change when there are 
changes in the number or types of services delivered. 

¶ Determine whether there is a business case for pur-
suing development of an APM.  If the estimated in-
crease in cost associated with the change in service 
delivery is less than the savings expected to result 
from reducing the avoidable spending, the APM can 
be successful.  If not, a different approach to service 
delivery will be needed that has a lower cost or a larg-
er impact on avoidable spending, or a payment re-
form other than an APM may be more appropriate. 
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The current fee-for-service payment system may create 
barriers to the delivery of the new or modified services 
needed to achieve savings and/or improve quality.  If the 
APM does not identify and remove these barriers, it will 
be unlikely to achieve the desired results.  Common bar-
riers to implementing changes in care delivery include: 

¶ No payment for one or more of the services providers 
would need to deliver.  The current fee-for-service pay-
ment system defines specific payment amounts for 
over 15,000 different services.  Despite this, many 
payers do not pay at all for a variety of high-value ser-
vices, such as communications between physicians 
and patients, communications between primary care 
physicians and specialists, palliative care services for 
patients with advanced illnesses who do not qualify for 
hospice care, and many others.  In some cases, pay-
ments may only be available for the service in certain 
circumstances that do not include the patients or pro-
viders targeted by the APM. 

¶ Current payments for the services to be delivered are 
less than needed to cover the costs of delivering the 
services.  For example: 

§ Underpayment for specific phases of care.  The 
amount of payment may be too low for a service 
when it is delivered during certain phases of the 
care process. 

§ Underpayment for specific kinds of patients.  If 
there is only one payment amount for delivery of a 
service, but the amount of time, staffing, or materi-
als required to deliver the service varies significantly 
from patient to patient, then the provider will be 
financially penalized for treating the higher-cost 
patients. 

§ Underpayment related to volume.  The payment 
amount may be too low for providers who deliver 
the service less frequently than others.  Because a 
significant portion of the costs of many healthcare 
services is fixed, a healthcare provider that reduces 
the volume of services delivered can experience 
losses when paid an amount that would be ade-

quate for higher-volume providers.  Providers in 
rural areas will often have higher costs to deliver a 
service than providers in more densely-populated 
areas simply because of the lower number of eligi-
ble patients. 

§ Underpayment for new services.  There will often be 
significant startup costs associated with a new ser-
vice, or a period of time in which costs have to be 
incurred before revenue can be generated.  A pay-
ment amount that is adequate to cover ongoing 
costs may not be enough to enable recovery of 
startup costs.   

¶ Healthcare providers are unable to control the types 
or costs of services delivered by the other providers 
they rely on for a portion of their patientsõ care.  Under 
current fee-for-service payment systems, each provid-
er is paid separately for the services they deliver, and 
so a provider participating in the APM may be unable 
to control whether other providers deliver an undesir-
able service, fail to deliver a service that patients 
need, or use an unnecessarily expensive method of 
delivering a needed service.   

¶ Patients are unable to afford to pay for the services or 
to pay their share of the cost of services under their 
insurance plan.  If the patient feels the cost-sharing 
amount is unaffordable or is not commensurate with 
the benefit of the service to them, the patient may not 
seek out or accept a service, even if doing so would 
enable the insurer to achieve savings on its share of 
the payments or enable the provider to achieve better 
outcomes for the patient.   

There may also be barriers to delivering the desired ser-
vices or reducing the avoidable services that have noth-
ing to do with the payment system, such as fear of being 
sued if a test or service was not delivered, inability to 
deliver a particular service because of the scope of prac-
tice laws in the state, or restrictions in federal and state 
fraud and abuse statutes.  These barriers cannot be ad-
dressed by changes in the payment system alone.   

STEP 3:  IDENTIFY THE BARRIERS IN THE CURRENT PAYMENT SYSTEM 

STEP 4:  DESIGN THE ALTERNATIVE PAYMENT MODEL 

An Alternative Payment Model needs four distinct,  
but interrelated components: 

APM Component #1:  

A mechanism for reducing or eliminating the barriers 

in the current payment system that impede deliver-

ing the services that would reduce specific types of 

avoidable spending;  

APM Component #2:  

A mechanism for assuring patients and payers that 

the avoidable spending targeted by the APM will de-

crease (if the goal of the APM is to achieve savings), 

or that spending will not increase (if the goal of the 

APM is to improve quality);  

APM Component #3:  

A mechanism for assuring that patients will receive 

equal or better quality of care and outcomes as they 

would with the kind of care delivery they receive 

under the current payment system; and 

APM Component #4:  

A mechanism for determining which patients will be 

eligible for the services supported by the APM. 

There are multiple ways to implement each of these 

components.   
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If the current payment system creates barriers to deliver-
ing the services needed to achieve reductions in avoida-
ble spending, the APM needs to remove those barriers or 
at least reduce them.  The mechanism used to do that 
depends on the nature of the barriers and on the ways 
care may be delivered once the barriers are removed.  
There are at least fourteen options for doing this.  These 
options are not mutually exclusive, and two or more op-
tions may need to be combined, either to address multi-
ple barriers in the current payment system or to avoid 
creating a new type of barrier by using an overly narrowly-
defined payment change.   

Paying for Unpaid Services 

Option 1: Pay a Fee When the Service is Delivered.  If the 
barrier to delivering a high-value service is that there is 
no payment for that service, the most straightforward 
solution is to simply create a fee for the service.  If there 
are only specific circumstances in which delivery of the 
service is desirable, those circumstances can be defined 
as conditions required in order for the fee to be paid.  
Concerns about potential overuse of the service can be 
addressed through Component #2 of the APM. 

Option 2: Pay for the Service Through a Bundled Fee for 
a Group of Services.  An alternative to paying a separate 
fee for an individual service is to include the service as a 
part of a group of services and pay a single òbundledó fee 
for the group.  This can be desirable if the service should 
always or almost always be delivered together with the 
other services in the group, if the service is intended as 
an alternative to one or more of the other services in the 
group, or if there are different ways of delivering the ser-
vice itself to achieve the same results.  However, bun-
dled payments are not always better, particularly when 
different patients will need more or fewer of the services 
in the bundle. 

Aligning Payments With the Costs of Services 

Option 3: Increase the Payment to Cover Costs.  If the 
payment amount for a service is lower than the cost of 
delivering that service in most or all circumstances, an 
obvious solution is to increase the amount of payment to 
match the cost of delivering the service.  If the payment 
is too low in specific circumstances, then it may be pref-
erable to define a different payment for the service in 
those circumstances, using Option 1. 

Option 4: Stratify Payments by Phase of Care.  If there 
are situations in which the òsameó service or group of 
services is costlier to deliver in one phase of care than 
another, e.g., when a chronic condition is first diagnosed 
and treated, payments can be òstratifiedó by phase, i.e., 
the amount of payment is determined by both the type of 
service and the phase of care in which it is delivered.   

Option 5: Stratify Payments by Patient Characteristics.  If 
it takes longer to deliver a service to patients with specif-
ic characteristics, or if the costs for materials or devices 
are higher for certain types of patients, higher payments 
can be defined for the service when it is delivered to pa-

tients with those characteristics.  Stratification is usually 
preferable to òrisk-adjustingó payment amounts because 
of weaknesses in the methodologies used for risk ad-
justment.   

Option 6: Condition-Based Payments.  If the cost of deliv-
ering a service depends more on the number and types 
of patients being treated than on the number of times 
the service is delivered, a òcondition-based paymentó ð 
paying based on the number of patients treated for a 
particular condition ð will be preferable to paying fees 
for each individual service.  A òconditionó could include 
multiple diseases that require coordinated treatment, 
and condition-based payments can also be stratified 
and/or bundled.  There will need to be an objective way 
of defining and documenting the presence of the condi-
tion that will trigger the payment. 

Option 7: Standby Capacity Payments.  There are a num-
ber of important healthcare services, such as hospital 
emergency departments, which must be available in a 
community regardless of how many patients are treated 
or whether any patients are treated at all.  Fee for ser-
vice payment is not an appropriate way to pay for these 
òstandbyó services, because the services provide a ben-
efit not just to patients who actually use them, but also 
to the individuals who could have potentially needed 
them.  Standby capacity payments represent a way to 
ask òpotential patientsó to pay for the fixed costs of this 
standby capacity. 

Option 8: Volume-Based Adjustments.  An alternative 
approach when services have significant fixed costs is to 
pay on a per-service basis, but explicitly adjust the pay-
ment amount based on the total volume of the services 
delivered by the provider.   

Option 9: Outlier Payments.  If there are individual pa-
tients who have unique characteristics that make the 
cost of delivering services dramatically higher than aver-
age, a provider could receive an outlier payment to cover 
all or part of the extra costs involved in delivering ser-
vices to those patients. 

Option 10: Cost-Based Payments.  A cost-based pay-
ment explicitly ties the payment amount to the actual 
cost a provider incurs for delivering a service or combi-
nation of services to the specific patients who received 
the services.   

Option 11: Using Multi-Component Payment Structures.  
Options 1-9 are each designed to align payment with 
one aspect of costs ð either fixed costs, semi-variable 
costs, or variable costs ð but not with all three.  Since 
most services involve a combination of fixed costs, semi-
variable costs, and truly variable costs, none of the op-
tions is ideal for matching payment to costs at different 
volumes of services.  To address this, a payment model 
can be created that explicitly includes separate compo-
nents using two or more options from Options 1-9.   

APM Component #1: Removing the Barriers in the Current Payment System 
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Enabling Control of Services Delivered by  
Other Providers 

Option 12: Multi-Provider Bundled Payment.  In a multi-
provider bundled payment, a single payment supports all 
of the individual services delivered by all of the providers 
who need to work as a team, so all of the included pro-
viders can hold each other accountable for what they are 
doing and how they are paid.  Such bundles work best 
when the providers have agreed to work together as a 
team and the patient has agreed to use the members of 
that team for the services included in the bundle. 

Modifying Cost-Sharing 

Option 13: Modify standard cost-sharing rules.  In most 
insurance plans, the amount that a patient is expected 
to pay for a healthcare service is determined using some 
combination of copayments, co-insurance, and deducti-
bles.  Special cost-sharing requirements could be creat-
ed for services delivered under the APM to ensure that 
they do not discourage the use of desirable services or 
encourage the use of undesirable services.   

Option 14: Create or change last-dollar cost-sharing 
amounts.  Typical cost-sharing requirements are òfirst 
dollar,ó i.e., the amount that the patient pays is deter-
mined first, and then the payer pays the rest.  An alterna-
tive is to require the patient to pay the òlast dollaró of the 
cost, i.e., if there are two different choices of services or 
providers, the patientõs cost sharing would be based on 
the difference in the cost.   

COMPONENT #1: Removing the Barriers in the Current Payment System  

Payment Option Payment Barrier(s) Addressed Challenges/Weaknesses 

 1.    Pay a fee for the service No payment for a high-value service Can encourage unnecessary use 

 2.   Bundled payment  
for a group of services 

No payment for a service that  
complements or substitutes for  
other services 

Can limit flexibility if patients need  
different combinations of services 

 3.   Higher payment for the service Payment is usually below cost Can encourage unnecessary use 

 4.   Payment stratified by phase of care Payment too low in some phases Requires clear definition of phases 

 5.   Payment stratified by  
patient characteristics 

Higher cost of delivering service to 
certain types of patients 

Requires objective way of assessing 
presence of characteristics 

 6.   Condition-based payment 
Cost depends more on number and 
type of patients than # of services 

Can encourage over-diagnosis of  
condition 

 7.   Standby capacity payment 
Service needs to be available even if 
no patients need or use it 

Requires determining minimum  
capacity needed for service 

 8.   Volume-based payment adjustment Higher cost for low-volume providers  
Can encourage delivery of  
low volumes of service 

 9.   Outlier payment Higher cost for specific patients Can reward inefficiency 

10. Cost-based payment Costs differ for different providers Can encourage inefficiency 

11. Multi-component payment 
Cost of services depends on 
multiple factors 

Increases the complexity of payment 

12. Multi-provider bundled payment 
Multiple providers need to deliver 
services in a coordinated way 

Requires designating a payment  
recipient and allocation method 

13. Modified first dollar cost-sharing 
Co-pays, co-insurance, deductibles 
discourage use of high-value service 

Lower cost-sharing can encourage  
unnecessary use 

14. Last-dollar cost-sharing 
Different providers/services have 
similar benefits but different costs 

Can discourage use of higher-cost  
services that have better outcomes 
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If the changes in payment included in Component #1 
eliminate or adequately mitigate the payment barriers 
identified in Step 3, then it should be feasible for pa-
tients to receive the kinds of services defined in Step 2.  
However, in order to make these changes in payment, a 
payer or patient will also want assurance that the ex-
pected savings will actually materialize.  An accountabil-
ity component for spending has four distinct elements:  

1. One or more measures of spending or utilization that 
the participants in the APM will be accountable for 
reducing or controlling; 

2. A Target for each of these measures, i.e., the level 
that must be achieved or maintained or the change 

that must occur in order for the APM to be deemed 
successful in achieving its goal; 

3. A performance assessment methodology, i.e., the 
calculations that will be made to determine whether 
a specific entity participating in the APM has 
achieved or maintained the targets. 

4. A mechanism for adjusting payments based on per-
formance, i.e., what changes will be made in pay-
ments if the targets are not achieved. 

It is often desirable to have multiple accountability com-
ponents for different aspects of spending.   

The APM needs to define the specific aspects of utiliza-

tion or spending for which the participant in the APM will 

be accountable and how they will be measured.   

If the APM is explicitly intended to reduce or control 
spending on certain types of services, then the APM 
needs specific measures for each of those services or 
the aspects of spending that are to be reduced.  This 
could include: 

¶ Planned reductions in utilization or spending on ser-
vices delivered by the APM participants. 

¶ Planned reductions in utilization or spending on ser-
vices ordered from other providers. 

¶ Reductions in utilization or spending on unplanned 
services that the APM is intended to achieve. 

¶ Spending on complications of treatment related to the 
new or expanded services under the APM.   

¶ Spending on complications of undertreatment when 
fewer or different services are being delivered under 
the APM.   

¶ Spending on substitutions of other services for the 
services reduced by the APM.   

¶ Spending from increased utilization of a lower-priced 
service.   

Using a òtotal cost of careó measure may seem simpler 
and more reliable than defining and measuring spending 
for specific types of services, but such a measure can be 
problematic because individual providers generally can-
not control all aspects of utilization and spending.  Using 
measures of total spending can also be problematic for 
the patients who are receiving services supported by the 
APM because it creates financial incentives for providers 
to inappropriately delay or withhold needed services.  
Moreover, the random variation in utilization and spend-
ing in a total cost of care measure can hide meaningful 
reductions in spending that are achieved in specific 
types of services.  These problems can be reduced by 
using a more narrowly-defined composite measure that 
includes only services related to the specific condition 
for which the patient is being treated or to a specific pro-
cedure the patient has received (e.g., an òepisode 

spendingó measure).  However, use of any kind of compo-
site measure makes it more difficult for providers, payers, 
and patients to determine whether the APM is achieving 
savings in desirable or undesirable ways.   

In most cases, the best approach will be to use a combi-
nation of both service-specific measures and composite 
measures based on the types of impacts on spending the 
APM could have.  Two or three separate groups of 
measures or composites could be defined as follows: 

a. Potentially Avoidable Spending, i.e., one or more ser-
vice-specific measures for aspects of spending where 
the APM is intended to achieve savings.  For each of 
these measures, specific goals for savings would be 
defined.   

b. Related Spending, i.e., service-specific measures, or a 
single composite measure, focused on specific types 
of services and spending where increases caused by 
the APM are possible but undesirable.  Here, the goal 
would be no increase in utilization or spending on 
these measures of related spending (or an increase 
smaller than the savings on targeted spending). 

c. Unrelated Spending.  If there is concern that utiliza-
tion or spending could increase in other, unidentified 
areas, an additional broad composite measure of 
spending could be defined by taking an episode 
spending measure or total cost of care measure and 
subtracting the aspects of utilization or spending de-
fined in the first two groups, and monitoring this 
measure for significant changes. 

Instead of measuring spending, it may be preferable to 
measure utilization or resource use in order to separate 
the effects of individual providersõ decisions about which 
services to use from decisions made by pharmaceutical 
companies, device manufacturers, and large health sys-
tems about the prices they charge for services.  Moreo-
ver, it will generally be desirable to stratify or risk-adjust 
measures of utilization and spending for differences in 
patient needs.  In addition to defining the types of ser-
vices for which utilization, spending, resource use, or ap-
propriateness will be measured, a decision must also be 
made about the timeframe in which those services must 
occur in order to be included in the measure.   

APM Component #2: Creating Accountability for Spending 

1. Defining the Accountability Measures 
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Alternative Ways of Setting Targets 

A Target for each of the measures is needed that defines 
the level of spending or utilization that must be achieved 
to assure that the business case for the APM is being 
fulfilled.  Two different types of Targets can be defined 
based on the types of savings that are expected: 

a. Patient-Level Targets.  Ideally, an APM will define the 
Target for a measure in terms of the level of service 
utilization or spending that is appropriate for each 
individual patient, based on that patientõs needs.  
This is easiest to accomplish for an APM that makes 
changes in planned services that are expected to 
achieve net savings for every participating patient 
with particular characteristics (e.g., use of a less ex-
pensive but equally effective service).  When different 
types or amounts of services are appropriate for dif-
ferent patients, the Target could be defined as adher-
ence to evidence-based clinical guidelines or 
òpathways.ó  

b. Population-Level Targets.  An alternative is to define 
Targets in terms of the level of utilization or spending 
to be achieved for a group of patients.  This is most 
appropriate in APMs that are designed to reduce un-
planned services, since any individual patient might 
or might not have experienced an unplanned service 
(e.g., a complication of surgery) even without the 
APM.  There are three different ways to set Popula-
tion-Based Targets: 

i. Benchmark-Based Target.  Because spending 
under an APM is required to be equal to or lower 
than it would have been in the absence of the 
APM, most Population-Level Targets, at least ini-
tially, will likely be defined as a Benchmark-Based 
Target using two separate components: 

¶ a Benchmark that defines what level of spend-
ing/utilization for the group of patients receiv-
ing services supported by the APM is viewed 
as reflecting òno impact of the APMó; and  

¶ a Target Change, i.e., the minimum or maxi-
mum amount by which actual spending or utili-
zation under the APM should differ from the 
Benchmark. 

ii. Evidence-Based Target.  If there is evidence indi-
cating that a specific level of utilization or spend-
ing can be achieved that is lower than the level 
currently being achieved by most providers, then 
that level of utilization and spending could be set 
as an Evidence-Based Target, thereby avoiding 
the need to define Benchmarks and Target 
Changes.   

iii. Competitive Target.  In situations in which there 
are multiple providers offering services under an 
APM, the Target could be set through a competi-
tive process. 

Alternative Ways of Defining  
Population-Level Benchmarks 

If a Benchmark-Based Target is going to be utilized, 
three basic methods can be used to define the Bench-
mark: 

¶ Prior Performance Benchmark.  This is based on the 
actual level of spending or utilization during a previ-
ous period of time, either for the same patients or for 
the patients the same provider has treated or man-
aged in the past. 

¶ Comparison Group Benchmark.  This is based on the 
actual level of spending for a group of patients who 
are not participating in the APM but who are similar 
to those who are in the APM. 

¶ Counterfactual Benchmark.  This is based on an esti-
mate of what the spending or utilization in the cur-
rent year would be for the specific patients who are 
receiving services supported by the APM. 

Alternative Ways of Defining Target Changes 

Since the Benchmark for a measure is intended to rep-
resent the level of spending/utilization that reflects òno 
impactó of the APM, the Target Change must define the 
magnitude of the desired impact of the APM.  There are 
four different approaches that could be used to define 
the Target Change: 

¶ Minimum/Maximum Change Needed for Success.  If 
the APM is intended to reduce utilization or spending, 
the Target Change could be set at a level that 
achieves sufficient savings to offset any expected 
increases in spending on desirable services.  If the 
goal is to avoid an increase in spending, the Target 
Change could be defined as either zero or an in-
crease that would be less than the net savings ex-
pected for other services under the APM. 

¶ Change Achieved by a Comparison Group.  Since 
there is frequently uncertainty regarding whether 
unplanned care will occur and the extent to which 
changes in planned care will be able to affect it, the 
Target Change could be defined based on what other 
participants in the APM have achieved, or what par-
ticipants in other initiatives have achieved.   

¶ Statistically Significant Change.  Since there is a con-
siderable amount of patient-to-patient variation in 
utilization and spending on services, and not all of 
this variation is controllable by the APM participant or 
even predictable, the Target Change could be defined 
in such a way as to provide confidence that the 
change was not due to random variation.   

¶ Desired Level of Change.  The Target Change amount 
could also be set at a level that would achieve a spe-
cific amount of savings or a specific level of utiliza-
tion that is desired by the payer and/or the providers 
and is believed to be achievable.   

2. Setting the Performance Targets for Utilization and Spending 
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Issues in Defining Spending/Utilization Targets 

Several additional issues need to be addressed in setting 
Targets for spending or utilization: 

¶ Prospective vs. Retrospective Targets.  A Prospective 
Target is determined before the beginning of the time 
period in which performance is going to be evaluated, 
whereas a Retrospective Target is determined after-
wards.  In general, it is preferable to use Prospective 
Targets so that providers know what is required for 
success and payers and patients can predict how 
much they will need to spend. 

¶ Common Targets or Participant-Specific Targets.  Alt-
hough it easier for a payer to assure that overall sav-
ings are being achieved if each provider participating 
in an APM is required to generate savings, this can 
penalize providers who had already found ways to re-
duce avoidable spending prior to the APM, and it can 
result in individual patients and payers paying more 
for care from APM participants that were able to 
òachieve savingsó simply by partially reducing use of 
services they had been overutilizing in the past. 

¶ Ensuring Similarity of Patients in Calculating  
Benchmarks.  If the patients used in calculating 
benchmarks are different from the patients participat-
ing in the APM, failure to adjust for the differences 
could result in the provider being inappropriately re-
warded or penalized.  Making adjustments solely 
based on diagnosis codes can be problematic, both 
because many important differences in patients are 
not captured by diagnosis codes and because the 
completeness and accuracy of coding is likely to be 
higher for the patients in the APM. 

¶ Revising Targets and Changing the Target  
Methodology Over Time.  Changes in costs, technolo-
gy, and medical evidence require that Benchmarks 
and Targets be updated regularly.  In addition, it may 
be necessary to change the methodology for setting 
Benchmarks or to move to a different approach to 
setting Targets if there is no longer a good basis for 
defining comparison groups.   

3. Assessing Performance on Utilization and Spending 

An assessment methodology is needed to determine the 
extent to which any difference between the measure and 
the Target was due to the APM participantõs perfor-
mance rather than errors in calculation or measurement 
or the effects of uncontrollable factors, rare events, or 
random variation.  Because there is a large amount of 
unexplained variation in most measures of utilization 
and spending, there will be considerable uncertainty as 
to whether a difference between the measured level of 
utilization/spending and the Target represents an actual 
change in utilization/spending and whether the change 
is attributable to actions by the providers participating in 
the APM.   

Although it is important to recognize the impacts of ran-
dom variation and to try to avoid drawing incorrect con-
clusions because of it, an excessive focus on statistical 
significance can be problematic.  Although requiring high 
levels of statistical significance theoretically reduces the 
chance of inappropriately determining that an APM has 
been successful, it also increases the chance of inappro-
priately determining that an APM has failed (i.e., reduc-
ing òType I errorsó increases òType II errorsó).  These 
tradeoffs are particularly important to consider if only a 
small number of patients are participating in the APM, if 
the patients are diverse, and if the performance period is 
short.  A good performance assessment methodology 
should consider both the magnitude and the certainty of 
a providerõs performance in determining success or fail-
ure. 
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Once the spending measures, targets, and methods of 
assessing performance are defined, the final step is 
defining the mechanism of accountability, i.e., the ac-
tions that will be taken if the actual performance on 
one or more of the measures is determined to have 
fallen short of the target level.  There are five basic op-
tions for accountability: 

Option 1: Penalties or Bonuses in  
Addition to  
Service-Based Payments   

Under this option, the healthcare provider that is partici-
pating in the APM is paid for delivering the desirable 
services using whatever methodology is defined in Com-
ponent #1, but the provider is required to pay a penalty 
if the Targets on one or more utilization/spending 
measures are not achieved.   

In general, it is desirable to make the penalty propor-
tion to performance on the measure.  In addition, a 
method is needed for determining the absolute amount 
of the penalty.  Two options for determining the abso-
lute amount of the penalty are: 

¶ Basing the penalty on the amount the provider is 
paid for planned services.   

¶ Basing the penalty on the Target Change in spending 
for the providerõs patients.   

In addition, limits can be placed on the penalties in or-
der to limit the financial impact of poor performance on 
the provider, and bonuses can be used in addition to 
penalties to reward and encourage performance that is 
better than the Targets. 

Option 2:  Outcome-Based Payments  
for Services   

Under this option, the APM participant would receive no 
payment under the APM for an individual patient unless 
(a) the provider delivered the services the patient was 
supposed to receive, and (b) that patient did not re-
ceive the planned or unplanned services that the APM 
was supposed to avoid.   

From the patientõs perspective, this is how a value-
based payment should work: a patient only pays for 
services (or only pays the full price) if they received the 
right services and those services achieved the desired 
outcome.  Under Option 2, the amount the APM pays for 
planned services would need to be increased to reflect 
not only the cost of the services but the likelihood that 

the provider will achieve the Target.  Limits could also 
be placed on the maximum amount that a provider 
could lose.   

Option 3: Bundled/Warrantied Payments  
for Services    

Under Option 2, a patient or payer would not have to 
pay a provider for planned services if the services did 
not achieve the desired outcome, but the patient/payer 
would still have to pay for the unplanned services or 
increases in spending they had expected to avoid.  Un-
der Option 3, the provider would be expected to use the 
payment not only to support the planned services but 
also to pay for any unplanned services that were sup-
posed to be avoided.   

This is analogous to a warranty on a product or service.  
The APM participant is not guaranteeing that no compli-
cations or other unplanned services will occur, it is 
merely agreeing to pay to treat them if they do occur 
without receiving any additional payments from the pa-
tient or payer.  Similar to warranties in other industries, 
the amount of a bundled/warrantied payment for a ser-
vice would be higher than payments today because it 
would cover unplanned services that would otherwise 
be paid separately. 

Option 4:  Terminating a Providerõs  
Participation in the APM   

Options 1-3 all assume that a provider that fails to meet 
a Target will pay some type of financial penalty and con-
tinue participating in the APM (if they wish to do so).  A 
fourth option is to simply terminate the providerõs partic-
ipation in the APM altogether if the provider does not 
achieve success on the performance measures.  This 
allows greater flexibility to consider the circumstances 
that may have led to failure or success in meeting the 
targets.   

Option 5: Terminating the APM   

A final option is simply to stop using the APM altogether.  
If APM participants collectively are not succeeding in 
reducing spending or maintaining spending while im-
proving quality, then it makes sense to modify the de-
sign of the APM or to terminate it and develop some-
thing different. 

4. Making Performance-Based Adjustments to Payments 
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It is not enough for an Alternative Payment Model to 
maintain or reduce spending; there must also be a way 
of assuring that the quality of care for patients is main-
tained or improved.  There are four distinct elements in 
an accountability component for quality:  

1. One or more measures of quality that need to be 

maintained or improved by the services supported by 

the APM; 

2. Targets for the level of quality that must be main-

tained or the improvement that must be achieved in 

each aspect of quality in order for the APM to be 

deemed successful in achieving its goal; 

3. A performance assessment methodology to deter-

mine whether a specific provider participating in the 

APM has achieved the quality Targets; and 

4. A mechanism for adjusting payments based on per-

formance, i.e., what changes will be made in pay-

ments if the Targets are not achieved. 

APM Component #3: Creating Accountability for Quality 

Many current APMs have chosen to hold APM partici-

pants accountable only for aspects of quality where 

measures already exist.  However, if those measures do 

not match the specific aspects of quality likely to be af-

fected by the APM, they will not provide adequate protec-

tion for patients and they will divert providersõ attention 

from the intended goals of the APM.  Determining wheth-

er existing or new measures are most appropriate re-

quires three separate steps: 

a. Identifying the aspects of quality affected by the APM;  

b. Determining how to assess changes in quality; and 

c. Determining whether and how data needed to make 

such assessments can be obtained. 

a. Identifying the Aspects of Quality  
Where Accountability is Needed 

There are four general areas that should be examined to 
determine what quality measures are needed: 

¶ Aspects of quality where the APM is intended to make 
improvements. 

¶ Aspects of quality that could be harmed by changes in 
services that are explicitly encouraged by the APM. 

¶ Aspects of quality that could be harmed by incentives 
created through the payment methodology or spend-
ing accountability components of the APM.   

¶ Aspects of quality necessary to ensure accurate pay-
ment under the APM (e.g., accuracy of data on diagno-
sis and outcomes). 

b. Determining How to Assess a  
Particular Aspect of Quality 

Ideally, the quality of care would be assessed based on 
the outcomes achieved for patients.  However, relatively 
few outcome measures have been developed and even 
fewer are currently in use because of the challenges in 
collecting and interpreting outcome measures.  In addi-
tion, most outcomes are not totally under the control of 
healthcare providers.  òProcessó measures, i.e., 
measures of whether a particular activity was performed, 

are more commonly used because they are easier to 
collect and because they tend to focus on aspects of 
care delivery that the provider can control.  However, 
process measures can be problematic if a goal of the 
APM is to enable care to be delivered in different ways.  
A third option is òintermediate outcomes,ó such as  
laboratory test results and other biomarkers, if they are 
highly correlated with longer-term outcomes.  

The choice of measures should be based on the goals 
of the APM and the care it is designed to support: 

¶ Outcome measures will be preferable when providers 
can control the factors that affect outcomes.   

¶ Process measures will be appropriate when the goal 
is to achieve more reliable or efficient delivery of cur-
rent evidence-based processes.   

¶ A combination of process and outcome measures will 
be desirable when the goal is to deliver care in ways 
that are not supported by the current payment sys-
tem.  The process measures would ensure that  
desirable changes are made in care, and the out-
come measures would ensure the changes are hav-
ing positive impacts on the patients. 

c. Obtaining Data to Assess the  
Quality of Care 

No matter which quality measures would be most desir-
able in theory, it will only be possible to use measures 
for which the necessary data can be obtained in an ac-
curate, reliable, affordable, and timely way.  If data that 
match the definition of quality needed for the APM are 
not collected currently, new or modified data will be 
needed, and the APM will need to pay enough to cover 
the costs associated with collecting these data.   

For each quality measure, the Target level of quality the 
APM participants will be expected to achieve must be 
defined.  At a minimum, the Target should ensure that 
the quality of care did not decrease, and if the APM is 
intended to improve quality, the Target would need to 
reflect that.  

1. Defining the Accountability Measures 
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Using Patient-Level Targets to  
Ensure Quality Does Not Decrease 

Most current quality measures cannot be used to ensure 
that the quality of care is not harmed by an APM.  These 
population-based quality measures calculate the per-
centage of patients for whom a process was performed 
or a particular outcome level was achieved, and com-
pare that percentage to a previous period or to patients 
who are not participating in the APM.  However, the fact 
that a similar or higher percentage of patients is receiv-
ing high quality care under the APM does not mean that 
every patient is receiving equal or better quality care.   

From a patientõs perspective, what matters is whether 
the APM is maintaining or improving the quality of care 
that individual patient receives, not what happens to 
other patients.  Consequently, the starting point in set-
ting quality targets for an APM is to define appropriate 
Patient-Level Targets, i.e., the threshold(s) that will be 
used for determining if an individual patient is benefit-
ting or being harmed by participating in the APM. 

There are several approaches that can be used to define 
Patient-Level Targets for quality: 

¶ Maintaining Prior Levels of Quality, if the patients 
have been receiving treatment for the same condition 
in the past;  

¶ Achieving Evidence-Based Standards or Guidelines;  

¶ Achieving Statistically Significant Improvement;  

¶ Achieving Clinically Important Improvement; and 

¶ Achieving Patient-Specific Goals.   

Using Population-Level Targets to  
Assess Improvements in Quality 

If the APM is intended to improve quality on a particular 
measure, a Population-Level Target can be used in addi-
tion to a Patient-Level Target.  Although it is problematic 
if any individual patients are being harmed by participa-
tion in the model, it is not necessary that every patient 
receive better care in order for the APM to be deemed 
successful in improving care, just as an APM can be suc-
cessful financially if savings are achieved for some but 
not all patients.  Consequently, if the APM is expected to 
improve quality, two sets of Targets should be defined:  

¶ a Patient-Level Target that defines the minimum level 
of quality that must be achieved for each patient; and 

¶ a second Patient-Level Target that defines the higher-
than-minimum level of quality that is desired for each 
patient, and an associated Population-Level Target 
defining the proportion of patients who need to 
achieve the higher Patient-Level Target in order for 
the APM to be viewed as successful. 

There are three basic approaches that can be used to 
define Population-Level Targets for quality: 

¶ Status Quo-Based Targets, i.e., improvements in qual-
ity compared to current or recent quality levels for the 
same or similar patients.  This requires both a meth-
od of defining the òStatus Quoó and also defining the 
Target Change from the Status Quo.  Alternative ways 
of defining the Target Change include: 

§ Goal-Based Change, e.g., the level of improvement 
that would be viewed as sufficient by either payers 
or providers to justify implementing the APM.   

§ Statistically Significant Change, i.e., the minimum 
change needed to provide assurance that a change 
is not due to random variation. 

§ Clinically Important Difference, i.e., the minimum 
change needed to be perceived by patients as an 
improvement in one or more outcomes. 

§ Comparison Group Change, i.e., the change in 
quality for a comparison group not participating in 
the APM. 

¶ Evidence-Based Targets, if there is research showing 
the quality of care or outcomes that can consistently 
be achieved for the types of patients participating in 
the APM when they receive the services the APM is 
designed to support. 

¶ Competitive Targets, i.e., allowing individual providers 
to determine the level of quality they believe they can 
achieve.  

Issues in Defining Quality Targets 

The issues described in Component #2 with respect to 
targets for utilization/spending measures also apply to 
the targets for quality measures. 

¶ Prospective vs. Retrospective Targets.  In general, it is 
preferable to use Prospective Targets so that provid-
ers know what is required for success. 

¶ Common Targets or Participant-Specific Targets.  Alt-
hough Participant-Specific Targets can encourage 
participation by lower-performing providers, they can 
be problematic from the perspective of patients since 
they result in the same amount of payment for differ-
ent levels of quality.   

¶ Revising Targets and Changing the Target Methodolo-
gy Over Time.  Changes in technology and medical 
evidence require that Quality Targets be updated reg-
ularly.  In addition, it may be necessary to change the 
methodology for setting Targets if there is no longer a 
good basis for defining comparison groups.   

2. Setting the Performance Targets for Quality 
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As with Component #2, a methodology is needed to deter-
mine the extent to which any difference between the 
measured level of quality and the Target was due to the 
APM participantõs performance rather than errors in calcu-
lation or measurement or the effects of uncontrollable 
factors, rare events, or random variation.  Requiring high 
levels of statistical significance reduces the chance of 
inappropriately determining that an APM has been suc-

Once the quality measures, Targets, and methods of as-
sessing performance are defined, the final step is defining 
the mechanism by which APM participants will be penal-
ized or rewarded based on how actual performance com-
pares to the Targets.  There are five options, which are 
similar, but not identical, to those described in Component 
#2: 

Option 1: Penalties or Bonuses in Addition 
to Service-Based Payments   

Under this option, the healthcare provider that is partici-
pating in the APM is paid for delivering the desirable ser-
vices using whatever methodology is defined in Compo-
nent #1, but the provider is required to pay a penalty if the 
Targets on one or more quality measures are not 
achieved.   

In general, it is desirable to make the penalty proportional 
to performance on the measure.  Three different ap-
proaches can be used to determine the absolute amount 
of the penalty: 

¶ Basing the penalty on the perceived value of quality, 
i.e., a dollar amount would be assigned to the shortfall 
in quality based on the patientõs or payerõs view of the 
value of achieving the Target. 

¶ Basing the penalty on the amount of payment for 
planned services, e.g., a percentage of the payment the 
provider in the APM would have received if the Target 
had been achieved. 

¶ Basing the penalty on the penalty or bonus for utiliza-
tion/spending in Component #2.  This approach is used 
in many APMs, but it is undesirable because it can re-
sult in no penalty for quality problems, regardless of 
how serious they are, as long as spending targets are 
met. 

Limits can be placed on the penalties in order to limit the 
financial impact of poor performance on the provider. 

It is challenging to provide bonuses for higher-than-
expected quality under an APM because the bonus could 
potentially increase overall spending under the APM.   

Option 2:  Outcome-Based Payments for  
Services 

Under this option, the APM participant would receive no 
payment under the APM for an individual patient unless 
the provider achieved the Patient-Level Targets for that 
individual patient.  From the patientõs perspective, this 
is how a value-based payment should work: a patient 
only pays for services (or only pays the full price) if they 
received the right services and those services achieved 
the desired outcome.  However, this approach would 
work best for quality measures where it is feasible for a 
provider to achieve nearly 100% success. 

Option 3:  Warrantied Payments  
for Services    

Under Option 2, a patient or payer would not have to 
pay a provider for planned services if the services did 
not deliver adequate quality care, but the patient would 
still experience the negative effects of the poor-quality 
care.  Under Option 3, the provider might still receive 
the standard payment for the services that were deliv-
ered to the patient, but the provider would pay the pa-
tient some amount of compensation to offset the im-
pacts of the poor-quality care.   

Option 4:  Terminating a Providerõs  
Participation in the APM  

Options 1-3 all assume that a provider that fails to meet 
a Target will pay some type of financial penalty and con-
tinue participating in the APM (if they wish to do so).  A 
fourth option is to simply terminate the providerõs par-
ticipation in the APM altogether if the provider does not 
achieve success on the performance measures.  This 
allows greater flexibility to consider the circumstances 
that may have led to failure or success in meeting the 
targets.   

Option 5: Terminating the APM  

A final option is simply to stop using the APM altogether.  
If APM participants collectively are not succeeding in 
maintaining or improving the quality of care, then it 
makes sense to modify the design of the APM or to ter-
minate it and develop something different. 

3. Assessing Performance on Quality 

4. Making Performance-Based Adjustments to Payments 

cessful, but increases the chance of inappropriately de-
termining that an APM has failed (i.e., reducing òType I 
errorsó increases òType II errorsó).  These tradeoffs are 
particularly important to consider if only a small number 
of patients are participating in the APM, if the patients 
are diverse, or if the performance period is short.   
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Even if an Alternative Payment Model is successful in 
reducing use of unnecessary services, there is the risk 
that the services supported by the APM will be overuti-
lized in ways that can compromise its success in 
achieving savings.  In order to address this, eligibility 
criteria can be defined that limit participation to the 
patients who would have been most likely to receive 
the unnecessary services and/or to benefit from the 
services supported by the APM.   

However, caution is needed to avoid having eligibility 
criteria encourage overdiagnosis or overtreatment.  
Narrowly-defined eligibility criteria can create a per-
verse incentive for both the patient and the provider to 
find ways for the patient to meet the criteria in order to 
receive desirable services available only through the 
APM.  An alternative is to stratify the payment amounts 
and accountability measures in the APM, so that pa-
tients with lower levels of need can still participate but 
receive services matched to their needs.   

It is essential that the determination of whether a pa-
tient is eligible for an APM be made prospectively, i.e., 
before the provider participating in the APM begins de-
livering services supported by the APM to the patient.  
Many current Alternative Payment Models make the 
determination of whether a patient is participating in 
the APM retrospectively, i.e., after services have already 
been delivered, but this approach, and the òattributionó 

APM Component #4: Defining the Eligible Patients 

methodologies used to implement it, creates a number of 
serious problems that are virtually impossible to over-
come.   

In most cases, the eligibility determination should be 
made by the provider(s) of services, not by the payer, par-
ticularly if the eligibility criteria are based on patient char-
acteristics that are not currently recorded on standard 
claims forms.  Prospective eligibility determinations also 
enable the patient to understand what services they can 
expect to receive and agree to whatever actions they will 
need to take in order for the providers in the APM to 
achieve the goals of the APM.  A Patient-Provider Care 
Agreement could be required as part of the eligibility cri-
teria for the APM to ensure that both the provider and 
patient have discussed and agreed to their mutual re-
sponsibilities.   

It is also important to ensure that the providers participat-
ing in an APM do not selectively avoid patients who need 
more services and/or are less likely to have favorable 
outcomes (i.e., òlemon-droppingó) or to limit their services 
only to the patients who are likely to have the most favor-
able outcomes (i.e., òcherry-pickingó).  This can be done 
by identifying the factors that affect how many services a 
patient will need and the outcomes they will experience 
and incorporate those factors into the design of the APM 
so that providers receive appropriate payments for higher
-need and lower-need patients. 

There are multiple options for designing each of the four 

components of an Alternative Payment Model.  The ad-

vantages and disadvantages of the different options will 

depend on the specific types of opportunities for savings 

and quality that are being pursued, the approaches to 

care delivery that will be used to address those opportu-

nities, and the specific barriers in the current payment 

system that need to be corrected.  In addition, the choice 

of options within each component will also depend on 

which options are chosen for other components.  

It is likely that one of the following four designs will be 
appropriate in most situations where an APM is needed: 

¶ Accountable Payment for Service.  A provider receives 
a new or revised payment for delivering a specific ser-
vice to patients, and the payment is reduced if targets 
for spending on specific services and performance on 
quality measures are not achieved. 

¶ Accountable Bundled Payment.  A provider or team of 
providers receives a bundled payment to enable deliv-
ery of a group of services to patients or to treat a par-
ticular condition, and the payment is reduced if targets 
for spending on specific services and performance on 
quality measures are not achieved. 

¶ Outcome-Based Payment.  A provider is only paid for a 
service or group of services if standards or targets for 
quality and spending are achieved. 

¶ Bundled/Warrantied Payment.  A provider or team of 
providers receives a bundled payment to deliver a 
group of services to patients, and the provider team is 
responsible for using the payment to cover the costs of 
necessary services and also to pay for avoidable ser-
vices or services needed for complications of treatment. 

Once a preliminary APM design has been developed,  

analyses should be performed to ensure that the APM 

design would: 

¶ Remove or adequately mitigate the barriers in the cur-
rent payment system to enable the desired services to 
be delivered; and 

¶ Pay amounts for services and achieve levels of savings 
and quality that create a desirable business case for 
both payers and providers to implement the APM.  This 
includes ensuring that (a) payments will be adequate to 
cover the costs providers will incur in delivering ser-
vices, and (b) the savings expected to be generated will 
be sufficient to offset any increases in payments com-
pared to the current payment system. 

Finalizing the APM Design 
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STEP 5: OPERATIONALIZE THE APM DESIGN 

Once decisions have been made about the options for 
each of the components of the Alternative Payment 
Model, additional details are needed in order to opera-
tionalize the APM.  Mechanisms are needed for making 
determinations as to whether and how much providers 
participating in the APM should be paid for specific pa-
tients in specific situations, and these mechanisms 
need to be feasible for payers and providers to imple-
ment.   

An APM will be easiest to operationalize if it can use 
existing billing systems, claims payment systems, and 
data collection mechanisms to the maximum extent pos-
sible.  Even though current claims forms and coding sys-
tems were designed for the current fee-for-service sys-
tem, the same forms and systems can also be used to 
operationalize most aspects of APMs by translating the 
structure of the APM into the òlanguageó of billing and 
claims payment systems, i.e., procedure codes, modifi-
ers, diagnosis codes, edit processes, etc. 

A. Operationalizing New and Different  
Payments for Services 

Most of the options for paying providers differently un-
der Component #1 can be operationalized by adding 
one or more new codes to the Current Procedural Termi-
nology (CPT®) or Healthcare Common Procedure Coding 
System (HCPCS) lists.  Payers would only pay a provider 
for one of these new codes if the provider is participat-
ing in the APM. 

This approach can also be used to pay a higher (or low-
er) amount for an existing service when it is delivered to 
a patient who is part of an APM.  A new code would be 
established for the service to easily distinguish when a 
different amount should be paid.  Alternatively, a CPT/
HCPCS modifier could be added to the existing code to 
distinguish when a different amount should be paid.  
Similarly, if payment amounts are to be stratified by pa-
tient characteristics or phases of care, different codes 
could be established for each stratum or phase.   

Although most current CPT/HCPCS codes describe indi-
vidual services, there are also currently codes that de-
fine a bundle of services.  Many current codes also have 
a òglobal periodó that defines the period of time that a 
payment is supposed to cover.  These same approaches 
to bundled codes and òglobal periodsó can be used to 
define a bundled payment or condition-based payment 
under an APM.   

If the APM is intended to pay for a new service instead 
of an existing service, or to pay for a bundle of services 
instead of the individual services, this can be operation-
alized through modifications to the files used as part of 
the National Correct Coding Initiative that define when 
two codes cannot be billed at the same time.   

Multi-provider bundled payments can be operationalized 
in several ways: 

¶ define a bundled payment code and make the pay-
ment for that code to one provider or to an entity rep-

resenting multiple providers that will then divide the 
payment among the participating providers.   

¶ pay each provider a pre-determined allocation of the 
bundled payment amount. 

¶ pay each provider a reduced amount for their individ-
ual services as the services are delivered, and then 
pay the remainder after comparing the total pay-
ments to the bundled payment amount. 

B. Operationalizing Eligibility  
Determinations 

The approach to coding and billing described above can 
also be used to operationalize prospective eligibility 
determinations for patients and eliminate the need for 
problematic retrospective attribution systems.  When a 
provider submits a claim form for a patient using a bill-
ing code that is created specifically for the APM, the 
provider would be explicitly indicating that the patient 
was eligible for the APM and that the provider agreed to 
take accountability for achieving spending and quality 
Targets for that patient as required under the APM.  If a 
patient chose to transfer their care to a different provid-
er, the new provider would bill for the appropriate code, 
and the payer would know immediately that accounta-
bility had shifted to the new provider, rather than wait-
ing for calculations to be made under an attribution 
methodology.   

C. Operationalizing Accountability for  
Spending and Quality Performance 

Operationalizing the accountability components of the 
APM requires obtaining the data needed to calculate 
spending and quality measures as well as modifying 
payments based on a providerõs performance on those 
measures 

1. Measuring Performance  

Some of the aspects of utilization and spending for 
which a provider will be accountable under an APM are 
services that the provider either delivers or orders.  If 
there are performance measures that focus solely on 
these services, the provider should be able to calculate 
the measures in order to determine performance.  How-
ever, if performance measures include services that are 
not directly delivered or ordered by the provider (e.g., 
emergency department visits by a primary care physi-
cianõs patients), claims data maintained by the patientõs 
health insurance plan will be needed to ensure all as-
pects of utilization and spending are included.   

However, using claims data can be problematic for 
some types of utilization measures (e.g., potentially 
avoidable services or spending on complications) if the 
information needed to determine whether a particular 
service should be included in the measure is not availa-
ble in the data.  Claims have also been the most com-
mon source of data for the quality measures that are 
used in payment systems, and this has been problemat-
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ic because key data elements needed to accurately cal-
culate the measure are recorded in electronic health rec-
ords but not on claims forms.   

Many of the weaknesses in claims data can be ad-
dressed simply by creating additional CPT/HCPCS codes 
or modifiers and/or additional ICD-10 diagnosis codes 
and asking providers to record the codes on claims 
forms.  It will likely be more efficient for providers to ex-
tract the information from their EHR and report it using 
their billing system than to have payers create a quality 
reporting system that is separate from the billing and 
claims payment system and then trying to merge the da-
ta.  If the data needed are not currently being collected, 
the provider could use whatever method for data collec-
tion is most feasible and report the results through 
standard billing and claims data systems using codes 
designed for that purpose.  For example, patient out-
come measures could be collected by surveying patients 
and then reporting the information using codes recorded 
on claims forms. 

An advantage of using CPT/HCPCS codes for reporting 
quality measures is that it easily allows a provider that is 
submitting the code to be paid if there is a significant 
cost associated with collecting and submitting the data.  
This would also provide a mechanism for compensating 
providers who are not participating in the APM for collect-
ing quality and utilization data needed for comparison 
purposes.   

2. Performance-Based Adjustments to Payments 

Penalties for failure to achieve a patient-specific perfor-
mance target (Option 1 in Components 2 and 3) can be 
operationalized relatively easily by (a) decreasing the 
standard amount that is paid for the services and then 
(b) making an additional payment for each patient for 
whom the performance target is reached.  The amount of 
the reduction in the payment for services would be such 
that when the provider achieved the minimum perfor-
mance level needed to avoid a penalty, the sum of the 
additional payments would be equal to the sum of the 

reductions in the payments for the services/conditions, 
i.e., the provider would receive the same amount of rev-
enue as if there was no performance adjustment.  This 
is equivalent to what is commonly described as a 
òwithholdó ð a portion of the providerõs payment is with-
held and paid only after the necessary performance has 
been achieved.   

Outcome-Based Payments (Option 2 in Components 2 
and 3) can be operationalized by requiring that the rele-
vant Target(s) be achieved before a provider could sub-
mit a claim for payment.  For outcomes that can only be 
measured after a long period of time, it may be desira-
ble for the provider to receive a partial payment when 
the service is delivered, and then the balance of the 
payment when the outcome is achieved.  Two separate 
CPT/HCPCS codes could be created for this purpose. 

Under Bundled/Warrantied Payments (Option 3 in Com-
ponents 2 and 3), if an avoidable service is delivered, or 
if an additional service is needed to correct a defect in 
quality (or if some form of compensation were to be paid 
for the defect), the accountable provider would be re-
quired to pay for that from the bundled/warrantied pay-
ment.   
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Four sets of activities are needed for successful imple-
mentation of an APM: 

¶ Obtaining agreements by payers, providers, and pa-
tients to participate in the APM; 

¶ Finalizing the details of the APM design; 

An APM is only a concept until at least one payer agrees 
to implement it, at least one provider who is paid by that 
payer agrees to participate, and at least some of the 
patients insured by the participating payer and receiving 
care from the participating provider are willing to accept 
the different approach to care delivery and payment. 

1. Encouraging Participation by Payers 

Many payers have failed to implement APMs even when 
there are significant opportunities for savings and there 
are documented barriers in the current payment system 
that prevent those opportunities from being achieved.  
There are several common reasons for this: 

¶ administrative costs for payers to implement the APM; 

¶ disincentives for insurance companies to encourage 
reductions in healthcare spending;  

¶ benefits to payers of being a òfree rider;ó and 

¶ barriers in provider contracts. 

One or more of the following approaches will likely be 
needed to encourage payer participation:  

¶ designing the APM to work within existing payer ad-
ministrative systems.   

¶ using a similar approach to coding as in other APMs.   

¶ designing APMs in ways that can be used with self-
insured purchasers.   

¶ requiring payers to publicly disclose the payment 
methods they use.   

¶ prohibiting provisions of payer-provider contracts that 
limit the ability to implement desirable APMs.   

Purchasers, such as businesses and union trusts that 
pay for services or buy insurance on behalf of their mem-
bers, are those who ultimately suffer when spending is 
higher than necessary, and they can take additional ac-
tions to encourage payers to implement APMs: 

¶ selecting payers based on APM participation.   

¶ contracting for insurance and care delivery through 
purchaser coalitions.   

¶ using direct purchaser-provider contracting.   

Providers can also encourage payer participation by: 

¶ refusing to contract with payers who do not implement 
APMs.   

¶ developing the capability to contract directly with  
purchasers or to sell insurance products. 

STEP 6:  IMPLEMENT THE APM 

2. Encouraging Participation by Providers 

Lower-than-expected participation in APMs is often at-
tributed to a preference by providers for traditional fee-for-
service.  However, in most cases, there are other reasons 
that providers donõt want to participate in APMs, including:  

¶ problems with the design of the APM; 

¶ a small number of payers using the APM; 

¶ the inability to cover extra costs incurred during the 
transition to the APM; 

¶ lack of reserves to manage financial risk; 

¶ lack of data to estimate potential savings and risks; 

¶ no assurance of stability or continuation of the APM;  

¶ failure of the APM to address specific types of patient 
needs or unique issues in the community;  

¶ requirements in federal or state laws or regulations that 
prohibit or limit the ability to implement the APM; or 

¶ unwillingness of the provider to make the reductions in 
cost or improvements in quality needed to succeed. 

APMs are far more likely to be successful if providers are 
participating willingly.  Rather than trying to mandate that 
providers participate in APMs they find problematic, it 
makes sense to design the APMs in ways that avoid the 
problems described above by:   

¶ involving providers in the design of APMs.   

¶ designing APMs using Regional Health Improvement 
Collaboratives or with state government oversight. 

¶ standardizing designs and measures where possible, 
but allowing flexibility where necessary.   

¶ enabling providers to access claims data or other 
sources of information on the services their patients are 
receiving that are relevant to the APM.   

¶ encouraging payers to participate in Medicare APMs 
both before and after providers begin participation.   

¶ enabling Medicare to participate in APMs that are being 
used by private payers.   

¶ reducing the higher financial risks for providers during 
the initial implementation period for the APM.   

¶ revising laws and regulations that create barriers to 
implementing APMs.   

¶ refusing to use providers who do not participate in the 
APM.   

A. Obtaining Participation by Payers, Providers, and Patients 

¶ Evaluating the APM to make decisions about continu-
ation/ expansion; and 

¶ Updating the APM parameters over time. 
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3. Encouraging Participation by Patients 

The fact that an APM is viewed favorably by payers or 
providers does not necessarily mean it is desirable from 
the perspective of the patients who would be receiving 
healthcare services supported by the APM.  A patient will 
be understandably concerned about an APM if it:  

¶ forces the patient to receive their care from a narrow 
list of providers that were selected based primarily on 
the price the providers were willing to charge rather 
than the quality of care they committed to provide; 

¶ requires the patient to pay more in cost-sharing than 
they would have paid under the fee-for-service system 
for the specific services they receive; 

¶ financially penalizes the patientõs physician if the phy-
sician has to order more services or more expensive 
services to meet the patientõs needs; 

¶ financially rewards a provider if that provider delivers 
fewer services than the patient needs;  

¶ requires the patient to pay for services even if the 
quality of care that patient received is poor, as long as 
the quality of care for most other patients was ac-
ceptable; and/or 

¶ fails to evaluate the outcomes achieved or the quality 
of care delivered for the specific types of health prob-
lems the patient has. 

At the other extreme, some patients who could poten-
tially benefit from an APM might be unable to do so if 
the design of the APM would cause providers to lose 
money caring for those patients.  For a patient who has 
multiple, unusual, or complex needs, the APM should: 

¶ provide higher payments to the provider to cover the 
costs of the additional time or resources needed to 
care for that patient;  

¶ exclude or adjust for the legitimately higher utilization 
or spending on the patient when determining penal-
ties or bonuses for utilization/spending; 

¶ exclude or adjust for differences in care delivery or 
outcomes when determining penalties or bonuses 
based on quality. 

If APMs are going to be attractive to patients who have 
choices, they need to be designed to benefit the pa-
tients, not just payers and providers.  In order for provid-
ers to be willing and able to care for patients with higher 
needs, APMs need to be designed so as to not penalize 
the provider for taking care of those patients.  The solu-
tion to both problems is to design an APM to be as pa-
tient-centered as possible by including the following 
characteristics: 

¶ setting payment amounts based on patient needs. 

¶ focusing accountability for spending on avoidable 
services and costs. 

¶ hold providers accountable for quality for each indi-
vidual patient. 

In many cases, it will be difficult to specify the òrightó 
payment amounts and targets for spending and utiliza-
tion before an APM is actually implemented.  Information 
on costs and achievable performance levels can only be 
obtained from providers that are delivering services in a 
different way, but providers cannot deliver services in 
that way without having an alternative payment model to 
support them.  The more innovative the APM ð i.e., the 
more it differs from the current payment system ð the 
more likely there will be a need for an initial òbeta test-
ingó process and potentially additional rounds of refine-
ment after the APM is implemented more widely.  The 
beta testing phase will involve: 

¶ participation by a limited number of interested provid-
ers;   

¶ using òbest estimateó parameters to initiate APM test-
ing;  

¶ protecting providers, payers, and patients against 
financial harms during the beta testing process; and 

¶ providing extra resources to enable data collection by 
providers.   

The purpose of beta testing is to refine the APM, not to 
evaluate whether it òworks.ó  In fact, it is likely that an 
evaluation conducted before an APM has been ade-
quately refined will conclude that the APM is less effec-
tive in reducing costs or improving quality than it would 
ultimately be, and this could cause it to be terminated 
prematurely or discourage other payers or providers 
from implementing it. 

B. Finalizing the APM Parameters 
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Newly implemented APMs should be evaluated in order 
to identify and correct any problems.  However, an evalu-
ation of an APM must be structured correctly and its re-
sults must be interpreted properly.  The primary focus of 
the evaluation should not be to determine whether 
spending was lower and/or quality/outcomes were bet-
ter, because an APM does not directly reduce healthcare 
spending or improve the quality of care.  Instead, the 
focus should be on whether the APM successfully 
changed the aspects of payment that were viewed as 
barriers to delivery of services in a different and better 
way.  If the APM successfully removes the payment barri-
ers it was intended to remove but savings are not 
achieved or quality is not maintained or improved, the 
care delivery model may need to be improved, or addi-
tional actions besides the change in payment may be 
needed to support the desired outcomes.  

Defining APMs as time-limited demonstration projects 
can have the perverse effect of reducing the likelihood of 
success, since healthcare providers are unlikely to funda-

mentally change the way they deliver care in response to 
a payment change that may only last a few years.  Payers 
and providers should make a commitment to continue 
implementing an APM for a long enough time to ensure 
that changes in care delivery can be fully implemented 
and to recoup the costs incurred in participating in the 
APM.  Payers should also agree to modify the APM in an 
effort to correct any weaknesses before terminating it.   

It is undesirable to mandate participation of providers in 
an APM simply to support a more robust evaluation.  If it is 
not yet clear that the APM is designed correctly, it is inap-
propriate to force providers and patients to participate in 
it.  Also, the true potential impact of the APM will be 
masked by including providers who are unwilling or unable 
to successfully implement the care delivery changes that 
the APM is intended to support.  Moreover, even if the 
APM is successful, that does not mean it would be desira-
ble for every provider to implement it; in many cases, it 
will likely be both desirable and appropriate to create per-
manent but voluntary APMs.   

The parameters of the APM (i.e., the amounts paid for 
individual services or bundles of services, the utilization/
spending targets, the quality targets, etc.) will have to be 
updated regularly to reflect changes in the costs of deliv-
ering services, new evidence about the causes and ap-
propriate treatments of diseases, new technologies for 
diagnosing or treating disease, and changes in the prev-
alence or severity of health conditions.  Failure to do so 
could mean that the APM would no longer adequately 
enable and encourage the best quality care at the lowest 
possible cost.  Moreover, healthcare providers may be 
unwilling to participate if they do not believe appropriate 
adjustments will be made over time.  Once the desired 
reduction in spending or improvement in quality has 
been achieved, the Target(s) for the APM would need to 
change to maintaining that lower spending level or im-
proved level of quality.   

The creation of an Alternative Payment Model can reveal 
disparities in the amounts that are being spent for care 
and the outcomes that are being achieved for that 
spending that were not visible under the current pay-
ment system.  To address this without discouraging par-
ticipation by providers, an APM can begin with custom-
ized payments amounts and targets for each provider 
that are based on the past performance levels of that 
provider, and then transition over time to payment 
amounts and targets that are common to all providers or 
all providers with similar characteristics.   

Two fundamentally different approaches can be used to 
update the parameters of an APM: 

¶ An analytic approach that uses analyses of data about 
costs, outcomes, etc. in an effort to determine what 
the òrightó changes in the APM parameters should be 
for all providers.   

¶ A competitive approach that allows individual provid-
ers to determine the prices and Targets based on the 
costs and outcomes they believe they can achieve, 
with payers or patients choosing providers based on 
the parameters they set. 

There are advantages and disadvantages to both  
approaches.  In healthcare, analytic approaches and 
population-level competition are used far more often 
than patient-level competition, whereas in other indus-
tries, the reverse is true.     

An effective competitive approach can be developed by 
combining a well-designed Alternative Payment Model 
with appropriate mechanisms for transparency and pa-
tient cost-sharing.  This could be done by: 

¶ setting default parameters using an analytic ap-
proach;  

¶ allowing individual providers to set different prices 
and performance targets;  

¶ allowing patients to choose providers based on prices 
and quality; and   

¶ updating default parameters based on provider-
determined prices and quality targets.   

 

C. Evaluating the APM 

D. Revising the APM Parameters 
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CREATING BETTER  
VALUE-BASED PAYMENT MODELS 

Many current Alternative Payment Models have failed to 
achieve significant savings or improvements in quality 
because they have not been designed in ways that will 
correct the problems created by the current fee-for-
service payment.  A well-designed APM will: 

¶ pay for the high-value services needed to improve  
patient care;   

¶ align the amount of payment with the cost of  
delivering good care;   

¶ assure patients that they will receive appropriate, high-
quality care that will achieve a good outcome for them 
(not just other patients); and   

¶ make the cost of healthcare services more predictable 
and comparable.   

Many current APMs have also had poor results because 
they fail to preserve four important strengths of the fee-
for-service payment system.  A well-designed APM will 
also: 

¶ pay a provider only if a patient receives care;  

¶ make higher payments for patients who need more 
services;  

¶ base a providerõs payment on things the provider can 
control; and 

¶ enable a provider to know how much they will be paid 
before delivering a service.   

There is no one Alternative Payment Model that will be 
able to effectively support high-quality care for every type 
of patient or to effectively address all of the different  
opportunities for improvement.  Multiple, different APMs 
will be needed.  Creating multiple service-specific and 
condition-specific APMs will not increase fragmentation of 
care nor will it undercut efforts to improve coordination 
such as Accountable Care Organizations.  In fact, well-
designed APMs can help ACOs be more successful than 
they are today by providing a means to pay the individual 
providers in the ACO in a way that supports higher-quality, 
lower-cost care.  In contrast, capitation and other 
òpopulation-based payment systemsó simply shift the 
problems with fee-for-service payments from payers to 
large provider groups and health systems.   

There are also many situations where poor quality of care 
is caused by underpayment for services and where there 
are serious risks of losing existing services and seeing 
outcomes for patients get worse due to inadequate  
payments.  APMs cannot address these problems  
because spending will need to increase in order to  
preserve existing services and improve quality and  
outcomes.  Other types of payment reforms will be needed 
before it is too late to preserve what currently exists. 

There is an urgent need to address the high and growing 
cost of healthcare in America and to do so in a way that 
improves, rather than worsens, the quality of care for  
citizens.  Alternative Payment Models and other types of 
payment reforms hold the potential for accelerating  
progress toward more affordable as well as higher-quality 
care if, but only if, they are designed in the right way.  
Faster progress in developing and implementing truly  
effective healthcare payment systems needs to be a  
national priority. 

STRENGTHS OF WELL-DESIGNED APMs vs. FEE-FOR-SERVICE AND CURRENT APMs 
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COMPARISON OF WELL-DESIGNED APMs TO CURRENT APMs and FFS  

 

Current APMs   Well-Designed APMs  

Shared  
Savings 

Population-
Based  

Payment 
 

Accountable 
Payment 

for Services 

Accountable 
Bundled 
Payment 

Outcome-
Based 

Payment 

Bundled/ 
Warrantied 
Payment 

Component #1: 
Adequate  

Payment for  
Needed Services 

No change 
in FFS 

Flexible  
payment for 
each patient; 

higher 
amounts for 
some but not 

all needs 

 

Payments for 
new  

high-value 
service(s)  

and/or higher 
payments for 

existing  
service(s) 

Bundled  
payment for 

group of  
services from 

a provider 
team  

Payments for 
new  

high-value 
services  

and/or higher 
payments for 

existing  
services 

Bundled  
payment 

for group of  
services from a 
provider team  

Component #2: 
Accountability  
for Spending 

Penalty for  
increase in  
total cost of 

care 

Fixed  
payment  

regardless of 
services  

needed or  
delivered 

 

Penalty if 
spending  

controllable 
by provider 

exceeds  
target 

Penalty if 
spending  

controllable 
by provider 

exceeds  
target 

Component #3: 
Accountability  

for Quality 
None 

Penalties for 
poor  

performance 
on  

population-
level quality 
measures 

 

Penalty if 
quality  

controllable 
by provider 

falls short of 
target for  
individual 
patient 

Penalty if 
quality  

controllable 
by provider 

falls short of 
target for  
individual 
patient 

No payment  
if quality  

standards are 
not met 

Compensation 
for  

problems 
caused by  
failure to  
deliver  

high-quality 
care 

Component #4: 
Patient Eligibility  

Determination 

Attributed 
based on 
service  

utilization 

Attributed 
based on  
service  

utilization 

 
Patient  
selects  

provider team 

Patient  
selects  

provider team 

Patient  
selects  

provider team 

Patient  
selects  

provider team 

        

ADDRESSES WEAKNESSES IN FEE-FOR-SERVICE PAYMENT? 

Flexibility to deliver all  
needed high-value services? 

NO YES  YES YES YES YES 

Aligns payment with cost? NO NO  YES YES YES YES 

Assures each patient  
receives high-quality care? 

NO NO  YES YES YES YES 

Makes payments predictable  
and comparable? 

NO YES  YES YES YES YES 

PRESERVES STRENGTHS OF FEE-FOR-SERVICE PAYMENT? 

No payment unless  
a patient receives care? 

YES NO  YES YES YES YES 

Higher payments for patients 
who need more services? 

YES NO  YES YES YES YES 

Payment based only on 
things provider can control? 

NO NO  YES YES YES YES 

Provider knows payment 
before delivering services? 

NO YES  YES YES YES YES 



   How to Create an Alternative Payment Model 

A. The Need for Alternative Ways of 
Paying for Healthcare Services 

There is broad consensus that current fee-for-service 
payment systems are a major reason why healthcare 
spending has grown faster than inflation without any 
corresponding improvement in the quality of care or 
patient outcomes.  There are four distinct problems with 
current payment systems that impede the ability to de-
liver high-quality care at an affordable cost1: 

¶ There are no payments at all for many services that 
can enable higher-quality care to be delivered at a 
lower cost.  For example:  

§ Physicians are generally only paid for face-to-face 
visits with patients, even though a phone call or 
email could help the patient avoid the need for far 
more expensive services, such as an emergency 
department visit.  Physicians also generally arenõt 
paid for proactive telephone outreach to patients 
to ensure they get services that could prevent seri-
ous health problems or identify problems at earlier 
stages when they can be treated more successfully 
and at lower cost. 

§ Primary care physicians and specialists arenõt paid 
for the time they spend communicating with each 
other to coordinate a patientõs care, even though 
this can avoid ordering duplicate tests and pre-
scribing conflicting medications.  Similarly, a physi-
cian is not paid for time spent serving as the leader 
of a multi-physician care team, even if coordination 
among the physicians would result in better out-
comes for the patient. 

§ There is generally no payment for providing pallia-
tive care for patients in conjunction with treatment, 
even though this can improve quality of life for pa-
tients and reduce the use of expensive treatments. 

§ There is generally no payment for providing non-
health care services (such as transportation to help 
patients visit the physicianõs office) which could 
avoid the need for more expensive medical ser-
vices (such as the patient being taken by ambu-
lance to an emergency department). 

¶ Payment rates often differ significantly from the actu-
al cost of delivering high-quality, appropriate care.  In 
many cases, the payments for healthcare services are 
much higher than it costs the providers to deliver ser-
vices; this causes spending to be higher than neces-
sary.  However, there are also many cases in which 
payments are below the cost providers incur, particu-
larly if they deliver higher-quality services and do so 
only when the services are truly needed.  Because a 
high proportion of healthcare costs is fixed in the 
short run, and because fees are based on average 
costs, providers are financially rewarded when they 
deliver unnecessary services and they are financially 
penalized when they deliver high-quality, appropriate 
care. 

¶ There is no assurance that the services a patient 
receives are appropriate, high-quality, or achieve the 
results that the patient needs.  In other industries, 
customers expect products and services to have a 
warranty against defects and a money-back guaran-
tee of performance.  Warranties and performance 
guarantees reward the producers of high-quality 
products and services, and they encourage those 
producers to clearly define the benefits their prod-
ucts and services can and cannot be expected to 
provide.  In contrast, physicians, hospitals, and other 
healthcare providers are generally paid for delivering 
services regardless of whether the services are deliv-
ered in the highest-quality way, regardless of whether 
the services have positive or negative effects on the 
patient, and regardless of whether the services were 
necessary or appropriate for the patient in the first 
place.   

¶ It is impossible for patients or payers to predict the 
total amount they will need to pay for treatment of a 
health problem and to compare the amounts across 
providers.  In other industries, customers know the 
full price of a product before they buy it and they can 
compare the prices different manufacturers charge 
for similar products.  In healthcare, patients and pay-
ers cannot even obtain an estimate of the combined 
fees for all of the services they will receive in order to 
be treated for a health problem, much less receive a 
guaranteed price for an entire package of services.   

All four of these problems contribute to higher-than-
necessary healthcare spending and lower-than-
desirable quality and outcomes, and unless alternative 
ways of paying for healthcare are developed that solve 
these problems, it is unlikely that significant progress 
will be made in improving the quality and affordability 
of healthcare services.   

B. How MACRA Defines an  
Alternative Payment Model 

The term òalternative payment modeló is often used 
loosely to mean any method of paying for healthcare 
services that is different from the standard payment 
methodology.  However, in the Medicare program, 
òAlternative Payment Modeló (APM) has a specific 
meaning that was established by Congress in the Medi-
care Access and CHIP Reauthorization Act of 2015 
(MACRA).2   

WHAT IS AN  
ALTERNATIVE PAYMENT MODEL? 

I. 
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Under MACRA, an Alternative Payment Model must meet 
three criteria.  It must: 

1. Either be: 

a. A model under Section 1115A of the Social Secu-
rity Act (other than a health care innovation 
award);  

b. Part of the shared savings program under Section 
1899 of the Social Security Act; 

c. A demonstration under Section 1866C of the So-
cial Security Act;  

or 

d. A demonstration required by Federal Law. 

2. Require participants to use certified EHR technolo-
gy3; and 

3. Provide for payment of covered professional services 
based on quality measures comparable to those 
used in the Merit-Based Incentive Payment System.4 

Although it is not obvious from reading these criteria, an 

Alternative Payment Model must, in general, either re-

duce Medicare spending or at least not cause spending 

to increase beyond what it would have otherwise been.  

This is because each of the statutes listed in the first 

criterion (Sections 1115A, 1899, and 1866C) require 

that APMs ultimately be òbudget neutral,ó as explained 

in more detail below. 

APMs Under Section 1115A 

Section 1115A was added to the Social Security Act in 
2010 by the Patient Protection and Affordable Care 
Act.5  It established the Center for Medicare and Medi-
caid Innovation (CMMI) to òtest innovative payment and 
service delivery models to reduce é[Medicare or Medi-
caid]é expenditures é while preserving or enhancing 
the quality of care...ó   

CMMI is only permitted to test models where òthere is 
evidence that the model addresses a defined popula-
tion for which there are deficits in care leading to poor 
clinical outcomes or potentially avoidable expendi-
tures.ó  In addition, although Section 1115A permits 
CMMI to implement payment models that will improve 
quality without generating savings, CMMI is required to 
òfocusó on models that are expected to reduce the 
costs of the Medicare and/or Medicaid programs while 
preserving or enhancing the quality of care.  Section 

TABLE 1 
REQUIREMENTS FOR ALTERNATIVE PAYMENT MODELS IN MEDICARE 

 

An Alternative Payment Model must: 

¶ Meet the requirements of one of the following provisions of the Social Security Act: 

§ A model under Section 1115A (Center for Medicare and Medicaid Innovation) that 
¶ improves quality without increasing spending; or 
¶ reduces spending without reducing quality; or 
¶ Improves quality and reduces spending 

§ A demonstration under Section 1899 (Shared Savings Program); payment options are: 
¶ shared savings payments to an ACO; 
¶ partial capitation payments to an ACO; or 
¶ other payment models for an ACO that do not result in higher spending for the ACO 

§ A demonstration under Section 1866C (Health Care Quality Demonstration Program) 

§ A required demonstration, e.g. 
¶ Section 1866D (National Pilot Program on Payment Bundling) 
¶ Section 1866E (Independence at Home Demonstration Program) 

¶ Require participants to use Certified EHR Technology 
§ Regulations require that 75% of clinicians must be using CEHRT 

¶ Base payment on quality measures comparable to the Merit-Based Incentive Payment System (MIPS) 
§ Regulations require that: 
¶ at least one measure must have an evidence-based focus and be reliable and valid; and 
¶ at least one outcome measure must be used unless none are available or applicable 

 

To be an òAdvanced Alternative Payment Model,ó  
the òAlternative Payment Entityó participating in the APM must either: 

¶ Bear financial risk for monetary losses in excess of a nominal amount 

§ Regulations require the Alternative Payment Entity to be at risk for paying CMS up to: 
¶ 3% of spending for which the Entity is responsible under the APM; or 
¶ 8% of the average total Part A/B revenues of the entities participating in the APM 

¶ Be designated as a medical home expanded under Section 1115A (none currently exist) 
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1115A also gives CMMI the authority to waive various 
other requirements of the law if necessary to implement 
a payment model. 

Section 1115A explicitly permits CMMI to test models 
even if they are not initially òbudget neutral,ó i.e., an 
APM could initially result in an increase in Medicare 
spending.  However, the law requires that after testing 
has begun, an APM must either be terminated or modi-
fied unless it is òexpectedó to meet one of three criteria: 

1. to improve the quality of care without increasing 
spending; 

2. to reduce spending without reducing the quality of 
care; or 

3. to improve the quality of care and reduce spending. 

The language of MACRA implies that any payment model 
that CMMI tests (other than a Health Care Innovation 
Award) is automatically considered an òalternative pay-
ment modeló for purposes of MACRA.6 

Payment Models Under Section 1899 

Section 1899 was also added to the Social Security Act 
in 2010 by the Patient Protection and Affordable Care 
Act.7  It created the Medicare Shared Savings Program, 
which authorizes several different ways of making pay-
ments to òAccountable Care Organizationsó (ACOs).  Un-
der MACRA, the Medicare Shared Savings Program qual-
ifies as an APM. 

The law defines an ACO as a group of healthcare provid-
ers that:  

¶ is òwilling to become accountable for the quality, cost, 
and overall care of the Medicare fee-for-service bene-
ficiaries assigned to it;ó  

¶ has a formal legal structure allowing it òto receive and 
distribute payments for shared savings é to partici-
pating providers of services and suppliers;ó  

¶ has at least 5,000 Medicare beneficiaries assigned to 
it; and  

¶ includes òprimary care ACO professionals that are 
sufficient for the number of Medicare fee-for-service 
beneficiaries assigned to it.ó 

The law authorizes the use of three different ways of 
making payments to such ACOs: 

1. òshared savings,ó in which all providers are paid us-
ing standard Medicare fee-for-service payment sys-
tems, but the ACO can receive an additional payment 
if (a) it meets quality performance standards and (b) 
the estimated average per capita Medicare expendi-
tures for beneficiaries assigned to the ACO is a mini-
mum percentage below a spending benchmark; 

2. òpartial capitation,ó in which the ACO is at financial 
risk for some, but not all, of the fee-for-service 
spending on the beneficiaries assigned to the ACO; 
and 

3. òother payment models,ó which means òany payment 
model that ... will improve the quality and efficiency 
of services,ó and that òdoes not result in spending 
more for such ACO for such beneficiaries than would 

otherwise be expendedéif the model were not imple-
mented.ó 

The default payment model under Section 1899 is the 
shared savings model; Congress authorized, but did not 
require, implementation of the partial capitation model 
or other payment models.8  The shared savings model 
does not require that Medicare spending decrease, it 
simply does not provide any additional payments to an 
ACO unless spending does decrease. 

Payment Models Under Section 1866C 

Section 1866C of the Social Security Act was added by 
the Medicare Prescription Drug, Improvement, and Mod-
ernization Act of 2003.9  Titled the òHealth Care Quality 
Demonstration Program,ó it was originally intended to 
last for a period of 5 years, but the time limit was re-
moved in 2010 by the Affordable Care Act. 

The Health Care Quality Demonstration Program author-
izes the use of òalternative payment systemsó for 
òhealth care groups.ó  A health care group can be either 
a group of physicians, an integrated health care delivery 
system, or an òorganization representing regional coali-
tions of physician groups or integrated delivery sys-
tems.ó  There is no restriction on the nature of the alter-
native payment system, nor is there a prohibition on 
making payments that increase Medicare spending ini-
tially.  However, the law requires that the aggregate ex-
penditures during the entire demonstration period must 
be no greater than what would have been expended 
otherwise.   

In addition to changes in payment, the Health Care 
Quality Demonstration Project authorizes modifications 
to the benefits available to Medicare beneficiaries un-
der Medicare Parts A and B or to the benefits available 
through a Medicare Advantage plan.  It also authorizes 
the Secretary of HHS to waive other requirements of the 
Medicare program. 

CMS only implemented 3 demonstration projects under 
the law.10  However, the authorization to implement ad-
ditional projects remains in effect.  Consequently, Sec-
tion 1866C could potentially be used to authorize APMs 
that do not meet the criteria under Section 1115A or 
Section 1899. 

Payment Models Under Demonstrations  
Required by Federal Law 

From time to time, Congress has mandated demonstra-
tions of specific payment models. Payment models es-
tablished under these demonstrations would qualify as 
APMs under MACRA.  In some cases, there are time lim-
its on the authorization of payment models under these 
demonstrations.  In general, the laws authorizing these 
demonstrations have required that they be budget neu-
tral. 

For example, the Affordable Care Act mandated a Na-
tional Pilot Program on Payment Bundling (Section 
1866D of the Social Security Act) and an Independence 
at Home Demonstration Program (Section 1866E of the 
Social Security Act).  Section 1866D limits the National 
Pilot Program on Payment Bundling to a period of 5 
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years unless it is determined that the program is ex-
pected to reduce Medicare spending.11  The Independ-
ence at Home Demonstration is structured as a shared 
savings model similar to Section 1899, so there is no 
additional spending unless savings have been achieved, 
but Section 1866E also requires that participants be 
terminated if they have not achieved savings.12 

C. Physician-Focused APMs,  
Advanced APMs, and MIPS APMs  

Congress also created provisions in MACRA designed to 
encourage physicians to participate in APMs and to en-
courage the creation of APMs in which physicians could 
participate.  This has resulted in several special catego-
ries of APMs ð òPhysician-Focused APMs,ó òAdvanced 
APMs,ó òOther Payer APMs,ó and òMIPS APMsó ð that 
are described in more detail below.  However, there is 
nothing in the law that requires an APM to fit into one of 
these categories.  CMS has the authority to implement 
APMs that are not physician-focused and that do not 
qualify as either Advanced APMs or MIPS APMs if it wish-
es to do so.13   

Physician-Focused Payment Models 

In response to concerns that it was not possible for 
many types of physicians to participate in the APMs that 
had been created by CMMI, MACRA created the Physi-
cian-Focused Payment Model Technical Advisory Com-
mittee (PTAC) to encourage the development of 
òphysician-focusedó alternative payment models, includ-
ing APMs for specialist physicians.14  MACRA does not 
specifically define a physician-focused payment model, 
but instead requires CMS to do so through regulations.  
Under the regulations promulgated by CMS, a òphysician
-focused modeló is one (a) in which Medicare is a payer, 
(b) in which òeligible professionalsó (which includes clini-
cians other than physicians) are participants, (c) in 
which the eligible professionals play a core role in imple-
menting the APM's payment methodology, and (d) which 
targets the quality and costs of services that eligible pro-
fessionals participating in the Alternative Payment Mod-
el provide, order, or can significantly influence.  CMS 
also established ten criteria for physician-focused pay-
ment models; the PTAC is required to make comments 
and recommendations as to whether a particular APM 
meets the criteria.15 

In the first two years that PTAC was able to accept and 
review proposals (November 2016-October 2018), phy-
sicians, medical societies, and other entities submitted 
28 proposals for physician-focused APMs, and the PTAC 
submitted comments and recommendations to the Sec-
retary of Health and Human Service on 19 of the pro-
posals.16   

òAdvancedó APMs 

In addition, MACRA stated that physicians who partici-
pated at a minimum level in APMs that met additional 
criteria would receive a bonus equal to 5% of their Medi-
care fee-for-service payments in 2019-2024, receive a 
higher annual update than other physicians after 2025, 

and be exempt from the requirements of the Merit-
Based Incentive Payment System.  In order to qualify for 
these incentives: 

1. The physician needs to receive at least 25% of their 
total Medicare payments in 2017-2018 through an 
òAlternative Payment Entity,ó or have 20% of their 
Medicare patients paid for through such an entity, 
with higher percentages required in later years (50% 
of payments or 35% of patients in 2019);  

and 

2. The Alternative Payment Entity needs to be partici-
pating in an Alternative Payment Model as defined in 
MACRA and it must either: 

a. òbear financial risk for monetary losses under the 
APM in excess of a nominal amount;ó  

or 

b. be designated as a medical home expanded un-
der Section 1115A. 

CMS has promulgated regulations implementing this 
portion of MACRA; these regulations label APMs that 
meet the criteria for physicians to receive bonuses as 
òAdvanced Alternative Payment Models.ó17  There has 
been controversy over how the regulations should de-
fine òmore than nominal financial risk,ó and there have 
been several revisions since regulations were first pro-
posed in 2016.  Under the final regulations promulgated 
in the fall of 2017, an Alternative Payment Entity other 
than a primary care medical home is considered to be 
taking òmore than nominal financial riskó if the Entity 
could potentially owe CMS or forgo an amount of pay-
ment from CMS equal to either: 

¶ 8 percent of the estimated average total Medicare 
Parts A and B revenues of participating APM Enti-
ties;18 or 

¶ 3 percent of the expected expenditures for which an 
APM Entity is responsible under the APM. 

Under the regulations, primary care medical homes that 
have not been expanded under Section 1115A are per-
mitted to meet lower standards of financial risk than 
other Alternative Payment Entities.19  

A payment model that does not meet these risk require-
ments can still qualify as an Alternative Payment Model; 
it simply would not be classified as an òAdvancedó APM.  
Although physicians participating in such an APM would 
not be eligible for the bonus payments and higher fee 
updates authorized by MACRA, they could still benefit in 
other ways, and patients and Medicare could also bene-
fit from implementation of a ònon-Advancedó APM.  For 
example, the Independence at Home Demonstration 
Program qualifies as an APM (because it is a demon-
stration required by federal law) but it does not qualify 
as an Advanced APM or a MIPS APM because it does 
not meet the criteria established by CMS in its regula-
tions.20 

Other Payer Advanced APMs 

Beginning in 2019, MACRA permits physicians to count 
participation in certain types of payment models imple-
mented by payers other than Medicare (i.e., Medicaid 
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and commercial insurance) toward the thresholds need-
ed to qualify for the bonuses and higher updates.  
These payment models must meet criteria for òOther 
Payer Advanced APMsó established in regulations by 
CMS which are similar but not identical to the criteria 
for Medicare Advanced APMs.21 

MIPS APMs 

In its regulations, CMS has also defined òMIPS APMs,ó a 
category that was not defined by Congress in MACRA.  
CMS exempts physicians participating in a òMIPS APMó 
from most of the requirements of MIPS (the Merit-
Based Incentive Payment System)22 but they cannot 
receive the 5% bonus between 2019 and 2024 or the 
higher updates to their fees after 2025.  CMS has de-
fined a MIPS APM as an APM in which physicians partic-
ipate that òbases payment on cost/ utilization and quali-
ty measuresó but does not meet the threshold for òmore 
than nominal financial risk.ó23   

D. The Need for More and Better APMs 

Despite the need to address the problems with current 
payment systems, as of 2018, the majority of 
healthcare providers in the country were not participat-
ing in an Alternative Payment Model, and most provid-
ers had not even had an opportunity to do so because 
of the small number and narrow focus of the APMs that 
had been created. 

Moreover, most of the Alternative Payment Models that 
have been created have a similar and very simplistic 
structure: 

¶ No changes are made in 
current fee for service 
payments; 

¶ The payer (CMS or a pri-
vate health plan) esti-
mates whether its total 
spending on the patients 
is lower than it would 
have otherwise expected; 

¶ The providers receive a 
òshared savingsó or 
òperformance-basedó pay-
ment if spending is below 
a target level and they 
may be required to pay a 
penalty if it is not; and 

¶ The bonus payment is 
reduced if quality targets 
are not met. 

Most APMs structured in this way have had disappoint-
ing results.  The largest of the APMs implemented by 
CMS ð the Medicare Shared Savings Program ð has 
used this approach, but instead of achieving savings, it 
increased Medicare spending every year from 2013 to 
2016 and achieved only a small amount of savings in 
2017.24  Another large CMS APM that has used a simi-
lar structure ð the Bundled Payments for Care Improve-
ment (BPCI) program ð also had a very limited impact 

on spending,25 and CMS decided not to continue the 
BPCI program in its original form. 

CMS and other payers have asserted that these APMs 
have failed to achieve savings because they do not cre-
ate enough òfinancial riskó for the participating provid-
ers.  Proposed solutions have included requiring provid-
ers to accept òdownside riskó (i.e., the healthcare pro-
viders would be responsible for refunding payments 
from CMS or other payers if spending was higher than 
target levels) and creating òpopulation-based pay-
mentsó in which healthcare providers would be ex-
pected to deliver all of the services a patient needs for 
a fixed monthly or annual payment.   

However, there is no evidence that simply increasing 
the financial risk for physicians, hospitals, and other 
providers in these APMs would result in greater savings 
for Medicare or other payers.  For example, in the Medi-
care Shared Savings Program, ACOs with downside risk 
saved less money for Medicare in 2017 than did ACOs 
with only òupside riskó (and neither group of ACOs 
saved very much money at all).26  Moreover, transfer-
ring financial risk to providers can have undesirable 
results, including loss of access to services for higher-
need patients, higher prices due to consolidation of 
providers, and lower quality of care.  For example, the 
shared savings/shared risk methodology used in the 
Medicare Shared Savings Program and other CMS 
APMs can financially reward a healthcare provider for 
failing to order or deliver services that patients need 
and it can financially penalize the provider for things 
(such as increases in drug prices) they cannot possibly 
control.27   

A more plausible explanation 
for the failure of current 
APMs is that the APMs have 
not actually solved the prob-
lems with fee-for-service pay-
ment described earlier.28  In 
particular, most APMs: 

¶ do not actually change the 
way physicians, hospitals, 
and other healthcare provid-
ers are paid, so most provid-
ers are still unable to deliver 
many kinds of high-value ser-
vices that could improve out-
comes and reduce spending.   

¶ do not change the 
amounts paid for individual 
services, so they do not cor-
rect mismatches between 

payment amounts and costs.  Shared savings bonus-
es and penalties are based on changes in spending, 
not on the actual costs of delivering services. 

¶ do not assure individual patients that they will re-
ceive appropriate, high-quality care that achieves 
good outcomes.  Most payment models assess 
whether quality has changed on average for a group 
of patients, not whether it has improved or worsened 
for individual patients. 

¶ do not define the total amount that will be paid for 
services until long after the services are delivered, 

There is no evidence that simply increasing 
the financial risk for physicians, hospitals, 
and other providers in APMs would result in 
greater savings for Medicare or other  
payers.  Fortunately, there are different and 
better ways to design Alternative Payment 
Models that can directly address the  
problems in the fee-for-service system and 
achieve savings for Medicare and other 
payers without placing healthcare providers 
at significant financial risk or causing  
patients to worry about whether needed 

care is being withheld for financial reasons. 
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which can make payments even less predictable than 
under fee-for-service systems. 

There is nothing in federal law that requires Alternative 
Payment Models in Medicare to use a shared savings/
shared risk methodology, nor is there any research sug-
gesting that this approach is more effective than others.  
Indeed, the authorizing legislation for the CMS Innova-
tion Center does not limit it to using any specific ap-
proach to payment and it does not even mention the 
term òshared savings.ó29    There is nothing in federal 
law that prohibits APMs from making changes in the fee
-for-service payments made to providers; the statute 
creating the CMS Innovation Center specifically author-
izes it to waive other requirements of federal law that 
would prevent implementation of an innovative APM. 

Fortunately, there are different and better ways to de-
sign Alternative Payment Models that can directly ad-
dress the problems in the fee-for-service system and 
achieve savings for Medicare and other payers without 
placing healthcare providers at significant financial risk 
or causing patients to worry about whether needed 
care is being withheld for financial reasons.  There are 
also opportunities for improving patient outcomes 
where payment models other than APMs will be need-
ed.  This report describes how to design payment re-
forms that can support more affordable, higher-quality 
healthcare services and how to successfully implement 
them.   
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An Alternative Payment Model is not an end in itself, it is 
a means to an end, with the goal being better care for 
patients at a lower cost for payers.  Instead of starting 
with a generic payment model design, such as òshared 
savingsó or òpopulation-based payment,ó and forcing 
healthcare providers to use it whether it makes sense or 
not, a good APM should be specifically designed in a way 
that will enable and encourage healthcare providers30 to 
deliver the highest quality care to patients at the lowest 
possible cost.  This can be done through the following 
process: 

Step 1: Identify one or more opportunities for reducing 
spending and/or improving the quality of care; 

Step 2: Identify changes in care delivery that will reduce 
spending or improve quality in those opportunity 
areas; 

Step 3: Identify the barriers in the current payment sys-
tem that prevent or impede implementing the 
improved approach to care delivery;  

Step 4: Design the Alternative Payment Model so that it 
will overcome the barriers in the current pay-
ment system and assure the delivery of higher-
value care; 

Step 5: Determine how payers and providers can opera-
tionalize the APM as easily and quickly as possi-
ble; and 

Step 6: Implement the APM, assess its performance, 
and make improvements as needed. 

A. Identifying Opportunities for  
Achieving Savings and  
Improving Quality 

Success in any endeavor is more likely if the goals are 
clearly identified.  Step 1 in defining an Alternative Pay-
ment Model is to identify specific opportunities to reduce 
healthcare spending while maintaining or improving the 
quality of care for patients.  There are many such oppor-
tunities, such as eliminating unnecessary tests and pro-
cedures, reducing infections and complications from 
procedures, slowing or preventing the progression of 
diseases, etc.  However, no single or simple payment 
structure can effectively address all of these opportuni-
ties, so it will be important to identify the specific oppor-
tunities on which the APM will focus.   

Most current APMs have not been designed to focus on 
specific opportunities for reducing avoidable spending or 
specific areas where patients are experiencing poor out-
comes.  Instead, the goal of most APMs has been de-
fined as òreducing total spendingó or òreducing the total 
cost of care.ó31  While this simple, comprehensive-
sounding goal may seem ideal from the perspective of a 
payer, it can be highly problematic for both the 

healthcare providers being paid through the APM and 
the patients they care for.  There are three reasons for 
this:   

¶ The goal of an APM is not just to reduce healthcare 
spending, but to reduce spending while maintaining 
or improving quality.  There is an infinite number of 
ways that total spending might be reduced, but only 
some of them represent better-quality care, while 
others could be harmful for patients.  For example, in 
the Medicare Shared Savings Program, it is impossi-
ble to tell whether an ACO achieved savings by reduc-
ing unnecessary or necessary services.  An APM that 
targets specific opportunities to reduce spending by 
improving the quality of care will be much safer for 
patients than an APM that rewards providers for any 
reduction in healthcare spending.   

¶ It is impossible to make changes in the way providers 
are paid for the high-value services required to re-
duce spending or improve quality without knowing 
which types of services they will need to deliver, and 
this depends on understanding what aspects of 
spending and outcomes are the focus of improve-
ment.  It is not surprising that most APMs based on 
shared savings for total cost of care donõt make any 
changes in the underlying fee-for-service system, be-
cause it isnõt clear what changes in care delivery are 
needed for success. 

¶ No individual physician, hospital, or other provider 
delivers all of the services any individual patient re-
ceives, and so none of those providers can control all 
aspects of the total cost of care for their patients.  For 
example, the CMS Oncology Care Model determines 
whether oncologists are successful or not based on 
whether they reduce total Medicare spending during 
the period of time their patients are receiving chemo-
therapy, including spending on services that have 
nothing to do with the patientõs cancer and even if 
spending has increased due to price increases on 
expensive cancer drugs.32  An APM that places pro-
viders at financial risk for total healthcare spending 
can create multiple, serious problems, including pa-
tients failing to receive needed care, bankruptcy for 
the providers, and consolidation of providers into larg-
er organizations that charge higher prices for all of 
the services they deliver.33  

It seems clear that Congress did not want APMs to be 
based primarily on whether they reduced total Medicare 
spending regardless of how savings was achieved.  The 
statute creating the Center for Medicare and Medicaid 
Innovation explicitly requires that in order for CMMI to 
test a payment model, there must be òevidence that the 
model addresses a defined population for which there 
are deficits in care leading to poor clinical outcomes or 
potentially avoidable expenditures.ó34   

OVERVIEW OF HOW  
AN APM IS CREATED II. 
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Consequently, every APM should be designed around 
specific opportunities for improving outcomes and/or 
reducing potentially avoidable spending.  Section III de-
scribes the major categories in which opportunities to 
improve outcomes and/or reduce spending are likely to 
fall.   

B. Identifying Needed Changes in  
Care Delivery 

In theory, it would be desirable to stop paying providers 
based on the number and types of services they deliver 
and instead pay them solely based on the outcomes they 
achieve, such as whether they cure a disease or whether 
they successfully complete a procedure without any 
complications.  However, as a practical matter, the out-
comes that providers can 
achieve depends on whether 
the amount they are paid is 
adequate to cover the costs 
they will incur, and those costs 
will depend on the types of ser-
vices they need to deliver and 
the flexibility they have about 
how to deliver those services.  
It doesnõt make sense to create 
a new payment model unless 
there is reason to believe that 
it would enable providers to 
successfully tackle the specific 
opportunities for reducing 
spending and improving quality 
that have been identified as 
goals of the APM. 

Consequently, Step 2 in defin-
ing an Alternative Payment 
Model is to determine (1) what approaches to care deliv-
ery could achieve the goals of the APM and (2) how 
much those care delivery approaches would cost.  This 
does not mean the payment model should require that 
care be delivered in a specific way, merely that the struc-
ture and amounts of payment should be defined in a way 
that will support at least one approach that can achieve 
the desired outcomes.  If no one knows how a particular 
aspect of spending could be reduced or a particular type 
of outcome could be improved, it may be more appropri-
ate to use grant-funded demonstration projects to find 
successful approaches and only then design an APM to 
sustain and replicate them.35 

Section IV describes several key ways in which 
healthcare services may need to change in order to re-
duce spending and improve quality, and how changes in 
the way services are delivered can affect the costs of 
delivering those services.  It also describes the need to 
establish a clear business case for an Alternative Pay-
ment Model before attempting to design one. 

C. Identifying the Barriers in the  
Current Payment System 

Step 3 in designing an Alternative Payment Model is to 
identify any barriers the current payment system cre-
ates that impede or prevent delivering the improved 
approach to care delivery.  If there are no such barriers, 
there presumably is no need for an Alternative Payment 
Model.  Conversely, if there are aspects of the current 
payment system that prevent or discourage providers 
from delivering the kinds of lower-cost, higher-quality 
care identified in Step 2, then an Alternative Payment 
Model will not be successful in achieving its goals un-
less it removes or significantly reduces these barriers.   

Failure to identify and rectify problems with current pay-
ment systems is a major reason why so many alterna-

tive payment models and 
other òvalue-based payment 
systemsó have been unsuc-
cessful in reducing spend-
ing or improving quality.  
APMs are often described 
as creating an òincentiveó 
for healthcare providers to 
reduce spending or improve 
quality.  However, this lan-
guage implies that 
healthcare providers are 
able to make the necessary 
changes in care delivery but 
have merely been unwilling 
to do so, and that a finan-
cial reward or penalty is 
needed to overcome their 
lack of willingness.  The 
reason that so many oppor-

tunities for improvement exist is because the current 
fee-for-service system creates significant barriers to 
delivering higher-value care, such as those described in 
Section I.  Most providers will not need any financial 
incentive to deliver better care to their patients if the 
APM removes the barriers to doing so.   

Section V describes the major ways in which current 
payment systems create barriers to delivering lower-
cost, higher-quality care.  The more innovative the ap-
proach to care delivery, the more likely it is that there 
will be multiple barriers to using this approach under 
current payment systems, and the APM will need to 
address all of these in order to be successful. 

Most current APMs have not been designed 
to focus on specific opportunities for  
reducing avoidable spending or specific  
areas where patients are experiencing poor 
outcomes.  Instead, the goal of most APMs 
has been defined as òreducing total spend-
ingó or òreducing the total cost of care.ó  
While this simple, comprehensive-sounding 
goal may seem ideal from the perspective 
of a payer, it can be highly problematic for 
both the healthcare providers being paid 
through the APM and the patients they care 

for.   
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D. Designing the APM 

Once Steps 1-3 have been completed, Step 4 is to de-
fine the structure of the Alternative Payment Model.  
This will generally involve defining four distinct, but inter-
related components: 

APM Component #1  
A mechanism for reducing or eliminating barriers in 
the current payment system (identified in Step 3) in 
order to allow implementation of improvements in 
care delivery (identified in Step 2) that can successful-
ly address specific opportunities for savings and im-
proved quality (identified in Step 1).   

APM Component #2 
A mechanism for assuring patients and payers that 
the specific aspects of spending targeted by the APM 
will decrease (if the goal of the APM is to achieve sav-
ings) or will not increase (if the goal of the APM is to 
improve quality);  

APM Component #3 
A mechanism for assuring that patients will receive 
equal or better quality of care and outcomes as they 
would with the kind of care they receive under the 
current payment system; and 

APM Component #4 
A mechanism for determining which patients will be 
eligible for the services supported by the APM. 

There are multiple ways to design each of these compo-
nents, and the decisions made about one component 
affect the decisions about the others.  Section VI de-
scribes the major options that are available for each 
component, and the Appendix describes examples of 
how the components could be combined to support de-
livery of a high-value service, treatment of an acute con-
dition, and management of a chronic condition.   

E. Operationalizing the APM 

Once a desirable structure for the APM has been de-
fined, Step 5 is to determine how payers and providers 
can operationalize that structure so it can be used effi-
ciently for individual patients on a day-to-day basis.  At 
least in the near term, most APMs will need to operate 
in parallel with the existing payment system rather than 
replacing it because not all payers, providers, and pa-
tients will be paying for, delivering, and receiving ser-
vices under the APM.  Consequently, an APM will gener-
ally be easiest to operationalize if it can use existing 
billing systems, claims payment systems, and data col-
lection mechanisms to the maximum extent possible. 

Section VII describes how the structure of an APM can 
be operationalized within the administrative systems 
typically used by payers and providers. 

F. Implementing the APM 

No matter how well an APM is designed, it will not be 
successful unless it is actually implemented.  Moreover, 
its total impact will depend on how broadly it is ultimate-
ly used, and whether it is appropriately adjusted over 
time to address unanticipated problems and to adapt to 
changing circumstances. 

Section VIII describes the most important actions that 
will be needed to implement more and better APMs so 
that as many patients as possible can receive the high-
est quality care at the most affordable cost. 
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STEPS TO CREATE AN ALTERNATIVE PAYMENT MODEL 

STEP 6 
Implement the APM, assess its  

performance, & make improvements 

STEP 1 
Identify opportunities to reduce 

spending or improve quality 

STEP 2 
Identify changes in services to  

reduce spending or improve quality 

Reducing Spending on Planned Care 
  1. Services which harm or have no benefit to patient 

  2. Services with harms or risk that outweigh benefits 

  3. Less expensive service(s) with similar or better outcomes 

  4. Delivering or obtaining the same services at a lower cost or price 

Reducing Spending on Unplanned Care 
  5. Avoiding complications of treatment 

  6. Preventing new health conditions from developing 

  7. Identifying health problems sooner 

  8. Preventing existing health conditions from worsening 

Improving Quality/Outcomes Without Savings 
  9.  Improving non-healthcare-related outcomes 

10. Increasing spending to maintain quality 

11. Improving outcomes through increases in spending 

STEP 3 
Identify barriers in current payment 

system to changing care delivery 

A.  Identify How Services Will Need to Change 
¶ Increased time and costs for diagnosis and planning 

¶ Increased availability of alternative services 

¶ Changes in delivery of existing services 

¶ Creation of new types of services 

B. Determine the Costs of Services 

C. Define the Business Case for the APM 

STEP 4 
Design the APM to overcome the 

barriers & assure higher-value care 

STEP 5 
Determine how payers & providers 

can operationalize the APM 

A.  Lack of Payment for Services 

B.  Underpayment for Services 

C.  Inability to Control Other Providersõ Services 

D.  Barriers Created by Patient Cost-Sharing 

E.  Other Barriers 

APM Component #1 
Reduce/eliminate barriers in current payment system 

APM Component #2 
Assure avoidable spending decreases (or does not increase) 

APM Component #3 
Assure patients receive equal or better quality of care 

APM Component #4 
Determine which patients are eligible 

A.  Change Payments for Services 
¶ Create CPT/HCPCS codes or modifiers 

¶ Define correct coding rules 

¶ Define time periods for service bundles 

¶ Define default allocations of payments in bundles 

B. Determine Eligibility of Patients 

C. Measure Performance on Spending & Quality 

D. Adjust Payments for Performance 

A. Obtain Participation by Payers, Providers, and Patients 

B. Finalize the APM Parameters 

C. Evaluate the APM 

D. Revise/Update the APM Parameters 
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The first step in defining an Alternative Payment Model 
is to identify specific opportunities to improve outcomes 
and/or reduce spending that the APM will be designed to 
address.   

Because of the need to control healthcare spending, the 
priority for Alternative Payment Models will be to achieve 
reductions in healthcare spending, but to do so in a way 
that does not harm the quality of care for patients.  Op-
portunities for doing this can be divided into two major 
categories: 

¶ Reducing Spending on Planned Care.  One major cate-
gory of savings opportunities is associated with a con-
scious decision by a provider of services to change 
the number and types of services they deliver or order 
in a way that reduces spending on those services 
without harming patients.  These opportunities repre-
sent much of what is often referred to as òwasteó in 
healthcare.  This is also the most reliable way that an 
individual physician or other healthcare provider can 
generate savings because the provider can plan to 
make a change in the way they deliver or order ser-
vices and they can self-monitor to ensure that the 
change actually occurs. 

¶ Reducing Spending on Unplanned Care.  There are 
also many opportunities to achieve savings by reduc-
ing the amount of unplanned care, i.e., services that 
are necessary, but only because the patient develops 
a health condition or a more severe condition that 
could have been avoided through actions taken at an 
earlier time.  The ability to achieve savings for these 
opportunities is less certain than with opportunities 
with changes in planned care because the events 
causing the need for unplanned care do not occur for 
all patients.  Moreover, some kind of change in 
planned care services will likely be needed in order to 
achieve the reduction in unplanned care; for example, 
the patient may need to receive a new or different 
service (e.g., an immunization) that reduces the likeli-
hood of the patient developing a new health condition 

(e.g., pneumonia) that would have required expen-
sive treatment.  Savings will only occur if the reduc-
tion in spending on unplanned care is greater than 
any increase in spending on planned care needed to 
achieve it.  Determining whether that is the case re-
quires knowing both where the opportunities for sav-
ings on unplanned care exist and also what planned 
services will be needed to achieve those savings.   

If the planned or unplanned services that are being 
reduced are undesirable for the patient, success in re-
ducing spending will frequently be associated with im-
provements in at least some aspects of the quality of 
care for the patient.36  However, as will be discussed in 
Section VI.C, it will be important for the accountability 
component of the APM to ensure that any changes in 
planned services do not cause other aspects of quality 
or outcomes to worsen. 

There may also be opportunities to improve the quality 
of care or outcomes for patients that do not result in 
any savings.  Whether and how these opportunities can 
be addressed by an APM depends on whether they 
maintain the current level of spending or increase it: 

¶ Improving Quality Without Changing Spending.  High 
spending is not the only problem with the healthcare 
system, and patients will be better off if quality can 
be improved even if little or no net savings will result.  
Under federal law, the Center for Medicare and Medi-
caid Innovation (CMMI) is explicitly authorized to test 
models that improve outcomes without any change 
in spending.  (While a change in care delivery may be 
needed to make the improvements, there may not be 
a need for an alternative payment model unless the 
current payment system creates a barrier to making 
the change.)   

¶ Improving Quality in Ways That Require Higher 
Spending.  The fact that spending is too high in gen-
eral does not mean that it is too high for all patients; 
some patients may be receiving poor quality care or 

IDENTIFYING OPPORTUNITIES FOR 
SAVINGS & QUALITY IMPROVEMENT III. 

STEP 1 
Identify opportunities to reduce 

spending or improve quality 

Reducing Spending on Planned Care 
  1. Services which harm or have no benefit to patient 

  2. Services with harms or risk that outweigh benefits 

  3. Less expensive service(s) with similar or better outcomes 

  4. Delivering or obtaining the same services at a lower cost or price 

Reducing Spending on Unplanned Care 
  5. Avoiding complications of treatment 

  6. Preventing new health conditions from developing 

  7. Identifying health problems sooner 

  8. Preventing existing health conditions from worsening 

Improving Quality/Outcomes Without Savings 
  9.  Improving non-healthcare-related outcomes 

10. Increasing spending to maintain quality 

11. Improving outcomes through increases in spending 
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achieving poor outcomes because they are not receiv-
ing services that would benefit them, but the spending 
needed to increase services for those patients will not 
be fully offset by any savings due to the improved out-
comes.  A payment change designed solely to address 
these situations will generally not qualify as an 
òAlternative Payment Modeló under federal law be-
cause the law requires a payment model to be termi-
nated or modified unless it òis expected to (i) improve 
the quality of care éwithout increasing spendingé; (ii) 
reduce spendingéwithout reducing the quality of care; 
or (iii) improve the quality of care and reduce spend-
ing.ó  However, this does not necessarily mean that an 
APM is precluded from pursuing opportunities to im-
prove care that would increase spending; it may be 
possible, and even desirable in some cases, to com-
bine two changes in services in the same APM ð one 
change that improves outcomes but increases spend-
ing, and a second change that reduces spending with-
out harming outcomes.  Moreover, if the improvement 
in quality justifies the increase in spending, the fact 
that it cannot qualify as an APM simply means that a 
different approach to payment reform will be needed. 

A. Opportunities for Reducing  
Spending on Planned Care 

Opportunities for savings in planned care that maintain 
or improve the quality of care can be divided into four 
subcategories: 

¶ Avoiding services that harm or have no benefit for the 
patient; 

¶ Avoiding services with harms or risk that outweigh the 
benefits; 

¶ Using a different service or combination of services 
that is less expensive but achieves similar or better 
outcomes; and 

¶ Delivering or obtaining the same services at a lower 
cost or price. 

The subcategory in which an opportunity falls is often 
important for determining how the APM should be struc-
tured. 

1: Services that harm or have no benefit for 
the patient 

The ideal way to reduce spending without harming quality 
would be to identify situations in which a service is being 
used that harms the patient or has no benefit, and then 
eliminate use of the service in those situations.  For ex-
ample, if a physician orders a treatment that is not effec-
tive for the patientõs condition, the spending on that 
treatment has no benefit for the patient and any side 
effects of the treatment could create unnecessary 
harms.  If a physician orders a laboratory test or imaging 
study that will not influence the treatment decision re-
gardless of the result of the test, then avoiding that test 
or study would reduce spending with no harm to the pa-
tient.  If the test itself has some harms associated with it 
ð for example, the radiation exposure from an unneces-
sary CT scan ð then avoiding the test both saves money 

and improves quality.  Ordinarily, these situations will be 
patient-specific, i.e., the service will benefit some pa-
tients but not others.  (If the service has no benefits for 
anyone, there is no reason to deliver or pay for it at all, 
and it could simply be removed from coverage under 
insurance rather than requiring creation of an APM.) 

Example: Antibiotics have no effect on viral illnesses, 
yet it has been estimated that 30% of antibiotics 
prescribed in ambulatory care settings are used for 
patients who will not benefit from them.37  Not only 
could spending be reduced without harming the pa-
tients by avoiding the use of antibiotics in these situ-
ations, in some cases, the patients are actually 
harmed by taking the unnecessary antibiotics, such 
as being made more susceptible to developing C. 
Difficile infections.38  Moreover, reducing unneces-
sary use of antibiotics would help to slow the devel-
opment of antibiotic-resistant organisms that require 
very expensive antibiotics to treat and that can lead 

to other complications for patients. 

Example:  Patients who are referred by one physi-
cian or hospital to another often have the same 
tests and imaging studies performed again.  This 
can occur because the second provider was not 
aware a test was performed previously, because 
they cannot easily or quickly access the test results, 
or because fee-for-service payments reward them 
for carrying out such tests.  A study of patients trans-
ferred from one hospital to another found that be-
tween 42% and 100% of tests performed had been 

repeated unnecessarily.39 

Example:  Many patients receive pre-operative test-
ing prior to outpatient surgery even though the re-
sults of the tests rarely or never affect the decision 
to proceed with surgery.  One study estimated that 
Medicare spends $45 million annually on routine 
preoperative testing for cataract surgery alone, even 

though the surgery is very low risk.40 

Example: Many patients receive imaging for acute 
low back pain when symptoms first appear, even 
though no clinical warning signs are present to indi-
cate that such testing is warranted and most cases 
of back pain will resolve within six weeks following 
rest or physical therapy.  In addition, abnormalities 
identified during imaging can lead to unnecessary 

surgery or other undesirable outcomes.41 

There are many other examples with similar characteris-
tics.  The Choosing Wisely program42 and the U.S. Pre-
ventive Services Task Force43 have identified many ex-
amples of services that provide little or no clinical bene-
fit and may also cause harm.  One study based on an 
analysis of services in Washington State estimated that 
44% of all services received by commercially insured 
patients were likely unnecessary, representing 33% of 
all spending.44 
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Misdiagnosis 

A subset of situations in which patients receive non-
beneficial services deserves special attention.  If the 
patient receives the wrong diagnosis and is treated for 
that diagnosis, the treatment will at best be unnecessary 
and at worst harmful.  However, in addition, the misdiag-
nosis may have a variety of other undesirable effects, 
including higher spending later because the true prob-
lem was not treated in a timely fashion, incorrect treat-
ment for other conditions when the treatment decision 
depends on which other diagnoses the patient has, and 
errors in risk-adjustment of spending and quality 
measures. 

Example: Two of the most common chronic diseases 
ð asthma and chronic obstructive pulmonary disease 
(COPD) ð are frequently misdiagnosed.  In some cas-
es, patients who have one of the diseases are not 
diagnosed with it, in other cases, patients are diag-
nosed with one of the diseases when they do not 
have it, and in still other cases, patients are diag-
nosed as having COPD when they actually have asth-
ma or vice versa.  For example, one study found that 
45% of children who had been diagnosed with asth-
ma did not actually have it, while 10% of children 
with asthma symptoms had asthma but were told 
they did not.45  Another study found that 33% of 
adults who had been diagnosed with asthma did not 
actually have the disease, and 2% had a serious car-
diopulmonary disease that had been misdiagnosed 
as asthma.46  Yet another study found that 30% of 
patients who had been told by a physician that they 
had asthma did not have spirometric testing results 
consistent with asthma and 87% of patients who had 
been diagnosed with COPD did not have breathing 
patterns consistent with COPD when spirometry was 
performed.47  The medications used to treat the dis-
eases are expensive and have undesirable and po-
tentially serious side effects, so treating a patient for 
one of the diseases when they do not have it is unde-

sirable in terms of both spending and quality.48   

It is important to recognize, however, that one of the 
reasons commonly given for overuse of laboratory tests 
and imaging studies is a desire to avoid misdiagnosis.  
Consequently, efforts to improve the accuracy of diagno-
sis could lead to greater overuse of testing and vice ver-
sa, so efforts to ensure appropriate testing will likely 
need to accompany initiatives to improve diagnosis in 
order to ensure a reduction in net spending.   

2: Services with harms or risks that  
outweigh benefits 

In many cases, a service has benefits for patients, but it 
also has side effects or risks, and the benefits may not 
outweigh the risks for every patient.  Avoiding the use of 
the service for the subset of patients who would not 
achieve net benefits can achieve savings without reduc-
ing the overall quality of care for patients. 

The Choosing Wisely program and clinical guidelines 
developed by medical specialty societies have identified 
these kinds of situations as well as the situations dis-

cussed above where a service is simply unnecessary or 
harmful.  It is difficult to determine the magnitude of the 
opportunities for savings for these kinds of services be-
cause they require clinical judgments about a patient 
and the relevant information needed for that judgment 
may not be recorded or retrievable even in EHR data 
much less claims data.  However, studies done where 
clinical data are available have identified examples of 
expensive services where the risks likely outweigh the 
benefits for some types of patients who are receiving 
them.   

Example: One of the Choosing Wisely recommenda-
tions is to òavoid coronary angiography to assess risk 
in asymptomatic patients with no evidence of ische-
mia or other abnormalities on adequate non-invasive 
testing.ó49  The only definitive way to determine 
whether a patient has coronary artery blockage is by 
performing a cardiac catheterization, but such proce-
dures carry a risk of serious injury or death for the 
patient as well as a high cost.  Consequently, alt-
hough patients will benefit if a cardiac catheteriza-
tion identifies an unrecognized coronary artery block-
age that can be treated before a heart attack occurs, 
the risks associated with the procedure will outweigh 
the benefits for patients who have a very low likeli-
hood of having such a blockage.  Making a good de-
cision about whether the risks outweigh the benefits 
requires a physician to make a careful assessment 
of the patient using other approaches.  A national 
study of patients that underwent invasive angi-
ography found that the majority (62%) of patients did 
not have obstructive coronary artery disease and 
29% of those patients had no symptoms suggesting 

that the angiography was warranted.50 

3: Services that are less expensive but 
achieve similar or better outcomes 

A third way of reducing spending on planned care is to 
use a different service or combination of services that is 
less expensive but achieves similar or better outcomes.  
In some cases, a single service is delivered instead of 
another service that has a higher cost or price; in other 
cases, a smaller number of services is delivered.  It is 
possible that the new services are individually more ex-
pensive than what would otherwise have been delivered, 
but if fewer of those services are needed to achieve the 
same result, the total spent on the full set of services 
delivered to the patient will be lower than it would other-
wise have been. 

Example: Many patients will receive better relief from 
back pain through physical therapy and other non-
invasive treatments than through spinal surgery.  
One study showed that referral of patients to a physi-
atrist reduced the number of spine operations by 
25%, and that patients receiving the physiatry con-
sultation were more satisfied with the results than 

those who had undergone spinal surgery.51 

Example: Many women with low-risk pregnancies 
can safely deliver their babies in a birth center rather 
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than in a hospital.  The cost of delivering a baby in a 
birth center is much lower than in a hospital, and 
there are also benefits to the mother and baby from 

doing so.52 

Example: Many patients with an acute condition that 
would ordinarily be treated during an inpatient hos-
pital stay can be treated in their own homes with an 
intensive home treatment and care program.  This 
òhospital at homeó service can cost less than an 
inpatient hospital stay because it does not require 
providing room and board to the patients, only treat-

ment services.53 

4: Delivering or obtaining the same service at 
a lower cost or price 

Finally, savings can be achieved without any change in 
the number or type of services if the same services can 
be delivered by providers who charge less or are paid 
less for those services.  In the Medicare program, where 
providers of the same type are paid similar amounts to 
deliver the same service, the largest savings are typical-
ly achieved by using a different type of provider, e.g., a 
service delivered in a physicianõs office rather than in a 
hospital outpatient department.  For other payers, how-
ever, where prices for the same service can differ dra-
matically among similar types of providers, savings can 
also be achieved by referring a patient to a different 
provider that will deliver the same service at a lower 
price. 

It is important to recognize that savings from the payerõs 
perspective depends on whether the price of the new 
service is lower than the service that would have been 
delivered previously; this does not necessarily mean the 
cost of delivering the new service is lower.   

Example: A number of studies have shown that the 
prices of common outpatient services and proce-
dures are higher when they are delivered in hospi-
tals than when they are delivered in physician offic-
es.  One study found that colonoscopies at hospitals 
cost almost three times as much as in physician 
offices and chest x-rays cost more than three times 

as much.54 

B. Opportunities for Reducing  
Spending on Unplanned Care 

Opportunities for reducing unplanned care can be divid-
ed into several subcategories: 

¶ Avoiding complications of treatment; 

¶ Preventing new health conditions from developing; 

¶ Identifying treatable conditions before they worsen; 
and 

¶ Preventing existing health conditions from worsening. 

As with opportunities in planned care, the subcategory 
in which an opportunity falls is often important for deter-
mining how the APM should be structured.  In addition, 
because reductions in unplanned care will likely need to 
be achieved through changes in some type of planned 
care, it will generally be important to understand not 
only the rate at which the unplanned care is occurring 
overall but the rate at which it is occurring for specific 
types of patients.  Also, in some cases, the unplanned 
care will occur long after the change in planned services 
was made, and so the rate at which the unplanned care 
is being delivered today may overestimate or underesti-
mate the magnitude of the opportunity for improvement 
in the future. 

5: Avoiding complications of treatment 

Many patients develop a new health problem because 
of something that is or is not done while they are being 
treated for a different health problem.  In some cases, 
commonly called ònever events,ó there is a direct causal 
connection between an action or lack of action by a par-
ticular clinician and the complication.  More commonly, 
though, the complications only develop in a subset of 
patients, and there may be ways of reducing the rate of 
complication but not necessarily of eliminating them 
entirely.   

Example:  Hospitalized patients who receive fluids or 
medications through a catheter inserted into a large 
vein (a òcentral lineó) are at risk of developing seri-
ous infections because of the ability of bacteria to 
directly enter their bloodstream through the catheter 
or the insertion site.  These central line-associated 
bloodstream infections (CLABSIs) occur frequently 
and are very expensive to treat.  However, a variety 
of projects have shown that the rate of such CLAB-
SIs can be reduced dramatically or even virtually 

eliminated through relatively simple procedures.55 

Example: Studies have shown that between one-
fourth and one-third of Medicare beneficiaries expe-
rience adverse events during hospital admissions, 
skilled nursing facility stays, and rehabilitation hos-
pital stays that result in death, permanent or tempo-
rary harm, and prolonged healthcare services.  Ap-
proximately half of these events were potentially 

preventable.56 
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6: Preventing new health conditions  
from developing 

òPrimary preventionó opportunities involve health condi-
tions that do not result from treatment of other condi-
tions, but rather from the patientõs exposure to disease 
or environmental conditions or the patientõs lifestyle 
choices.  If the circumstances that cause the condition 
can be changed, it may be possible to reduce the proba-
bility that a patient will develop the condition. 

Defining the opportunity means more than merely know-
ing that a condition can be prevented.  It is important to 
define the probability of successful prevention, how the 
risk of the condition and the probability of successful 
prevention varies for different kinds of patients, and how 
far in the future the preventable event would have oc-
curred.   

Example: There is considerable evidence that one of 
the most common chronic diseases -- diabetes ð can 
be prevented in many obese patients if they lose 
weight.57  In 2016, the CMS Office of the Actuary 
officially certified that the weight losses and lifestyle 
changes achieved through the Diabetes Prevention 
Program would result in a reduction in Medicare 

spending.58 

7: Identifying health problems sooner 

If a condition or complication cannot be reliably prevent-
ed in general, or if it was not prevented for a particular 
patient, it may be less expensive to treat if it is identified 
at an early stage.  This is particularly true for patients 
who are known to be at risk for specific conditions or 
complications that will become more serious if there is a 
delay in treatment; early identification of these problems 
followed by rapid treatment can both reduce spending 
and improve patient outcomes. 

Example: The U.S. Preventive Services Task Force 
has recommended routine blood pressure screening 
for adults in order to identify and treat hypertension 
before it leads to a stroke, heart attack, or other seri-

ous problem.59 

Example: Many patients with chronic diseases such 
as asthma, COPD, and heart failure experience exac-
erbations of their condition that can result in the 
need for hospitalization if the exacerbation is not 
identified and treated early enough.  One study 
found that earlier identification and treatment of 
COPD exacerbations led to faster recovery 
(approximately one-half day faster recovery for every 
day sooner the exacerbation was identified and 

treated) and significantly fewer hospitalizations.60 

Example: Many patients with cancer are hospitalized 
or treated in emergency departments for complica-
tions resulting from their chemotherapy treatments, 
such as dehydration or infections.  Demonstration 
projects have shown that many of these ED visits 
and hospital admissions can be avoided if the symp-

toms of the complications are identified and treated 

early.61 

It is important to recognize, however, that just because a 
condition or complication can be treated less expensively 
at an early stage does not necessarily mean that it is 
cost-effective to try and identify it at an early stage in 
order to do so.  There are a variety of serious conditions, 
such as cancer, that can be identified early through 
screening programs, but if the screening programs have 
a high false-positive rate (i.e., they inaccurately indicate 
that a person has the condition when they really do not), 
the false positive cases will likely result in unnecessary 
testing or treatments.  If the condition for which screen-
ing is being performed occurs at a relatively low frequen-
cy, the cost of the screening itself and/or the costs of 
testing/treatment for the false-positive cases may be 
greater than the savings achieved through early identifi-
cation and treatment of the òtrue positiveó cases. 

Example: Cancer screening programs are not recom-
mended for patients in age groups where the inci-
dence of cancer is low, because with even low false 
positive rates for the screening test, there may be far 
more patients inaccurately labeled as having the 
condition than there are patients who are accurately 

identified and treated. 

8: Preventing existing health conditions  
from worsening 

Finally, even if a condition cannot be cured at an early 
stage, it may be possible to prevent it from worsening or 
to slow its progression, thereby avoiding or delaying the 
more expensive services required to treat more ad-
vanced stages of illness.   

Example:  In most patients, Chronic Kidney Disease 
(CKD) progresses through several stages until the 
kidneys can no longer function (i.e., end-stage renal 
disease, or ESRD) and the patient requires dialysis or 
a kidney transplant in order to remain alive.  Howev-
er, with proper treatment, the progression of CKD 
can be slowed, delaying or avoiding the need for ex-
pensive ESRD treatments and improving the pa-

tientsõ quality of life.62 
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C. Opportunities for Improving Quality 
or Outcomes Without Savings 

If poor quality care results in new or worsened health 
problems, additional or more expensive healthcare ser-
vices will likely be needed to address those problems.  
Consequently, most opportunities to improve the quality 
of care for patients will also represent opportunities to 
reduce the utilization of one or more types of healthcare 
services (either planned or unplanned), so they will fall 
into one or more of the categories described in the previ-
ous two sections.  Whether improvements in these as-
pects of quality produce net savings or not depends on 
what needs to be done to achieve them and the cost of 
doing so, which is addressed in Section IV. 

However, there are situations in which there are opportu-
nities to maintain or improve outcomes where there will 
be no savings in healthcare spending or even increases 
in spending. 

9:  Improving non-healthcare-related  
outcomes with no increase in spending 

There may be opportunities to improve outcomes for pa-
tients that do not directly affect patientsõ need for other 
healthcare services and therefore do not affect 
healthcare spending at all.  For example,  

¶ if a patient is unable to work until a health problem is 
resolved, the sooner the problem can be diagnosed 
and the sooner treatment is completed, the smaller 
the negative impact there will be on the patientõs in-
come and/or their employerõs personnel costs, even if 
there is no difference in how much is spent on the 
diagnosis or treatment itself.   

¶ If a particular approach to treating a health problem 
would be more likely to preserve a patientõs ability to 
engage in recreational activities the patient enjoys, 
that approach would be preferable in terms of the pa-
tientõs quality of life even there is no difference in the 
cost or payment for using that approach.   

Improvements in non-healthcare-related outcomes may 
result in higher incomes or other financial benefits for 
the patient or others, such as avoiding the need for an 
employer to hire a temporary worker while an employee 
is completing treatment, but there might be no savings in 
healthcare spending.  As long as there is no increase in 
healthcare spending, this approach could qualify as an 
Alternative Payment Model.  However, if healthcare 
spending had to increase to achieve the improved out-
comes, even if the other financial benefits were large 
enough to offset the increase in healthcare spending, the 
offsets would not be recorded as savings in healthcare 
spending and therefore payments to support them would 
generally not qualify as an Alternative Payment Model. 

10:  Increases in spending needed to  
maintain quality 

There are situations in which healthcare services that 
are currently being delivered are achieving desirable 
outcomes, but the services cannot be sustained at the 
current amounts of payment.  Failure to increase pay-
ments could lead to a loss of services and worse out-
comes, but increasing payments to maintain the services 
would result in higher spending. 

For example, many physician practices and hospitals in 
rural areas have closed because they cannot financially 
sustain their operations at current payment rates.  As will 
be discussed in more detail in Section IV, small and rural 
providers will generally have higher costs than large, 
urban providers simply because of the lower volumes of 
patients, and as populations decrease in rural areas and 
increase in urban areas, this gap will increase.  A pay-
ment amount that enables a large provider in an urban 
area to deliver a service may be inadequate to enable 
delivery of the same service in a rural area.   

Even when special payment programs exist for rural 
communities, they may not be adequate to cover the 
costs of services in those areas.  For example, through 
the Critical Access Hospital program, Medicare pays 
small hospitals in isolated rural areas based on their 
actual costs of delivering services to Medicare benefi-
ciaries.63  However, although the program originally paid 
hospitals 101% of their actual costs, under federal se-
questration rules, the hospitals are only paid 99% of 
their costs, no matter how low the costs are.  Obviously, 
if the payment for a service is statutorily required to be 
lower than the actual cost of delivering the service, the 
hospital will not be able to sustain the service without 
finding a source of subsidy, and many small rural hospi-
tals have been unable to do this, particularly since all of 
their services would require such a subsidy.  Increasing 
payments to Critical Access Hospitals would preserve 
their ability to provide rapid treatment for patients who 
are injured or who are experiencing a potential heart 
attack or stroke, and maternity care for women who are 
pregnant and ready to deliver, but it would also increase 
spending on the hospitalõs services.   

In some cases, loss of the rural service could increase 
spending more than what would be needed to sustain 
the service, e.g., if delays in treatment due to lack of a 
local option result in more complications that are more 
expensive to treat.  However, this would at best be an 
estimate that could never be verified.  Moreover, be-
cause the rural service is already more expensive than a 
service in an urban area, an estimate would also have to 
be made of the savings if patients in the rural areas trav-
eled to urban areas to receive some of the services from 
providers with lower costs and lower payment amounts.   

The fact that these situations do not meet the criteria for 
an Alternative Payment Model does not mean they can-
not or should not be addressed; it simply means that an 
APM is not the appropriate vehicle for doing so.  The im-
plicit assumption behind APMs is that healthcare provid-
ers are currently being paid adequately (or more than 
adequately) for what they are doing today but there are 
ways of achieving the same or better results with lower 
spending.  If that assumption does not hold ð i.e., provid-
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ers are not currently being paid enough to sustain high-
quality services ð then the solution is not to create an 
APM, but to pay adequately for the services. 

11:  Improvements in outcomes through  
increases in spending 

Finally, new drugs, medical devices, diagnostic tests, 
and treatment procedures are constantly being devel-
oped that have the potential to improve outcomes for 
patients but at a higher cost than current tests and 
treatments.  If payment changes are needed to support 
delivery of these new and improved services, those pay-
ment changes would not qualify as an Alternative Pay-
ment Model because they would be expected to result in 
higher spending.  As with the previous category, this 
does not mean that such payment changes should not 
be pursued, but the changes would need to be made 
through statutory and regulatory mechanisms other than 
those governing APMs.   

D. Avoiding Increases in Spending 

It is important to recognize that òreducing spendingó 
does not necessarily mean that spending will be lower 
than it is today.  The definition of an Alternative Payment 
Model requires only that spending under the APM be 
lower than it would otherwise have been.  Consequently, 
òsavingsó can also result from avoiding an increase in 
spending that would have otherwise occurred.  For exam-
ple: 

¶ If utilization of a service has been increasing and is 
expected to continue increasing, then slowing or stop-
ping the growth in utilization would generate savings 
in the future. 

¶ If there are two alternative services that achieve simi-
lar outcomes, and access to the less expensive ser-
vice is decreasing or there is a risk that the alternative 
service will no longer be offered, actions to preserve 
access to the less expensive service could avoid an 
increase in spending in the future. 

¶ If new types of health problems are appearing or if the 
incidence of existing health conditions is growing, then 
efforts to reverse those increases could result in lower 
spending on treatments in the future than would oth-
erwise have been necessary. 

These types of savings are often referred to as òbending 
the cost curve.ó  Because healthcare spending has his-
torically been increasing so rapidly and consistently, sig-
nificant savings are possible even if healthcare spending 
is higher in the future than it is today, as long as the in-
crease is lower than what would otherwise have been 
expected.   

However, quantifying this type of savings is more difficult 
because it requires making a projection of what utiliza-
tion and spending on specific services will be in the fu-
ture.  Although total healthcare spending has increased 
at a consistently high rate for many years, this does not 
mean that every individual service or aspect of spending 
will do so.  Consequently, there will be greater uncertain-
ty about estimates of savings based on avoiding project-
ed increases in utilization than based on reducing cur-
rent levels of utilization. 
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TABLE 2 
OPPORTUNITIES TO REDUCE SPENDING AND/OR IMPROVE QUALITY 

Opportunity Examples 

Reducing Spending on Planned Care  

 1.  Avoiding services which harm or  
have no benefit for the patient 

Use of antibiotics for viral illnesses 

Repeated tests and imaging studies 

Pre-operative testing prior to outpatient surgery 

Imaging for acute low back pain 

Misdiagnosis 

 2.   Avoiding services with harms or risks  
that outweigh benefits 

Coronary angiography in low-risk patients 

 3.  Using services that are less expensive  
with similar/better outcomes 

Physical therapy instead of spinal surgery 

Low-risk childbirth in a birth center instead of a hospital 

Home care rather than inpatient admission 

 4.   Delivering/ordering the same service 
from a provider with a lower cost or price 

Diagnostic tests and procedures in physician offices instead of hospitals 

Reducing Spending on Unplanned Care  

 5.   Avoiding complications of treatment 
Reducing/eliminating central line-associated bloodstream infections 

Reducing adverse events during hospital and SNF admissions 

 6.   Preventing new health conditions  
from developing 

Losing weight to prevent diabetes 

 7.   Identifying health problems sooner 

Screening for high blood pressure 

Early identification and treatment of COPD exacerbations 

Early identification and treatment of chemotherapy complications 

 8.  Preventing health conditions  
from worsening 

Slowing the progression of Chronic Kidney Disease 

Improving Quality/Outcomes Without Savings     

 9.   Improving non-healthcare related  
outcomes with no increase in spending 

Returning patients to work sooner 

10.  Increasing spending to maintain quality 
Increasing payments to sustain primary care physicians 

Increasing payments to keep small rural hospitals from closing 

11.  Improving healthcare related outcomes 
through increases in spending 

Expensive new drugs or medical devices that extend life 
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The existence of an opportunity for reducing a particular 
aspect of spending does not automatically mean that 
savings in that area can be reliably achieved; there must 
be a systematic way of delivering care differently that is 
designed to successfully address that opportunity.  
Moreover, if the new way of delivering care involves de-
livering additional or different services, then additional 
spending on those services must be less than the sav-
ings that are achievable in order to produce net savings.  
To determine whether an APM should be developed and 
how it should be structured, three separate steps need 
to be taken: 

a. Identify one or more changes to care delivery that are 
expected to achieve the desired savings or improve-
ment in quality; 

b. Determine the costs of delivering services under the 
revised approach to care; and 

c. Determine whether there is a business case for pur-
suing development of an Alternative Payment Model. 

A. Identifying How Services Will Need 
to Change 

After specific opportunities for reducing spending or im-
proving outcomes have been identified as described in 
Section III, at least one specific set of changes in care 
delivery should be identified that is expected to success-
fully achieve improvements in those opportunity areas.  
Payers often ignore this step; they see an opportunity for 
reducing spending or improving quality and try to create 
an òincentiveó for healthcare providers to achieve better 
results without determining whether it is feasible for the 
providers to do so.  By definition, any payment model 
must pay for something, and since an Alternative Pay-
ment Model is expected to achieve a reduction in spend-
ing without harming quality or to improve quality without 
increasing spending, the APM is unlikely to be successful 
unless it is clear that (a) there is some set of services 

that can achieve those results and (b) the APM will pay in 
a way that enables those services to be delivered. 

However, determining that there is at least one feasible 
way to deliver services that will successfully reduce 
spending or improve outcomes does not mean that the 
payment model needs to mandate that particular ap-
proach.  Although it doesnõt make sense to create a new 
payment model unless there is reason to believe that it 
would adequately support at least one approach to ser-
vices that can achieve the goal, it may also be unlikely 
that a single, specific approach will work equally well in 
all settings.  Section VI will discuss how to design an 
APM so that it provides the flexibility for different ap-
proaches as well as the accountability for achieving the 
desired savings. 

1. Time and Costs of Doing Less 

The first two types of opportunities for reducing spending 
discussed in Section III involve avoiding services that 
harm patients, have no benefit for the patient, or that 
create problems or risks that outweigh the benefits.  It 
might appear that these opportunities donõt require de-
livery of any new or different services, since they are fo-
cused on simply avoiding use of an existing service ra-
ther than substituting a different service in its place.  
However, there is a decision-making process involved in 
determining whether to use a service, and there may well 
be more time or higher costs associated with deciding 
not to order or deliver a service.  For example: 

¶ The physician or other healthcare provider may need 
to spend more time assessing the patient to deter-
mine the correct diagnosis or to determine whether 
additional testing is needed; 

¶ If the provider needs some type of decision support 
system to compare the benefits and risks of using a 
service, there will be time and costs involved in using 
the system, and there will also be time and costs as-

IDENTIFYING CHANGES IN SERVICES 
NEEDED TO IMPROVE CARE IV. 

STEP 2 
Identify changes in services to  

reduce spending or improve quality 

A.  Identify How Services Will Need to Change 
¶ Increased time and costs for diagnosis and planning 

¶ Increased availability of alternative services 

¶ Changes in delivery of existing services 

¶ Creation of new types of services 

B. Determine the Costs of Services 
¶ Develop a cost model for services 

¶ Identify startup costs 

¶ Consider the cost of time 

¶ Determine whether costs differ for different patients 

C. Define the Business Case for the APM 
¶ Will the savings from reductions in avoidable services offset any 

higher costs of delivering necessary services? 
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sociated with contributing data to enable the system 
to provide more accurate guidance; 

¶ The provider may need to 
spend time explaining the op-
tions to the patient in order to 
ensure the patient supports 
the decision not to deliver or 
order the service; and/or 

¶ The provider may need to 
spend more time in follow-up 
contacts with the patient if the 
service is not delivered or or-
dered. 

As discussed in Section III, avoid-
ing misdiagnosis is an important 
opportunity that falls into the first 
subcategory.  Studies of the causes of incorrect diagno-
ses find that in many cases, the physician or other clini-
cian who made the diagnosis needed to spend more 
time on the patientõs case and/or needed better decision 
support tools.64  The short amount of time during stand-
ard patient visits makes it hard for a clinician to do a 
good physical examination and to analyze the reported 
symptoms in the context of the patientõs other character-
istics.  Moreover, it takes less time to order tests than to 
determine that a test is not needed, which contributes to 
overuse of tests and imaging studies.   

Example: As mentioned in Section III, there is a high 
rate of misdiagnosis for patients with asthma and 
COPD and for patients with symptoms similar to 
those caused by asthma and COPD.  A key reason for 
misdiagnosis is that many physicians do not use spi-
rometry (or do not perform spirometry correctly) be-
fore making a diagnosis; this may be because the 
physician does not have time to perform the test, 
because the equipment is not available, or because 
the physician does not have experience in perform-

ing spirometry.65   

An APM that is designed to improve the accuracy of diag-
nosis will likely need to support the ability of clinicians to 
spend additional time on the process of diagnosis.  In 
addition, APMs designed to reduce overuse of testing 
and imaging will need to ensure that they are not in-
creasing the rate of misdiagnosis. 

2. Ensuring Availability of  
Alternative Services 

The third and fourth opportunities discussed in Section 
III involve replacing a current planned service with an 
alternative service that is less expensive, more effective, 
or both.  It is not enough to know what this alternative 
service should be; there must also be reason to believe 
that the service will actually be available for the patients 
who would need to receive it, otherwise the APM will not 
be successful. 

In some cases, the alternative service may not be availa-
ble at all, and in other cases, the alternative service may 
be available but there is not currently enough capacity to 
handle more patients.  Almost by definition, the bigger 
the opportunity to shift care from a service that is cur-

rently being delivered, the less likely it is that there will 
be adequate capacity to deliver the alternative service, 

simply because providers 
would have had no reason 
to create capacity that no 
one would use.  If the 
APM encourages use of 
the alternative service, 
then there would be a 
rationale for providers to 
create the capacity to de-
liver it, but it may take 
time for that capacity to 
be developed.  The APM 
will need to accommodate 
that through either or both 
of the following actions: 

¶ Modifying the accountability targets to reflect the de-
lay in being able to fully achieve them (e.g., requiring 
a smaller amount of savings initially); and/or 

¶ Increasing the initial payment amounts to reflect the 
higher costs involved with the initial expansion of ser-
vices. 

As noted in Section III.D, if the alternative service cur-
rently exists but there is reason to believe that access to 
that service will decrease or disappear altogether in the 
future, actions may be necessary to preserve existing 
levels of access.  Some or all of the savings will come 
from avoiding a reduction in utilization of the service 
and a corresponding shift to higher cost services or pro-
viders, rather than from increasing utilization of the al-
ternative service compared to current levels.   

In some cases, it may not be feasible to deliver the 
same alternative service to all patients who could bene-
fit from it.  For example, in rural areas, the population of 
the community may not be large enough to make it fea-
sible to offer a particular alternative service, or at least 
not at the lower cost that made it an attractive target for 
savings.  Many rural communities do not have access to 
home health services because the long distances be-
tween homes make it impractical for home health nurs-
es and aides to manage more than a very small case-
load.  In these situations, a different approach to care 
delivery may be needed, and this may require a different 
APM, or the APM may need to be modified to include 
different accountability targets that reflect the differ-
ences in what is feasible to achieve in different commu-
nities. 

3. Planned Services Needed to  
Reduce Unplanned Care 

In the second group of savings opportunities discussed 
in Section III (reductions in spending on unplanned 
care), it is implicit that one or more changes in planned 
services will be needed in order to achieve the savings.  
The specific types of changes in planned services that 
would be successful will need to be explicitly identified 
to ensure that the APM provides adequate financial sup-
port to implement the changes.  As noted earlier, the 
APM does not need to require the delivery of a particular 
set of services in a specific way, but both payers and 
providers need to know that there is at least one set of 

Since an Alternative Payment Model is  
expected to achieve a reduction in  
spending without harming quality or to  
improve quality without increasing  
spending, the APM is unlikely to be  
successful unless it is clear that (a) there is 
some set of services that can achieve those 
results and (b) the APM will pay in a way 

that enables those services to be delivered. 
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services that is feasible to deliver and that will achieve 
the desired goals. 

As with opportunities to change planned care, the ser-
vices needed to reduce unplanned care may not be avail-
able or may be different from current services in im-
portant ways, so the APM may need to support the crea-
tion, expansion, or modification of services in order to 
achieve the desired results.  This includes: 

¶ Changing the way an existing planned service is deliv-
ered.  In some cases, achieving the desired reduction 
in unplanned services involves changing the way that 
an existing planned service is delivered.  There may be 
more time or costs involved in delivering the service in 
a different way, or there may be short term costs and 
productivity losses while providers learn new ap-
proaches and reorganize care delivery processes.  The 
APM will need to ensure the time or costs are ade-
quately supported, similar to what was discussed 
above with respect to use of fewer services. 

Example:  Several projects have demonstrated that 
central line-associated bloodstream infections 
(CLABSIs) can be significantly reduced or eliminat-

ed through relatively simple techniques, but some 
of the steps take additional time, and success re-
quires a focused effort to redesign care processes 

and measure impact.66 

¶ Ensuring availability of services in specific communi-
ties or situations.  In other cases, achieving the goal 
may involve using a different combination of existing 
services than are used today, but some of those ser-
vices may not be available in all communities or for 
all of the patients who could benefit.  The APM will 
need to either support expansion of the services to 
those communities and patients or establish differ-
ent goals for savings or quality improvement.   

Example:  In an urban area, a community oncology 
practice could provide office-based services (such 
as IV hydration) to address complications resulting 
from chemotherapy side effects without the pa-
tient having to go to a hospital emergency depart-
ment.  In rural communities, however, the pa-
tientõs oncologist may be located in a distant city, 

TABLE 3 
CARE CHANGES NEEDED TO REDUCE SPENDING AND/OR IMPROVE QUALITY 

Opportunity Care Changes Needed Examples 

  1.  Avoiding services which harm or 
have no benefit for patients 

  2.  Avoiding services with harms or 
risks that outweigh benefits 

Additional time or costs  
of doing less 

Additional time needed during patient visits for 
shared decision-making about treatment 

Additional time outside of patient visits  
to determine which treatment pathway  
is most appropriate 

  3.  Using services that are less  
expensive with similar/better  
outcomes 

  4.  Delivering/ordering the same ser-
vices from a provider with a lower 
cost or price 

Ensuring availability of  
alternative services 

Creation or expansion of birth centers 

Expansion of home health and hospice services to 
rural communities 

  5.  Avoiding complications of  
treatment 

  6.  Preventing new health conditions 
from developing 

  7.  Identifying health problems  
sooner 

  8.  Preventing health conditions from 
worsening 

  9.  Improving non-healthcare related 
outcomes 

10.  Increasing spending to maintain 
quality 

11.  Improving healthcare related  
outcomes through increases in 
spending 

Changes in the way existing 
services are delivered 

Following checklists to prevent infections 

Remote monitoring of patients for  
early identification of problems 

Ensuring availability of services 
Ensuring adequate home health services  
in rural communities 

Creation of entirely new  
services 

Delivery of "hospital at home" services who need 
intensive home care for acute illness 
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and the only option the patient may have for rapid 

treatment is the hospital emergency department. 

¶ Creating an entirely new type of service.  If reducing 
unplanned care requires delivering an entirely new 
type of service, there will likely not be any current pay-
ment for the service at all, so the APM will need to find 
a way to both start and sustain the service.   

Example: The rapid development in wireless tech-
nologies holds the potential for innovative ap-
proaches to early identification and improved diag-
nosis of health problems, remote monitoring of 
health status, in-home treatment and management 
of conditions, etc.  However, current payment sys-
tems generally only support in-person, face-to-face 
interactions between patients and payment 
amounts are based on the costs of traditional forms 
of technology, so it may be impossible to offer a 
service using new technologies even if that service 

would cost less and/or have better outcomes. 

B. Determining the Costs of the  
Services to Be Delivered 

If one or more new or modified services need to be deliv-
ered in order to achieve the desired outcomes, it will be 
essential to estimate the cost of those services.  There 
are two reasons for this:   

¶ If the cost of delivering the new/modified services ex-
ceeds the savings that are expected to result, there 
may well not be a basis for an APM at all.67   

¶ If there is an opportunity for net savings, the APM will 
need to provide payments sufficient to cover the costs 
of the new or modified services in order for providers 
to implement the changes. 

Providers often ignore this step; they may identify chang-
es in care delivery they would like to make without being 
clear about how much those changes will cost and 
whether the changes will reliably achieve savings or im-
proved quality in the opportunity areas identified.   

Even if the expectation is that delivering a different com-
bination of existing services will achieve savings or better 
outcomes, it will still be important to determine the cost 
of delivering those services in the context of the APM.  
This is because the cost of delivering a service may be 
very different from what Medicare or other payers cur-
rently pay for the service (assuming they pay for it at all).  
It is entirely possible that: 

¶ the current amount of payment for one or more of the 
services is less than what it will cost to deliver those 
services to patients in the APM, making it impossible 
to sustain the services and achieve the savings the 
services could make possible; or 

¶ the current amount paid for a service is higher than 
what it will cost to deliver the service to the patients in 
the APM, thereby preventing the maximum amount of 
savings from being achieved through delivery of the 
alternative service.   

An APM can provide the mechanism for aligning pay-
ments with costs more accurately than is possible under 
the current payment system, but to do so, the costs of 
the planned services have to be determined. 

1. Developing a Cost Model for Services 

Cost Accounting vs. Cost-to-Charge Ratios 

A healthcare provider will not be able to determine ex-
actly how much it costs them to deliver a current service 
unless they have a cost accounting system that appor-
tions time and costs to every service they deliver, or 
unless they carry out a special study to determine what 
specific costs they incur for the service of interest.   

Rather than determining the actual cost of delivering a 
service, what has typically been done is to estimate the 
cost using òcost-to-chargeó ratios.  The amount the pro-
vider charges for the service (i.e., the list price, not the 
amount the provider actually receives from payers or 
patients) is multiplied by a òcost-to-charge ratioó for that 
provider to estimate the cost of the service.  This is the 
approach CMS uses in determining the costs of hospital 
services in order to set payment rates for those ser-
vices, and it is also the approach used in determining 
whether an additional òoutlieró payment is needed to 
cover costs that are unusually high and how large that 
payment should be. 

A providerõs cost-to-charge ratio is determined by taking 
the total costs the provider incurred for delivering a 
range of services during a particular period of time (e.g., 
the prior year) and dividing that amount by the sum of 
the amounts the provider charged patients or payers for 
all of those services.  The denominator is the sum of the 
providerõs charges for each service, i.e., the òfull pricesó 
of the services, not the amounts the provider was actu-
ally paid by a payer or patient.  The cost-to-charge ratio 
is, in effect, the providerõs average òmarkupó from cost 
to price.  There may be one overall cost-to-charge ratio 
(CCR) for the provider, or there may be separate CCRs 
for different categories of services, e.g., inpatient vs. 
outpatient services, or radiology vs. laboratory services, 
if it is feasible to separate costs into those categories. 

This approach implicitly assumes that the charge for 
each service is proportional to its cost.  However, if the 
provider does not know what the actual cost of each 
service is, it is impossible for them to base the charge 
for the service on the cost, and so the òcostó estimated 
by applying an overall cost-to-charge ratio to the charge 
may or may not have any relationship to the true cost of 
the service.  Many studies have shown that the charge 
for a service is likely to depend as much or more on 
what the market will bear than on the cost the provider 
incurs in delivering it.68  Moreover, since providers are 
rarely paid their full charges for individual services, 
there is little incentive to insure the charges for individu-
al services are proportional to their relative costs. 

Consequently, the cost-to-charge ratio methodology will 
generally lead to erroneous conclusions about the actu-
al costs of delivering current services, and so infor-
mation on the actual costs of delivering a current ser-
vice, either from a cost accounting system or other 
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source, will be needed to provide accurate information 
about current services. 

Cost Modeling vs. Cost Accounting 

However, a cost accounting system or study is also in-
sufficient, because cost accounting can only describe 
what the costs have been in the past based on the way 
services were being delivered in the past.  If the APM is 
designed to change the way services are delivered, or if 
an entirely new service is going to be delivered, a cost 
model is needed, i.e., a method for determining what 
the future cost of a service will be, including how the 
cost will differ under different levels of volume, different 
standards of quality, etc.  To do this, a cost model needs 
to be able to separately identify fixed costs, variable 
costs, and semi-variable costs.   

Separating Fixed Costs, Variable Costs,  
and Semi-Variable Costs 

Although most current payment systems pay the same 
amount for each service regardless of how often the 
service is delivered, this does not mean that the cost for 
a healthcare provider to deliver the service is the same 
regardless of the number of times the service is deliv-
ered.  A significant proportion of most healthcare provid-
ersõ costs is fixed (i.e., these costs will not change even 
if the number of services provided changes), at least in 
the short run.  This means that the average cost of ser-
vices (i.e., the cost per service or cost per patient) will 
increase when fewer services are provided and the av-
erage cost will decrease when more services are provid-
ed.  This is particularly true of hospitals, which are ex-
pected to have emergency rooms, laboratories, surgery 
suites, and nursing units staffed and ready to go at all 
hours even if there are no new patients who need them.  
However, it is also true of physician practices, which still 
have to cover the same monthly costs of rent, salaries, 
EHRs, etc. even if fewer patients come to the practice 
for revenue-producing office visits, procedures, tests, or 
other services.   

Consequently, an estimate of the average costs of ser-
vices based on current volumes of services will be inad-
equate to determine how costs will change when the 
volume of services changes significantly.   

EXAMPLE: A physician practice is planning to hire a 
nurse to provide care management services to the 
practiceõs patients who have heart failure.  The 
nurseõs salary and benefits total $80,000 per year.  
If the practice will have 400 patients with heart fail-
ure during the coming year, the cost per patient per 
month of the nurseõs time will be $16.67.  However, 
if the practice only has 300 heart failure patients, 
the cost per patient per month for the nurseõs time 
at that practice will be $22.22, or 33% higher.  This 
is because the cost to each practice of employing a 
nurse is fixed at $6,667 per month, regardless of 

the number of heart failure patients the nurse sees. 

A relatively small proportion of healthcare costs are truly 
variable, meaning they change in direct proportion to 
the number of patients treated or the number of ser-

vices provided.  These are costs for items such as drugs, 
syringes, medical devices, etc. that (1) are only used if 
there is a patient to treat, (2) represent an out-of-pocket 
cost to the provider that is using them, and (3) cost the 
same regardless of the number of times they are used.  
For example, if a physician practice administers a partic-
ular drug to patients and it has to pay an additional 
amount to purchase the drug each time it is used, then 
the drug represents a variable cost to the practice.69   

However, even if the majority of overall costs is fixed, the 
proportion of fixed and variable costs may differ from 
patient to patient and treatment to treatment.  For exam-
ple, there will be a much higher variable cost for a hospi-
tal to perform knee replacement surgery than to treat a 
patient for a COPD exacerbation, because the hospital 
will have to pay an outside vendor for a very expensive 
prosthetic knee in order to perform the surgery, and the 
cost of the knee implant will be high relative to the hos-
pitalõs other costs, whereas the costs of respiratory ther-
apy drugs and supplies for the COPD patient will ordinari-
ly be much less than the cost of a knee implant. 

Some costs may be òsemi-variable,ó i.e., the costs will 
not change when the number of patients or services 
changes by a small amount, but the costs will change 
when the number of patients or services changes signifi-
cantly.  Semi-variable costs are challenging for providers 
and payment systems to deal with because they can 
cause average costs to increase or decrease significantly 
when a small change in the volume of services is enough 
to cross the òbreak pointó where semi-variable costs will 
change. 

EXAMPLE: A hospital unit has 35 patients and is 
staffed with five nurses in order to maintain a staff-
ing ratio of one nurse for every 7 patients.  If the av-
erage patient census decreases by 10% (from 35 to 
32), the same number of nurses will still be needed 
to maintain the minimum staffing ratio, so nursing 
costs will not change, and the cost per patient will 
increase.  However, if the average patient census 
decreases by 20% (from 35 to 28), the number of 
nurses could be reduced from 5 to 4 and nursing 
costs could be reduced by 20%.  (Other costs on the 
unit would still remain fixed ð e.g., the unit supervi-
sor, secretary, etc. ð so even with the reduction in 
nurses, the cost per patient will still increase, but by 

a lower amount.) 

Most òfixedó costs are actually semi-variable, but only in 
the upward direction, meaning that when an increase in 
the volume of patients or services reaches the capacity 
of the providerõs facilities, equipment, or management 
team, additional costs will need to be incurred to enable 
continued growth in volume.  However, once the invest-
ment is made to create a particular level of capacity, the 
cost of that investment is fixed until it is paid off, and 
during that period of time, if fewer services are deliv-
ered, the average cost per service will increase. 

In the long run, even fixed costs will become variable, 
e.g., once facilities and equipment have outlived their 
useful lives, if the volume of services no longer justifies 
the current capacity, the current facilities and equipment 
can be replaced with smaller facilities or fewer pieces of 



24 © Center for Healthcare Quality and Payment Reform (www.CHQPR.org) 

TABLE 4  

SERVICE COST PER PATIENT AT DIFFERENT CASELOAD SIZES 

Patients: 100 200 300 400 500 600 700 800 

         

Nurse Care Managers 1 1 1 1 2 2 2 2 

         

Fixed Cost ($20,000) $20,000  $20,000  $20,000  $20,000  $20,000  $20,000  $20,000  $20,000  

Semi-Variable Cost  

($80,000, 0-400 Patients) $80,000  $80,000  $80,000  $80,000  $160,000  $160,000  $160,000  $160,000  

Variable Cost ($50/patient) $5,000  $10,000  $15,000  $20,000  $25,000  $30,000  $35,000  $40,000  

Total Cost $105,000  $110,000  $115,000  $120,000  $205,000  $210,000  $215,000  $220,000  

         

Cost Per Patient $1,050  $550 $383 $300 $410 $350 $307 $275 

FIGURE 1 

SERVICE COST PER PATIENT AT DIFFERENT CASELOAD SIZES 

EXAMPLE OF A COST MODEL 

Table 4 shows a simple cost model for a hypothetical care management service in a primary care practice.  The care 
managers are nurses that travel to the homes of patients with chronic diseases to help them learn how to manage 
their health problems.  Assume that the care manager is a salaried employee (with total salary and benefits of 
$80,000) who can handle a caseload of up to 400 patients.  Assume also that if the primary care practice has more 
than 400 patients who will need services from a care manager, a second care manager will be hired.  Assume further 
that the care manager incurs an average of $50 in travel expenses for visiting each patient.  Finally, assume that the 
practice incurs $20,000 in costs each year for office space and secretarial support for the care managers, but these 
costs will not change unless there are more than 3 care managers.  

Figure 1 (which is a graphical representation of the data in the table in Table 4) shows that the cost per patient is very 
high if there are only a small number of patients in the practice who need the service; initially, the cost per patient 
decreases rapidly as the number of patients grows, but then the cost per patient becomes more stable.  When the 
number of patients increases beyond a break-point for the semi-variable costs (i.e., there are enough patients to re-
quire hiring an additional care manager), the cost per patient increases and then begins decreasing again if the num-
ber of patients continues to increase.   

It is important to note that at any point, the marginal cost of delivering the service to additional patients is below the 
average cost.  For example, the data in Table 4 show that with 600 patients, the average cost per patient is $350, but 
adding an additional 100 patients to the caseload only adds an additional $5,000 in cost (the variable cost), or $50 
per patient (not $350), and the average cost decreases to $307.  Conversely, reducing the number of patients to 500 
only reduces costs by $5,000 (not by $35,000), and the average cost increases to $410.   

Under a fee-for-service payment system, if the provider were paid $350 per patient for the service, the provider would 
break even with 600 patients, make a 14% profit with 700 patients, and have a 15% loss with 500 patients.  Howev-
er, if the service helped patients avoid hospitalizations and resulted in average savings of $500 per patient, it would 

be possible to pay more than $350 and still achieve net savings. 
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equipment, thereby reducing the average cost per ser-
vice.  However, the new facilities and equipment then 
become fixed costs again.  Moreover, the òlong runó is 
generally much longer than the typical length of health 
insurance policies or contracts between payers and pro-
viders, which makes it difficult to ensure that payments 
will be adequate to cover costs as volume changes. 

Modeling Costs Under Multiple Scenarios 

Clearly, there is no single number that can describe òthe 
costó of a service.  The cost a provider will incur to deliv-
er a service will differ at different levels of patient or 
service volume, and the average cost per service or per 
patient will also likely differ depending on how many 
and what types of patients are receiving services. 

2. Identifying Startup Costs 

It is rare than any organization can go from one way of 
delivering services to another way of delivering services 
without incurring some kind of temporary costs during 
the transition.  For example, if a new employee needs to 
be hired and trained before a new service can be provid-
ed, the provider will incur short-run costs for interview-
ing, training, and paying initial wages to that employee 
before the employee can deliver a billable service or 
achieve the desired benefits for patients.  New ways of 
delivering existing services may temporarily reduce the 
productivity of existing employees until the new process-
es are learned and efficiencies are achieved.  A new 
technology may hold significant promise for improving 
outcomes or productivity, but when it is first used, there 
will likely be many problems to resolve, and the cost of 
the technology will likely be much higher than it will be 
after it is in widespread use. 

Unless an APM includes an explicit mechanism to pay 
for these costs, e.g., through a one-time startup pay-
ment, the provider incurring the one-time costs will need 
to recover them through higher service payments or 
savings over a period of time.  If the new care delivery 
model and the payment to support it are expected to be 
in place for several years, then the costs could be amor-
tized over that multi-year period and a small amount 
could be added to the payments for the services each 
year to recoup the initial costs over a period of years.  
However, if payment contracts will only be for one or two 
years, amortizing upfront costs over that short time peri-
od would require a much higher payment for services, 
which would make it more difficult to demonstrate a 
positive business case.  

3. Considering the Cost of Time 

As discussed earlier, in some cases the desired change 
in care delivery will not involve delivering fundamentally 
different services, but rather enabling physicians and 
other healthcare providers to spend more time deliver-
ing the òsameó service, e.g., a longer office visit with a 
patient to ensure an accurate diagnosis.  The more time 
that is spent delivering a service, the fewer services that 
can be delivered during the course of an hour, day, 
month or other time period.  This means the fixed costs 
of the service provider will have to be recovered from a 
smaller number of services, the average cost per ser-

vice will increase, and the payment for each service will 
need to increase correspondingly.  Payments for physi-
cian services are implicitly or explicitly based on the esti-
mated amount of time the physician needs to spend in 
delivering the service, so if more time is needed for de-
livery of a service, the cost of delivering the service will 
increase. 

4. Determining Whether Costs Differ for  
Different Patients 

In addition to determining how costs are influenced by 
changes in the number of patients treated, it is im-
portant to determine whether costs differ for different 
types of patients.  The fact that one patient is receiving 
the òsameó service as another patient does not mean 
that it will take the same amount of time to deliver the 
service to each patient or that the exact same supplies 
or medical devices will be needed in each case. 

The only way to ensure that an APM does not underpay 
or overpay for services when the cost of the services 
differs significantly for different patients is to determine 
what patient characteristics affect costs and how the 
costs differ based on those characteristics.  The most 
relevant characteristics may not be age, sex, or the num-
ber and types of diagnoses (which are the characteris-
tics typically used in risk adjustment models) but other 
clinical and non-clinical characteristics, such as function-
al status, language proficiency, ability to drive, etc.70   

5. The Challenges of Estimating Costs  
Before Services Are First Delivered 

Although it is clearly important to understand the costs 
of delivering services in order to pay for them adequate-
ly, it is also difficult to accurately estimate costs before 
the service is first delivered.  In the example above, it 
may not be clear how many patients a single nurse care 
manager can manage until some experience has been 
gained in delivering the services.  This creates a 
òchicken and eggó problem for a new payment model ð 
it will be difficult to accurately determine the right pay-
ment amount until the services are delivered, but the 
services cannot be delivered unless there is an APM to 
support them.  Section VIII.B discusses mechanisms for 
setting the initial parameters of APMs in order to ad-
dress this challenge. 

In addition, it is possible that new or lower-cost methods 
of delivering services will appear once it is clear that 
there is a sustainable mechanism for paying for the ser-
vices.  For example, in services amenable to technology 
solutions, once the services supported by the APM are 
being delivered, a firm might develop a new technology 
that would reduce the cost of delivering the service com-
pared to what is possible with current technologies.  In 
addition, if more providers use a new technology solu-
tion, the manufacturer of the technology can sell it for a 
lower price if it wishes to (since the manufacturer will be 
able to spread the fixed costs of production across a 
larger number of products), which would thereby reduce 
the amount that the provider has to be paid to deliver 
the service using the technology.  Section VIII.D discuss-
es mechanisms for adjusting the parameters of APMs 
over time in order to address these changes. 
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C. Defining the Business Case for an  
Alternative Payment Model 

The goal of creating Alternative Payment Models is to 
reduce healthcare spending while maintaining or improv-
ing the quality of care.  There is a business case for both 
the payers and providers to design an Alternative Pay-
ment Model that will support and encourage implement-
ing the new approach to care delivery if: 

1. one or more opportunities to reduce avoidable spend-
ing have been identified,  

2. at least one method of delivering services has been 
identified that is expected to successfully reduce that 
avoidable spending, and  

3. the estimated amount of any increase in cost associ-
ated with the change in service delivery is less than 
the savings expected to result from reducing the 
avoidable spending. 

1. Ensuring There is a Business Case  
for Both Payers and Providers 

The business case for the payers depends on saving 
more on avoidable services/spending than they would 
spend on new or different services, whereas the busi-
ness case for the providers depends on the ability to be 
paid more than the costs of delivering the different mix of 
services.71  Assessing the business case from both per-
spectives requires estimating the expected costs of the 
services that would be delivered by the participating pro-
viders and the savings that would be produced for pay-
ers.  Business case analyses done from only the payerõs 
perspective or providerõs perspective can lead to devel-
oping an APM that will likely never be successful:  

¶ Payers often focus solely on the opportunities for sav-
ings discussed in Section III.  They estimate the 
amount that could potentially be saved and then pro-
pose òincentivesó they believe will encourage provid-
ers to achieve those savings without ever trying to de-
termine what it would actually cost for the providers to 
deliver care differently.   

¶ Providers often focus solely on how they would like to 
deliver care and the higher amounts they would need 
to be paid for that without determining whether the 
savings that could be achieved would offset the higher 
costs and payments. 

If both the costs and savings are accurately estimated 
and there is not a business case for the payer (because 
the estimated additional cost of the service delivery ap-
proach would exceed the expected savings for the payer), 
there would likely also not be a business case for the 
provider (because the amount the payer would be willing 
to pay would be less than the cost of the services the 
provider would deliver).  If there is no business case, 
then there is no reason to try and design an Alternative 
Payment Model to support that specific service delivery 
approach.72  In this situation, one or more of the follow-
ing actions could be taken: 

¶ An effort could be made to find a different approach to 
service delivery that has similar costs but a larger im-
pact on avoidable spending; 

¶ An effort could be made to find a different approach 
to service delivery that has a lower cost but a similar 
impact on avoidable spending; 

¶ An effort could be made to revise the same service 
delivery approach to reduce its costs. 

It is entirely possible that a business case may only exist 
when the service delivery approach is used by certain 
types of providers, for certain types of patients, or in 
certain types of communities.  In this case, an Alterna-
tive Payment Model may still be desirable, but it would 
need to be targeted to the specific providers, patients, or 
communities where the business case does exist.  In the 
example described earlier, if the nursing service is ex-
pected to save an average of $500 per patient in avoid-
ed ED visits and hospitalizations, the service would be 
financially viable in practices with 300 or more eligible 
patients (because the cost of the service is less than 
$500 at those levels of volume), but it would not be via-
ble in smaller practices (because the cost to deliver the 
service would be higher than the savings it would gener-
ate) and it would not be viable if the patients in the prac-
tice had early stage chronic diseases with a very low risk 
of hospitalization (since the savings from any reduction 
in hospitalizations would likely be very small and less 
than the cost of the service).  The service could well be 
desirable in terms of the outcomes for the patients, but 
if total spending increased in order to deliver it, the pay-
ments to support it would not qualify as an APM.   

As discussed in Section III under Opportunities 10 and 
11, there will be some circumstances in which current 
payment rates are inadequate to sustain existing ser-
vices and outcomes will worsen unless spending in-
creases, and there will be circumstances in which im-
provements in outcomes can be achieved, but only by 
increasing spending.  In these situations, there will not 
be a business case for an Alternative Payment Model, 
but there may well be a good reason for a different type 
of payment reform, one in which spending increases and 
outcomes are improved or prevented for worsening.  
These other types of payment reform could be imple-
mented simultaneously with APMs that achieve savings 
in other areas so that overall spending for a payer still 
decreases.  In these cases, the reduction in overall 
spending might be lower than if the APM alone were 
implemented, but the improvement in overall outcomes 
for patients might be greater. 

2. Addressing Uncertainty in the  
Business Case 

In many cases, it will likely be difficult to accurately pre-
dict either costs or savings or both.  If barriers in the 
payment system have precluded the delivery of desira-
ble services other than in small demonstration projects, 
there may only be limited experience with how much it 
costs to deliver new services or to deliver existing ser-
vices in different ways, and similarly limited experience 
in the impacts those changes will have on avoidable 
spending and patient outcomes.  In these cases, the 
business case analysis needs to accurately and objec-
tively reflect this uncertainty without being either overly 
optimistic or overly pessimistic:   
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¶ An overly optimistic analysis ð i.e., unrealistically low 
estimates of costs and unrealistically high estimates 
of savings ð could create excessive financial risks for 
providers and unrealistic expectations for patients and 
payers, and could divert time and resources away from 
APMs with a greater chance of success. 

¶ Conversely, an overly pessimistic analysis ð e.g., using 
worst-case scenarios on both costs and outcomes ð 
could result in a failure to make changes in care deliv-
ery that could have significant benefits in terms of 
lower spending for payers and/or better outcomes for 
patients. 

As will be discussed in more detail in Section VIII.B.2, the 
only way to reduce the uncertainty about the business 
case for many APMs will be to òbeta testó the APM on a 
small scale.  Although it might seem desirable to avoid 
this step and focus only on APMs where there is a high 
degree of certainty that savings will exceed costs, this 
could well result in the least amount of savings, since the 
highest certainty about impacts will generally be associ-
ated with the most incremental changes in care delivery, 
and incremental changes in services may only result in 
small changes in spending or outcomes.   

The urgency of the need to slow the growth in healthcare 
spending and the failure of most current APMs to do so 
argues for pursuing approaches with a greater potential 
for savings and quality improvements even if the greater 
uncertainty about the impacts requires an additional step 
in the process of testing and implementation.  A business 
case analysis that assesses both the magnitude and 
causes of uncertainty will help to identify which APMs are 
worth pursuing. 
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There are several different ways in which the current 
payment system can create barriers to implementing the 
changes in care delivery described in Section IV: 

¶ There may be no payment for one or more of the ser-
vices that the providers want to deliver; 

¶ The payment for the services to be delivered may be 
less than needed to cover their costs; 

¶ The providers may be unable to control the types or 
costs of services delivered by other providers they rely 
on for a portion of the patientsõ care; and/or 

¶ The patients may be unable to afford to pay for the 
services or to pay their share of the cost of services 
under their insurance plan. 

If the APM does not remove these barriers, it will be un-
likely to achieve the desired results.   

A. Lack of Payment for Services 

The current fee-for-service payment system defines spe-
cific payment amounts for over 15,000 different ser-
vices.  Despite this, there may be no fee or any other 
type of payment at all for many of the services that are 
needed to fully implement the types of care delivery 
changes described in Section IV.  For example: 

¶ Primary care physicians and specialists arenõt paid for 
the time they spend communicating with each other 
to coordinate a patientõs care, even though this can 
avoid ordering duplicate tests and prescribing conflict-
ing medications.   

¶ Specialists are not paid for phone and email consulta-
tions with primary care physicians, even though such 
communications can result in quicker and more accu-
rate diagnoses and treatment plans, and consulta-
tions can avoid unnecessary office visits with the spe-
cialist and visits to an emergency department. 

¶ Physicians arenõt paid more for spending additional 
time in a shared decision-making process with pa-
tients and family members to explain multiple treat-
ment options, even though this has been shown to 
reduce the frequency of invasive procedures and low-
value treatments.73 

¶ Physicians generally arenõt paid to respond to a pa-
tientõs phone call about a symptom or problem, even 
though this could help the patient avoid the need for 
an expensive emergency department visit.   

¶ Physicians generally arenõt paid for proactive tele-
phone outreach to patients to ensure they get pre-
ventive care services that could prevent serious 
health problems or identify problems at earlier stages 
when they can be treated more successfully and at 
lower cost. 

¶ There may be no payment for services that patients 
receive from nurses and non-clinician staff, even 
though providing this type of education and proactive 
outreach to patients and family members can help 
patients manage their health problems more effec-
tively and avoid hospitalizations. 

¶ There is no payment for providing palliative care for 
patients in conjunction with treatment, even though 
this can improve quality of life for patients and re-
duce the use of expensive treatments and hospital 
admissions. 

¶ There may be no payment for providing non-health 
care services (such as transportation to help patients 
visit the physicianõs office) that could avoid the need 
for more expensive medical services (such as the 
patient being taken by ambulance to an emergency 
department).   

¶ Social services for patients are generally not support-
ed through health insurance, even though there is 
considerable evidence that socioeconomic factors 
(adequate housing, food, income, etc.) are more im-
portant determinants of health outcomes than 
healthcare services. 

Payments for Services Delivered in Some  
Circumstances But Not Others 

In some cases, payments may only be available for a 
service in certain circumstances, and the eligible cir-
cumstances do not include the patients or providers 
targeted by the APM.  For example,  

¶ Medicare pays for care management services for pa-
tients with chronic diseases, but only if the patient 

IDENTIFYING THE BARRIERS 
IN THE CURRENT PAYMENT SYSTEM V. 

STEP 3 
Identify barriers in current payment 

system to changing care delivery 

A.  Lack of Payment for Services 

B.  Underpayment for Services 

C.  Inability to Control Other Providersõ Services 

D.  Barriers Created by Patient Cost-Sharing 

E.  Other Barriers 
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has two or more chronic conditions, even though a 
patient with one serious chronic condition might bene-
fit from care management services more than a pa-
tient with two less serious conditions.  

¶ Medicare will pay for palliative care services for a pa-
tient with a serious illness only if they meet the eligi-
bility requirements for the Hospice program and are 
willing to forego treatment for the illness. 

¶ Medicare will only pay for rehabilitation services in a 
Skilled Nursing Facility if the patient has spent at 
least three days in a hospital for an inpatient admis-
sion. 

Why Fill Payment Gaps With an APM  
Instead of Changing FFS? 

It is not surprising that there would be opportunities to 
reduce spending on the kinds of high-cost services de-
scribed in Section III if there is no payment for the lower-
cost services that would substitute for or avoid the need 
for them.  Healthcare providers canõt go bankrupt in or-
der to improve care for patients or save payers money.   

Although it might be possible to simply add new pay-
ments to the current fee-for-service system to address 
some of these payment gaps, there are several reasons 
why creating an APM can be preferable: 

¶ Mismatch between fee-based revenues and service 
costs.  As will be described in more detail in the fol-
lowing section, because of the high fixed costs associ-
ated with many healthcare services, revenues derived 
from fixed fees per service will often either be too high 
or too low relative to the costs of delivering services.  
Alternative Payment Models provide the opportunity to 
better align payments with the costs of delivering ser-
vices. 

¶ Lack of accountability for utilization or outcomes.  The 
fact that higher-cost services can be avoided by deliv-
ering a particular low-cost service in some circum-
stances does not necessarily mean that any time the 
low-cost service is used there will be net savings.  Fee
-for-service payment systems do not have good mech-
anisms for ensuring that a particular service will only 
be delivered when it is necessary or when it most like-
ly to be effective in preventing other problems.  In 
contrast, an Alternative Payment Model can be de-
signed to tie the delivery of a service to the outcomes 
that it is intended to achieve. 

¶ Administrative burden and lack of flexibility in service 
delivery.  In an effort to focus the use of a new service 
on the types of patients for whom the service is most 
likely to avoid other kinds of spending, payers may 
define the service very narrowly, or create prior au-
thorization programs designed to ensure a service is 
only used in certain circumstances.  These approach-
es can both increase administrative burden on provid-
ers (e.g., if they need to document that the service is 
being used in approved or desirable circumstances) 
and limit the flexibility that providers have to use the 
service when it will be effective.  For example, relative-
ly few physicians billed Medicare for Chronic Care 
Management services when the payments were first 
created because of the restrictions on how services 
must be delivered and the documentation require-

ments for billing.74  In contrast, an Alternative Pay-
ment Model can provide greater flexibility with regard 
to a service by tying payments partially or fully to out-
comes. 

¶ Narrow definitions of budget neutrality.  Under cur-
rent federal law, adding a new type of service that 
physicians can bill for under Medicare requires that 
the payments for all other physician services be re-
duced so that total spending on all physician services 
remains the same.75  Even if the new service would 
reduce other types of Medicare spending (e.g., 
spending on hospital admissions or nursing facility 
stays.) by more than the spending on the new ser-
vice, those savings canõt be counted toward the 
budget neutrality calculation if the new service is im-
plemented through a change in the Physician Fee 
Schedule.  Similarly, adding a new outpatient hospital 
service requires reducing the payments for other out-
patient hospital services, even if the new service 
would reduce spending on inpatient admissions or 
post-acute care.  In contrast, if the new service is 
paid for under an Alternative Payment Model, then 
budget neutrality can be calculated considering all 
types of Medicare services and spending. 

¶ Inability to test payment changes on a limited scale.  
If a new payment for a specific service is added to 
the fee-for-service payment system, every provider 
who is qualified to deliver that service would then be 
able to deliver that service to every patient who could 
potentially receive it.  In contrast, an Alternative Pay-

TABLE 5 
Barriers in the Current Payment System 

Lack of payment for services 

¶ In all cases 

¶ In some circumstances 

Underpayment for services 

¶ In most or all cases 

¶ For new services 

¶ For specific phases of care 

¶ For specific kinds of patients 

¶ Related to volume 

§ Desirable services in rural areas 

§ Reduction in avoidable services 

§ Loss of cross-subsidy for other services 

Inability to control/coordinate services  
delivered by other providers 

Barriers created by cost-sharing 

¶ Cost-sharing amounts too high 

¶ Cost-sharing does not reflect differences in value 

Other barriers 

¶ Malpractice liability 

¶ Scope of practice laws 

¶ Fraud & abuse laws 

¶ Lack of insurance coverage 
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ment model creates the ability to pilot test the pay-
ment change with a small group of providers and/or 
patients in order to determine whether the service 
achieves the desired results, whether there are any 
unintended consequences, and whether the payment 
amount matches the costs of delivering the service. 

B. Underpayment for Services 

1. Underpayment in Most or All  
Circumstances 

In healthcare, there is often little relationship between 
the price of a service and what it costs to produce it.  
There are many cases in which the prices of healthcare 
services are higher than the costs of delivering the ser-
vices, and one of the goals of an Alternative Payment 
Model may be to substitute a lower-priced service or pro-
vider for one with an unnecessarily high price.   

However, there are also cases in which the fees payers 
pay for services are below the cost providers incur in 
order to deliver a service in a high-quality way to patients 
who need it.  A payment that is too low can be every bit 
as much of a barrier to delivering a high-value service as 
no payment at all.   

Example: In the Medicare program, a Critical Access 
Hospital is paid 99% of its costs for the services it 
delivers to Medicare patients, forcing the hospital to 
incur a loss on every service, regardless of how effi-
ciently the service is delivered.  (Although the statute 
creating the Critical Access Hospital requires that the 
hospital be paid 101% of eligible costs attributable 
to services delivered to Medicare beneficiaries, the 
2% reduction in all federal payments under seques-
tration rules reduced that amount to 99%.  In addi-
tion, not all costs are considered eligible for pay-
ment, and there is no adjustment for the number of 
uninsured patients the hospital treats, so even with-
out sequestration, a hospital may not have been re-

ceiving payments adequate to cover its costs.) 

In some cases, underpayment may mean the service 
wonõt be delivered at all, but in other cases, the service 
may be delivered in a lower-quality way.   

Example: If Medicare payments to physicians for of-
fice visits with patients are not adequate to support 
the time needed to make an accurate diagnosis, the 
low payment may not preclude the office visit from 
occurring, but it may cause spending on lab tests, 
imaging studies, and specialty referrals to be higher 

or patient outcomes to be worse. 

2. Underpayment for New Services  

The underpayment barrier can be particularly large when 
a provider first starts delivering a new service.  As de-
scribed in Section IV.B, there will often be significant 
startup costs associated with a new service, or a period 
of time in which costs have to be incurred before reve-
nue can be generated.  A payment amount that is ade-
quate to cover ongoing costs may not be enough to ena-
ble recovery of startup costs.   

Example: In an independently-owned physician prac-
tice, the profit margin on the services and the physi-
cianõs earnings are one and the same thing, i.e., the 
physicians do not receive a salary, but they receive 
whatever is left over after all other practice costs are 
paid.  This means that paying less for a service than 
it costs to deliver it simply reduces the physicianõs 
income.  In the early years of the practice, a large 
part of the physicianõs income is used to pay off 
medical school debt, so shortfalls in payment can 
have a significant negative impact on what the physi-

cian has available to spend on housing, food, etc. 

3. Underpayment for Specific Phases of Care 

The amount of payment may be too low for a service 
only when it is delivered during certain phases of the 
care process.   

Example: A physician will need to spend more time 
with a patient when the patient develops a new 
health problem in order to accurately diagnose the 
problem and develop an appropriate treatment plan.  
The Medicare Physician Fee Schedule makes a high-
er payment for an office visit with a new patient than 
for an office visit with an òestablished patient,ó but 
for established patients, there is no distinction be-
tween the first visit for a new symptom and later vis-
its for a previously treated condition.  This means 
that if a primary care physician refers a patient with 
a new symptom to a specialist the patient hasnõt 
seen before, the specialist will be paid more to diag-
nose the symptom than the primary care physician 

would have been paid. 

Example: Most hospitals charge for the nursing care 
that is provided during a hospital admission using a 
fixed per diem charge for each day the patient is in 
the hospital, and many payers still pay a per diem 
amount for this component of hospital services.  
However, the intensity of the nursing care during a 
multi-day hospital stay will ordinarily be much higher 
during the initial days of the hospital stay than the 
final days of the stay.  Consequently, a fixed per di-
em payment will likely be lower than the actual cost 
of care during the initial days of the hospital stay, 
and higher than the actual cost during the final days 
of the hospital stay.  Under this system, the hospital 
would be financially penalized for discharging pa-

tients quickly. 
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4. Underpayment for Specific  
Kinds of Patients 

In some cases, the payment is adequate for the service 
for some types of patients but not for others.  If there is 
only one payment amount for delivery of a service, but 
the amount of time, staffing, or materials required to 
deliver the service varies significantly from patient to 
patient, then the provider will be financially penalized for 
treating the higher-cost patients. 

Example: Under the Medicare Physician Fee Sched-
ule, an oncologist is paid the same amount for an 
office visit with a new patient with suspected cancer 
as a family physician is paid for an office visit with a 
new, otherwise healthy patient with a minor injury or 

acute condition.   

This problem can easily occur where payments are made 
for òbundlesó of services.  As will be discussed in more 
detail in Section VI.A, if most patients need a relatively 
similar set of services, a single payment for the entire 
set of services may be administratively simpler, give the 
provider greater flexibility, and create more predictability 
about payment and spending than paying separate 
amounts for each individual service.  However, if some 
patients need more of the services that are included in 
the bundle, or if the cost of delivering some of the bun-
dled services is higher for those patients, the bundled 
payment may be less than is needed to support the actu-
al cost of delivering high-quality care to every patient. 

Example: Payments for office visits with physicians 
are intended to cover a group of activities that occur 
before, during, and after the office visit.  This in-
cludes an expectation that patients may need a fol-
low-up call after a visit, but patients with complex 
problems or limited health literacy may need multiple 
or lengthy calls.  The time involved in those calls 
would go beyond what was assumed in determining 

the amount of payment for a standard office visit. 

5. Underpayment Related to Volume 

In some cases, the payment amount for a service will be 
too low for a subset of providers who deliver the service 
less frequently than others.  Because a significant por-
tion of the costs of many healthcare services is fixed, the 
average cost of delivering a service will be higher when 
fewer services are delivered, and so a lower-volume pro-
vider of services can experience losses when paid an 
amount that would be adequate for higher-volume pro-
viders.   

a. Underpayment for Desirable Services in  
Rural Areas 

This problem can make it difficult or impossible to deliv-
er some kinds of òlow-costó services in rural communi-
ties.  If the total number of patients who need the ser-
vice will not generate sufficient revenues at the standard 
payment rate to cover the cost of delivering the service, 
then a rural community may not be able to sustain the 
service even though the standard payment would be 
adequate to cover costs in urban areas.   

Example: Because of the difficulties in attracting and 
retaining primary care providers in rural areas, Medi-
care pays Rural Health Clinics (RHCs) based on their 
actual costs rather than using fixed fees.  However, 
the payments to independent RHCs are capped at 
maximum amounts that are generally lower than the 
Clinicsõ costs and lower than the amounts paid to 
physicians in urban areas.  The payments for RHCs 
that are part of Critical Access Hospitals are reduced 
below the RHCõs actual costs if the primary care phy-
sicians fail to achieve a minimum number of patient 
visits per year, even if that minimum is impossible to 

achieve in a very small community.76 

b. Underpayment When Avoidable Services Are 
Reduced 

There may also be an underpayment barrier associated 
with the higher-cost services that are to be avoided.  If 
savings are achieved by reducing overuse of a particular 
service, the average cost of delivering that service will 
increase.  Even if the fees paid for the high-cost service 
are adequate today, they may no longer be adequate 
when the utilization of that service decreases, and that 
could jeopardize providersõ ability to deliver the high-cost 
service to the subset of patients who really need it.77  

Example: As discussed in Section III, a large propor-
tion of the cardiac catheterizations that are currently 
performed to diagnose chest pain are probably un-
necessary, and eliminating the unnecessary proce-
dures would reduce the total volume of cases signifi-
cantly.  However, cardiac catheterizations are essen-
tial for most patients who are experiencing a heart 
attack, and the hospitalõs cardiac catheterization 
equipment and staff would still need to be ready on a 
24/7 basis to deal immediately with heart attacks 
when they occur.  Eliminating the unnecessary pro-
cedures would cause the average cost of the neces-
sary procedures to increase significantly, and current 
payment amounts might not be high enough to sus-

tain the services. 

c. Loss of Cross-Subsidy for Other Services 

There can be a problem when fewer services are deliv-
ered even if the payment remains above the average 
cost of delivering the services.  If the provider has been 
using the profit margin on one service to offset losses on 
another service, a lower profit margin on the first service 
could cause a net loss overall, jeopardizing the provid-
erõs ability to continue offering the other service.  For 
example, many hospitals use the profit margins they 
generate on orthopedic and cardiac procedures to offset 
the losses they experience on primary care, maternity 
care, and mental health services.  Providers of all types 
often use profit margins on services delivered to com-
mercially insured patients to offset losses on Medicaid 
and uninsured patients. 
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C. Inability to Control Services  
Delivered by Other Providers 

For all but very simple health problems, most patients 
will receive two or more separate healthcare services to 
address the problem.  If there is an opportunity to 
achieve savings by changing the services, a single provid-
er can make the change if all of the services in question 
are delivered by the same provider (e.g., a single physi-
cian or hospital).  However, if the services are delivered 
by different healthcare providers, then it may be more 
difficult for any one of those providers to make the nec-
essary changes in services.  Under current fee-for-service 
payment systems, only certain types of providers are per-
mitted to deliver specific services, each provider is paid 
separately for the services they deliver, and an individual 
provider has only limited control over what other provid-
ers deliver and no control over what they are paid.  For 
example: 

Example: When a patient receives knee replacement 
surgery in a hospital, the surgeon is paid for the sur-
geonõs time in planning and performing the surgery, 
and the hospital is paid separately for the costs of 
the nurses who assist with the surgery, the knee 
prosthetic that is used, the supplies that are used 
during the surgery, the post-surgical nursing care, 
etc.  The amount the hospital spends on knee pros-
thetics depends on which prosthetics each individual 
surgeon chooses, so the hospital cannot reduce its 
charge for the surgery without cooperation from the 
surgeons.  Moreover, if use of a lower-cost prosthetic 
requires the surgeon to spend more time during sur-
gery, the surgeon wonõt be able to perform as many 
surgeries, and the surgeonõs fee revenues will de-
crease even though the change is saving money for 
the hospital and for payers on each individual sur-

gery.   

Example: An orthopedic surgeon may believe that her 
knee replacement patients would have better out-
comes at a lower cost if the skilled nursing facilities 
and home health agencies that provide post-acute 
care services to her patients did so in a different way, 
but the surgeon has no control over whether and how 
the post-acute care providers are paid and no control 
over the specific way they deliver services in return 

for that payment. 

Even if two providers find a way to deliver a combined set 
of services that cost less than what other providers deliv-
er, there is no way for patients or payers to know this or 
to assure that they will receive the savings.  Under the 
current fee-for-service system, patients and third-party 
payers typically cannot even obtain an estimate of the 
combined fees for all of the services the patient will re-
ceive for treatment of a particular condition, much less a 
guaranteed price for the entire package of services.   

D. Barriers Created by Cost-Sharing 

In some cases, the barrier to delivering higher-value 
care is not solely the method of payment or the amount 
a provider is paid for a service, but the amount the pa-
tient is required to pay for the service.  In health care, a 
providerõs payment generally comes from two separate 
entities ð the patient pays one part (the òcost-sharing 
amountó) and the rest comes from an insurer or other 
third-party payer.  If the patient feels the cost-sharing 
amount is unaffordable or is not commensurate with 
the benefit of the service to them, the patient may not 
seek out or accept the service even if doing so would 
enable the insurer to achieve savings on its share of the 
payments.   

A patientõs cost-sharing is determined through a com-
plex set of rules.  For example: 

¶ if a patient receives a service that is not covered by 
the health insurance plan, or receives a covered ser-
vice from an òout-of-networkó provider with whom the 
health plan has no contracted arrangement, the pa-
tient may need to pay the full amount the provider 
charges for the service; 

¶ if a patient has an unmet insurance deductible that is 
larger than the amount the insurance plan would pay 
for the service, the patient may have to pay the full 
amount for the service;  

¶ if a patient has already spent more than a maximum 
òout of pocket limitó for the year that is specified in 
their insurance plan, the insurance plan will pay the 
full amount for a covered service with no cost-sharing 
required by the patient; 

These rules can cause patients to have to pay more or 
less for the same service at some points in time than 
others, or to pay a different amount than other patients 
who are receiving the exact same service.  For example, 
a patient who is treated for a serious illness early in the 
year may be required to pay less to receive an elective 
procedure for an unrelated condition than other, health-
ier patients would have to pay because the first patient 
would have already met their deductible and/or 
reached an out-of-pocket spending limit before the cost-
sharing amount for the elective procedure is calculated.   

The specific barriers caused by cost-sharing depend 
both on the way cost-sharing rules are defined and also 
on the nature of the savings opportunity and the way 
services would be delivered to achieve it.   

Impacts of Cost-Sharing Rules on  
Changes in Planned Care 

¶ If the patient is required to pay the full amount for 
one service and only a portion of the amount for a 
higher-cost service, the first service may be more 
expensive for the patient while being less expensive 
for the insurance plan.  For example, high-deductible 
health plans can cause lower-priced healthcare ser-
vices to be as or more expensive for the patient than 
higher-priced services.   

¶ If the patient needs a non-covered service in order to 
use or achieve the best outcomes from covered med-
ical services, the lack of coverage may cause overall 
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spending to increase.  For example, if a patient can-
not afford transportation to a physicianõs office, the 
patient may not be able to receive a preventive ser-
vice, no matter how adequate the payment is to the 
physician or how low the patient cost-sharing is for the 
service itself. 

¶ If the patient is required to pay a fixed copayment for 
a service or if there is a limit on the total amount of 
cost-sharing a patient must pay, the patient may have 
little or no financial incentive to use a lower-cost ser-
vice or a lower-cost version of the service because the 
patient would have to pay the same amount for each.  
Indeed, the patient may actually be encouraged to 
use the higher-cost version of the service if they be-
lieve that higher-priced services have higher quality or 
better outcomes.   

¶ If the patientõs cost-sharing is proportional to the pay-
ment amount for the service, then the patient would 
spend less when a lower-priced service is substituted 
for a higher-priced service, but the incentive to use 
the lower-priced service is significantly less than it 
would be if the patient were paying the full amount. 

¶ It is not always the case that the savings from a 
change in care occurs immediately, so it is possible 
that the patient would have to spend more now in 
order to spend less later.  Even if the patient can be 
assured that the total cost-sharing over a period of 
time will be less, the patient may not be able to afford 
to pay a high proportion of the lower amount immedi-
ately.  For example, if a patient with a health problem 
has a choice between receiving a one-time medical 
procedure to treat a problem or taking medications to 
treat the problem over a long period of time, the cost-
sharing amount for the procedure might be lower than 
the cumulative cost-sharing for the medications, but 
the patient may not be able to afford the higher short-
run cost-sharing for the procedure. 

Impacts of Cost-Sharing Rules on  
Changes in Unplanned Care 

Cost-sharing can be a particularly problematic barrier for 
a service that is expected to reduce the rate at which 
unplanned care will occur.  In general, the probability 
that an individual patient would have received the un-
planned care without the planned preventive service will 
be greater than 0% but less than 100%.  While the pa-
tient will definitely have to pay cost-sharing for the high-
value service, there is a possibility the patient would 
have had to pay nothing if they would never have need-
ed the unplanned care the service was designed to 
avoid.  Some patients may choose to gamble, avoiding 
the high-value service and hoping the unplanned care is 
not needed, even though that may result in higher over-
all spending for the payer across a group of patients. 

Example:  In addition to concerns about the Medi-
care chronic care management code described earli-
er, a provider who provides that service has to 
charge the patient 20% co-insurance for the service 
each month.  The patient may not be willing to pay 
that extra cost-sharing even though the care man-
agement service would reduce Medicare spending 

by helping the patient stay out of the hospital. 

E. Other Barriers 

There may also be barriers to delivering the desired 
services or reducing the avoidable services that have 
nothing to do with the payment system.  For example: 

¶ providers may be unwilling to order fewer diagnostic 
tests because of a fear of being sued if the test was 
not performed and the patient is later determined to 
have the condition the test was designed to detect.   

¶ payers that require prior authorization before certain 
services can be delivered may refuse to allow a pro-
vider to deliver a service to a patient that would have 
helped avoid the need for other, more expensive ser-
vices. 

¶ a clinician may be unable to deliver a particular ser-
vice because the scope of practice laws in the state 
require that the service only be delivered by individu-
als with different types of credentials. 

¶ Federal and state fraud and abuse statutes can sub-
ject providers to civil and criminal penalties for 
changing the way staff are compensated or deliver-
ing a service to patients for which there is not an 
explicit payment. 

¶ an individual may not qualify or have access to 
health insurance coverage for the services they 
need. 

These barriers cannot be addressed by changes in the 
payment system alone.  Although the solutions are be-
yond the scope of this document, it is important to rec-
ognize that an alternative payment model may not be 
successful, or it may less successful than hoped, if all 
of the barriers to better healthcare are not adequately 
addressed. 
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Once the steps described in the previous three sections 
have been completed, the structure of an Alternative 
Payment Model can be defined.  An APM needs four dis-
tinct, but interrelated components: 

APM Component #1.  
A mechanism for reducing or eliminating the barriers 
in the current payment system that impede delivering 
the services needed to reduce specific types of avoida-
ble spending. 

APM Component #2. A mechanism for assuring pa-
tients and payers that the avoidable spending targeted 
by the APM will decrease (if the goal of the APM is to 
achieve savings), or that spending will not increase (if 
the goal of the APM is to improve quality). 

APM Component #3.  
A mechanism for assuring that patients will receive 
equal or better quality of care and outcomes as they 
would with the kind of care they receive under the 
current payment system. 

APM Component #4.  
A mechanism for determining which patients will be 
eligible for the services supported by the APM. 

There are multiple ways to implement each of these 
components.  Several options for each are discussed in 
the sections below. 

DESIGNING THE  
ALTERNATIVE PAYMENT MODEL VI. 

A.  APM Component #1: Removing the Barriers in the Current Payment System 

If the current payment system creates barriers to deliv-
ering the services needed to achieve reductions in 
avoidable spending, the APM needs to remove those 
barriers or at least reduce them.  The mechanism used 
to do that depends on the nature of the barriers and on 
the ways care may be delivered once the barriers are 
removed.  Fourteen options are described below: 

  1. Paying for a service that is not currently paid for; 

  2. Paying for a service through a bundled payment for 
a group of services; 

  3. Increasing the payment for a service; 

  4. Stratifying the payment for a service by the phase of 
care; 

  5. Stratifying the payment for a service by patient 
characteristics; 

  6. Creating a condition-based payment; 

  7. Paying to support standby capacity; 

  8. Making volume-based adjustments to payments; 

  9. Making additional payments for outlier cases; 

10. Paying based on actual costs incurred; 

11. Using a multi-component payment structure; 

12. Creating a multi-provider bundled payment;  

13. Adjusting patient cost-sharing for services; and 

14. Creating or changing last-dollar cost sharing for  
services. 

These options are not mutually exclusive, and two or 
more options may need to be combined, either to ad-
dress multiple barriers in the current payment system or 
to avoid creating a new type of barrier by using an overly 
narrowly-defined payment change.  Option 11 describes 
how multiple payment options could be combined in or-
der to better match the way costs are incurred than any 
individual option can. 

STEP 4 
Design the APM to overcome the  

barriers & assure higher-value care 

APM Component #1 
Reduce/eliminate barriers in current payment system 

APM Component #2 
Assure avoidable spending decreases (or does not increase) 

APM Component #3 
Assure patients receive equal or better quality of care 

APM Component #4 
Determine which patients are eligible 
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1. Paying for Unpaid Services 

If there is no payment at all under the current payment 
system for a service that is necessary or desirable, there 
are two basic options that can be used for resolving this 
problem in an APM: 

¶ Pay a fee when the service is delivered; or 

¶ Include the service in a broader group of services for 
which a single fee is paid. 

Option 1:  Pay a Fee When the Service is  
Delivered 

If the barrier to delivering a high-value service is that 
there is no payment for that service, the most straight-
forward solution is to simply create a fee for the service.  
Although people have been led to believe that paying 
fees for services is inherently bad, it is important to rec-
ognize that the fee would only be paid for services as 
part of the Alternative Payment Model, and so there 
would also be mechanisms for accountability about 
spending and quality that would not exist if the new fee 
were simply added to the standard fee schedule.  In par-
ticular, the APM would have mechanisms for avoiding 
overuse of the service that would not exist if a fee for the 
service were added to the current payment system. 

If there are specific circumstances in which delivery of 
the service is desirable and other circumstances in 
which it is undesirable, unnecessary, or of low value, 
then the desirable circumstances can be defined as con-
ditions required in order for the fee to be paid.   

There are many current services for which a fee is paid 
only if the patient has a particular diagnosis or if the ser-
vice is delivered in a particular circumstance.  For exam-
ple, a physician practice can only receive the Medicare 
chronic care management payment if the patient has 
two or more life-limiting illnesses. 

If the barrier in the current payment system is that pay-
ment for the service is precluded in one or more specific 

circumstances, then there is no need to create a new 
fee for the service, but merely to expand the list of cir-
cumstances in which the current fee can be paid.  How-
ever, if the service would be more or less expensive to 
deliver in the additional circumstances, then it would be 
desirable to define a different service with a separate 
fee because the service would not really be the òsameó 
as what is currently being paid for under other, current 
circumstances. 

For example, in order to enable more patients to re-
ceive healthcare services through telemedicine technol-
ogies, Medicare and other payers have begun loosening 
the rules regarding where patients can be located when 
they receive telemedicine services and allowing physi-
cians and other providers to bill for additional types of 
telemedicine services.   

In theory, narrowly defining the specific circumstances 
in which payment will be made can avoid spending 
money on the service when it will not achieve the ex-
pected savings on other services.  However, the more 
complex the definition of the eligible circumstances, the 
greater the administrative costs that the provider of 
services will have to incur to document that the criteria 
for payment have been met, and the greater the admin-
istrative costs the payer will have to incur to verify that 
the documentation is accurate.  Even if the payment 
amount is adequate to cover the costs the provider in-
curs in delivering the service itself, the payment may 
not be adequate to also cover the providerõs adminis-
trative costs associated with documenting eligibility for 
payment.  For example, several studies have shown 
that physicians are only billing Medicare for chronic 
care management services and transitional care ser-
vices for a small subset of the patients who are likely to 
be eligible for them due to the documentation require-
ments involved.78  Similarly, even if delivery of the ser-
vice would achieve savings for the payer in terms of the 
payments to providers for services, high administrative 
costs for the payer could reduce or eliminate those sav-
ings.   

Option 2:  Pay for the Service Through a  
Bundled Fee for a Group of  
Services 

An alternative to paying a separate fee for an individual 
service is to include the service as a part of a group of 
services and pay a single òbundledó fee for the group.  
(A group of services delivered by a single provider is 
sometimes referred to as a òpackageó of services, 
whereas the term òbundleó is often reserved for groups 
of services delivered by multiple providers.)  A bundled 
fee can be desirable in several different circumstances: 

¶ if the service should always or almost always be de-
livered together with the other services in the group.  
In this situation, paying for the service separately 
could result in the service inappropriately being deliv-
ered without the others, and it could also result in 
the service being delivered more or less frequently 
than necessary, so bundling would help to assure 
that the appropriate combination of services is deliv-
ered.   

 Option 1: Pay a Fee for a Service 
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Example: If a patient with an advanced chronic 
disease who has been discharged from the hospi-
tal (but is not homebound) needs a combination of 
a home visit by a nurse and an office visit with a 
primary care physician in order to avoid readmis-
sion, but (a) there is no payment for nurse home 
visits for such patients, (b) nurse home visits alone 
are less effective if there is no visit with the PCP, 
and (c) most patients will only need one home visit, 
then a payment could be made for òa home nurs-
ing visit and PCP visitó rather than creating a pay-
ment for individual òhome nursing visitsó and pay-
ing separately for the PCP visit.  The payment 
amount would be based on the cost of delivering 
one PCP visit and an average of slightly more than 
one home nursing visit (since a small proportion of 

patients might need two visits). 

¶ if the service is intended as an alternative to one or 
more of the other services in the group.  This gives 
the provider of the services the flexibility to determine 
which specific services would be delivered, while pre-
venting delivery of both services when one or the oth-
er would be sufficient.  For example, if either a home 
visit by a nurse or an office visit with a PCP would 
reduce hospital readmissions, but the home nurse 
visits are not currently paid for, then a payment could 
be created for ònurse home visit or PCP office visit 
within 30 days after hospital discharge.ó   

¶ if there are different ways of delivering the service 
itself to achieve the same results.  If the service has 
not previously been paid for, then it may be difficult 
to specify exactly how it should best be delivered.  
Creating a billing code for a specific service con-
strains the healthcare provider to deliver the service 
as described in the code, since billing for the code is 
a certification that the service associated with the 
code was delivered.  Defining a broader òbundle of 
servicesó enables any of the methods of delivering 
the service to be chosen without encouraging multi-
ple services to be used. 

The bundled payment creates more predictable spend-
ing for the patient/payer and more predictable revenue 
for the provider, since the same payment is made re-
gardless of which services or how many services in the 
bundle are delivered.  The provider does not receive 
less revenue if the patient can be treated with fewer of 
the services in the bundle or with a lower-cost combina-
tion of the bundled services, and the patient and payer 
do not have to spend more if the provider decides to 
use more services or a higher-cost combination of ser-
vices. 

Bundled payments are not a new concept.  There are 
several situations in which the current òfee-for-serviceó 
payment system pays a bundled payment that is de-
signed to support a particular group of services.  Differ-
ent names are used to describe these payments, includ-
ing òglobal fees,ó òcase rates,ó and òservice packages,ó 
as well as òbundled payments.ó  For example: 

¶ Surgeons are typically paid a òglobal surgery feeó that 
combines payment for performing the surgery with 
payment for the visits the surgeon makes with the 
patient before and after surgery. 

¶ In the Medicare program and in many commercial 
insurance contracts, most hospitals are paid for an 
inpatient admission with a single òcase rateó de-
signed to cover all of the services the hospital pro-
vides during the patientõs admission.  (The amount of 
the case rate payment is based on the Diagnosis 
Related Group, or DRG, to which the patient is as-
signed based on their health conditions and any ma-
jor procedures they receive in the hospital.) 

Structuring the Bundled Payment 

Three things have to be specified in order to create a 
bundled payment: 

¶ Scope of Services.  Although the bundled payment is 
intended to provide flexibility as to how many ser-
vices are delivered, there needs to be a definition of 
what kinds of services must be delivered in order to 
qualify for payment and which services will not be 
paid for separately. 

¶ Time Period Covered.  Unless all of the services in 
the bundle are expected to be delivered at exactly 
the same time, the time period in which delivery of 
one of the services will be assumed to be part of the 
bundle must be specified.  (For example, global sur-
gery fees typically define a òglobal periodó during 
which any visits the surgeon makes with the patient 
are assumed to be included in the bundled fee and 
cannot be paid separately.)  Alternatively, this time 
period can be defined as the maximum frequency in 
which the bundled payment can be paid in a particu-
lar period of time (e.g., once per week or once per 
month). 

¶ Trigger for Payment.  Traditionally, bundled payments 
have been òtriggeredó by the delivery of one or more 
of the services in the bundle.  For example, the glob-
al surgery fee is paid if and only if a surgery is per-
formed, and the hospital case rate is paid if and only 
if a patient is admitted to the hospital for an inpa-
tient stay.  However, a bundled payment can also be 
triggered by a health condition, as discussed in Op-
tion 6 below. 

 
Option 2: Create a Bundled Payment 


























































































































































































































































































































































































