PATHS TO HEALTHCARE
PAYMENT REFORM

Which Healthcare
Payment System is Best?
There is broad agreement that significant reforms are needed to the Fee-for-Service Payment systems that are commonly
used today, since they give healthcare providers strong financial incentives to deliver more services to more people, but
often financially penalize providers for delivering better services and improving health. The two major alternative payment systems currently being discussed are:
• Episode Payment, i.e., paying a single price for all of the healthcare services needed by a patient for an entire episode of

care (e.g., all of the inpatient and outpatient care they need after having a heart attack); and
• Comprehensive Care Payment (also called condition-adjusted capitation, or risk-adjusted global fees), i.e., paying a

single price for all of the services needed by a specific group of people for a fixed period of time (e.g., all of the care needed
during the course of a year by the people who work for a particular employer or by people who have chronic diseases).
(For more information on different healthcare payment methods, see Better Ways to Pay for Health Care: A Primer on Healthcare Payment Reform.)

Trying to weigh the pros & cons and pick the “best” payment method is a flawed approach, particularly at this very early
stage of healthcare reform. Episode Payments are better for certain kinds of conditions and patients, and Comprehensive Care Payments are better for other kinds of conditions and patients, and the best approach is probably using a combination of both. When they should be used depends on the characteristics of the cost and quality problems to be solved.

Two Different Kinds of Cost/Quality Problems to be Solved
There are (at least) two different reasons why the cost of treating people with a particular condition may be higher than it
needs to be:
1. The cost of an episode of care for a particular condition is unnecessarily high and/or there is high variation in the cost and quality of episodes among similar patients and across regions. For example, the cost of an
uncomplicated labor and delivery for a pregnant woman varies dramatically across the country, depending on the rate at
which birthing centers or hospitals are used, how frequently labor is induced before 39 weeks gestation, how frequently
Cesarean sections are used, etc. Also, programs that report on both hospital costs and Different Payment Systems Solve Different Cost/Quality Problems
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When to Use Episode Payments
The strength of Episode Payment is reducing cost and variation within episodes. For example, using Episode Payments
for uncomplicated labor and delivery could encourage use of the most cost-effective settings, and could discourage elective early inductions and Cesarean sections that can cause harm to the child and the mother. Similarly, using Episode
Payments for orthopedic surgery could encourage surgeons to agree on reducing the number of types of prostheses
used, thereby enabling more cost-effective purchasing by the hospital. However, Episode Payment does nothing to discourage unnecessarily high numbers of episodes of care among patients with a particular condition.

When to Use Comprehensive Care Payments
Although Comprehensive Care Payment can also encourage lower intra-episode costs, its real strength is reducing the
number of unnecessary episodes of care for a particular condition or group of people, so it makes sense to use this payment method where there is concern about overuse of procedures or a high rate of preventable hospitalizations. For
example, it makes sense to develop Comprehensive Care Payments for patients with chronic disease, with a goal of paying for services that help them to manage their conditions effectively and stay out of the hospital. (An annual Comprehensive Care Payment for chronic disease patients can also be thought of as a payment for a “year-long episode of care,”
as Prometheus Payment, Inc. has proposed.)

When to Use Both Types of Payments
Although it may sound confusing to say that both types of payment should be used for some patients, this is no different
that what is done in other industries through the process of contracting and subcontracting for work. For example, a
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When to Use Fee for Service
Should Fee-for-Service Payment be eliminated entirely? Where the principal or sole problem is underuse of a service,
then Fee-for-Service payment actually can be the best approach to ensuring that patients receive that service (assuming
that the fee level is adequate). If the total cost of the services needed for an episode of care is relatively low, there is little to be saved even if an Episode Payment could be defined for those services. At the other extreme, for conditions that
are rare, difficult to diagnose, etc., even though the costs of individual episodes may be high, the challenges of defining
Episode Payments for them or of making providers responsible for these services under a Comprehensive Care Payment
may outweigh any benefits that could be achieved.

Is a Mixed Payment System Feasible?
Using multiple payment methods is actually more similar to current payment
structures than using a single new approach for everything. Although most
services today are paid for on a Fee-for-Service basis, many are paid on some
form of Episode Payment or capitation. For example, Medicare has paid for
hospital services on a partial episode basis for over 25 years through the DRG
system. Some physicians, such as surgeons and obstetricians, are paid today
on a case rate basis while others are paid fees for individual services. Some
providers receive capitation payments for some patients, while others do not.
The goal should be to pay for care of each condition in the right way, not necessarily the same way for all conditions.
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