
In 2005, Congress permanently extended the reporting program, directed CMS to 
incorporate additional performance measures into the initiative, 26 and increased penalties 
for non-participating hospitals.27

 
By most accounts, the Medicare hospital pay-for-reporting program has been an important 
first step in improving the quality of care provided to Medicare beneficiaries in the 
inpatient hospital setting.  It provides better insight into the quality and performance of 
America’s hospitals for policymakers and patients alike.   
 
Alongside the Medicare pay-for-reporting program, CMS has been testing a more 
aggressive move to a “pay-for-quality” model.  In October 2003, CMS contracted with 
Premier, Inc., a nationwide alliance of not-for-profit hospitals and health systems, to 
conduct a demonstration linking payment to the achievement of quality goals. This project, 
the Hospital Quality Incentive Demonstration (HQID), has involved more than 260 
hospitals across the nation28. Under the demonstration, hospitals were asked to report 
process and outcome measures in five clinical areas related to heart attack, heart failure 
and pneumonia.  Hospitals in the top 20 percent in each clinical area received a financial 
incentive payment. 
 
Results from the HQID project demonstrate dramatic quality improvements in every 
measured clinical area, with an 11.8 percent average quality improvement among 
participating facilities over two years.  These statistics translate into actual results for 
patients: 1,284 fewer heart attack deaths for patients who received more clinically 
appropriate care29. Based on these results, the HQID demonstration was extended for 
another three years (through 2009) and will be expanded to test other innovative pay-for-
performance models. 
 
The next step in quality-based payment reform is the adoption of a value-based purchasing 
(VBP) program in the hospital inpatient setting.  In its November 2007 Report to Congress, 
CMS provided a roadmap for moving Medicare from pay-for-reporting to pay-for-
performance.30 In establishing a pay-for-performance program, providers would not only 
be rewarded for reporting quality activities, but their payment would also be increased or 
decreased depending on how well they perform on these quality measures.   
 
Building on these recommendations and the other efforts outlined above, the Baucus plan 
includes provisions to improve quality care in the inpatient hospital setting through 
establishing a hospital pay-for-performance program, which is sometimes also referred to 
as value-based purchasing, in Medicare. The Baucus plan uses the following principles to 
guide this effort: 
 

 Transitions to value-based purchasing should be gradual. Linking payments to 
performance represents a major shift in how Medicare pays for services. The plan 
would phase in value-based purchasing so that the amount of payment at risk would 
gradually increase to no more than two percent of base hospital operating 
payments. 

 

 42

D
el

iv
er

ed
 b

y
CQ

T O
P

DO
CS

w
w

w
.c

q
.c

o
m



 A value-based purchasing program should build on the current reporting 
program. A hospital value-based purchasing program should start with a set of 
quality measures that hospitals have already been reporting on through the pay-for-
reporting program.  Over time, the quality reporting program should continue to be 
a testing ground for evaluating new measures before they are subjected to pay-for-
performance rules. 

 
 Quality measures should be endorsed by relevant stakeholders. All measures 

must be evidence-based, statistically valid, and field-tested to ensure that they 
represent the best practices in improving quality.  Measures should be selected 
through rulemaking and endorsed or considered by consensus-building 
organizations whenever possible. 

 
 Rewards should be provided to hospitals that achieve quality goals as well as 

to those that make significant improvements. The value-based purchasing 
program should reward facilities that meet quality benchmarks and those who have 
made substantial quality gains in performance relative to prior years. 

 
 Every effort must be made to align hospital and physician quality goals. As 

new quality measures for hospital and physician performance continue to be 
developed, every effort must be made to encourage providers to work together 
toward common quality improvement goals. 

 
 Safety net, low-volume, and rural hospitals should be given special 

consideration. The hospital value-based purchasing program must be structured in 
a way that would allow smaller, rural facilities to participate and include 
protections for safety net hospitals that may face unique challenges in meeting the 
requirements of a value-based purchasing program.  

 
 Quality performance and the process to reward hospitals must be transparent. 

Hospital performance in the value-based purchasing program should be publicly 
reported and available to consumers. The CMS methodology for determining 
hospital performance scores and calculating payments for facilities must also be 
transparent and public.  

 
 The value-based purchasing program should be subject to ongoing monitoring 

and evaluation.  The Secretary, GAO, MedPAC, and others should help Congress 
monitor the value-based purchasing program and provide specific input on any 
unintended consequences of the program. 

 
These principles would serve as guideposts for efforts to establish a hospital value-based 
purchasing program in Medicare and are a key component of this plan. 
 
Physician Quality Reporting Initiative.  As Congress seeks to reward hospitals that 
provide high-quality care, steps must also be taken to improve quality and resource 
efficiency in the Medicare physician payment systems.  To further improve patient care, 
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the Baucus plan would build on the Physician Quality Reporting Initiative (PQRI) and the 
provider feedback program as a next step in improving patient care. 
 
Despite substantial concerns regarding PQRI, the program is on its way to achieving the 
goals set by Congress when the program was enacted in 2006:  engaging clinicians and 
other health care stakeholders in developing meaningful quality metrics to evaluate care; 
putting Federal resources on the table to promote and partially fund quality improvement 
activities; and expediting the development of data collection processes that will lead to 
meaningful and actionable information flowing to providers, patients, and payers. 
 
The first round of PQRI was executed in the second half of 2007.  More than 100,000 
clinicians attempted to participate in the program, and performance results and incentive 
payments were delivered to participants this summer.  At the same time, considerable 
confusion lingers regarding the reporting mechanism, and reports indicate delays in the 
delivery of incentive payments and difficulty in accessing feedback reports.   
 
Congress and CMS have recently acted to address these technical challenges and expand 
provider outreach and education programs so that the foundation of this program remains 
strong, and physicians are not discouraged from participating.  Reforms enacted in MIPPA 
permit physicians to report on condition-specific groups of measures, such as those 
addressing diabetes and heart failure, permitting more comprehensive analysis of a 
physician’s ability to care for patients with these chronic illnesses.  
 
In addition, MIPPA requires the establishment of a pathway for physician groups to report 
quality information on an aggregated basis, reducing administrative burdens and fostering 
clinician-to-clinician sharing of expertise that will be much more effective in improving 
quality than purely governmental interventions. 
 
Finally, Congress required CMS to expedite approval of clinical registries to which 
physicians report performance data.  These registries, such as the National Cardiovascular 
Data Registry spearheaded by the American College of Cardiology, are often operated by 
clinician groups or medical boards and are capable of collecting richer data sets than can 
be accessed through claims forms.  And physician recognition programs like those 
sponsored by NCQA are also important conduits for quality reporting.  Under MIPPA, 
registries and recognition programs — once they are approved by CMS — will now be 
able to submit data to CMS on behalf of participants.   
 
Medical boards in particular are striving to meet the professional needs of physicians while 
also fostering gains in quality of care.  Boards such as the American Board of Internal 
Medicine (ABIM) are including some quality reporting in their maintenance of 
certification process.  In order to retain ABIM certification every ten years, physicians 
must not only pass a traditional exam testing their knowledge, judgment, and analytical 
skills, but they also must participate in at least one quality reporting program.  Going 
forward, PQRI should work in conjunction with medical boards to encourage more 
frequent and more aggressive recertification processes, including those that go beyond 
quality reporting to focus on how physicians actually perform. 
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Before Medicare can transition from pay-for-reporting to pay-for-quality, physicians must 
be able to successfully participate in PQRI and receive appropriate incentives to do so.  
The reforms in MIPPA demonstrate a commitment by Congress to keep PQRI a flexible 
program that responds to provider feedback and capitalizes on developments outside of 
Medicare (e.g., clinical registries).   
 
Ultimately, Medicare must put physicians on a similar course as the plan described above 
for hospitals and transition PQRI to a true value-based purchasing program.  As a next 
step, the Baucus plan focuses on improving the clinical importance and validity of the 
measures that physicians report to PQRI.  The program may also require that physicians 
report the results of patient experience surveys in order to receive a full bonus.  Finally, 
once the recent program improvements are fully implemented, the Baucus plan calls for the 
current positive financial incentives for physician participation in PQRI to eventually be 
matched with payment penalties for those who do not report.  A report from CMS, required 
in MIPPA, will give Congress additional guidance on how best to reinvent the Medicare 
physician payment system from one that rewards quantity to one that focuses financial 
incentive on high-quality, evidence-based care, and healthy outcomes for patients.   
 
Provider Feedback Program and Episode Groupers.  Congress also recently required 
CMS to begin providing feedback to practitioners regarding their resource use.  CMS is 
authorized to explore different methods, including evaluating resource use on a per capita 
basis or using episode grouper technology.  The per capita method — which essentially 
examines physician resource use per beneficiary — can be particularly helpful in 
identifying outliers whose practice patterns fall outside an acceptable “bell curve” of 
variation.31  However, this method is less effective in giving providers actionable 
information by which to change their practice patterns and improve their care for specific 
patients and particular diagnoses.32  
 
An alternative methodology that may hold greater promise, particularly for specialists who 
tend to perform discreet procedures for a specific illness, is the use of episode grouper 
software.  This technology evaluates the resources used to treat a patient during a specific 
episode of illness, which may encompass multiple interventions over a period of time and 
care furnished by multiple providers.33  While most versions of this technology rely strictly 
on insurance claims, eventually they could be adapted to include clinical data generated 
from electronic health records and other sources.   
 
Ultimately, episode groupers could give providers and payers more specific, actionable 
information that could lead to meaningful reductions in inappropriate care patterns.  
Medicare should develop its own open-source technology platform that includes 
information on both episodes of care and per-capita resource use.  This will help ensure 
that episodes of care are both necessary and efficient.  Finally, Medicare’s physician 
feedback program should include information regarding quality of care — the health 
outcomes of patients should not be compromised by efforts to reduce costs in treating 
specific illnesses. 
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Quality Improvement for Other Providers and Private Plans.  As Congress moves 
forward on efforts to improve the quality of care provided by hospitals and physicians, 
efforts to strengthen quality in other care settings must not be left behind.   
 
CMS is currently developing a pay-for-performance demonstration project aimed at home 
health and nursing home care. For home health care, CMS proposes to test a pay-for-
performance model in seven states using quality measures based on the Outcome and 
Assessment Information Set (OASIS) that agencies have been using to report quality 
activities since 2000.  For nursing homes, CMS is also working to develop a demonstration 
project that would offer financial incentives to facilities that meet certain conditions for 
providing high-quality care.  This project would be tested in five states.  Both of these 
projects must move forward to help CMS and Congress gain much needed information on 
how to appropriately increase the focus on quality in the home health and nursing home 
settings.   
 
Congress should also explore a pay-for-performance requirement for private plans that 
participate in Medicare.  Health plans in the Medicare Advantage program have been 
reporting a standard set of valid performance measures to CMS for over a decade. CMS 
should move health plans beyond reporting so that payments reflect plan performance. 
Additionally, CMS should provide for the development of valid performance measures for 
prescription drug plans and begin to bring pay-for-performance to these plans, too.   
 
As these efforts to collect, report, and appropriately pay for quality and efficiency move 
forward, provider concerns regarding the number of methodologies, metrics, and 
misaligned payment incentives must also be addressed.  Clinicians are often subject to 
several pay-for-performance programs that use different quality measures for similar 
patients and require different data collection approaches.  While significant efforts are 
underway at the National Quality Forum (NQF) and other quality alliances and industry 
groups to achieve uniformity, more work needs to be done to standardize measures and 
administrative approaches and to minimize the burden on providers.   
 
Congress provided substantial funding to NQF in MIPPA to facilitate the endorsement of 
standardized measure sets and bring stakeholders together to agree on priorities for 
performance measurement.34  But Congress can go further by fostering, through the 
Independent Health Coverage Council, alignment among the insurance plans participating 
in the Health Insurance Exchange.   
 
Reforming the Sustainable Growth Rate Formula.  Moving toward a more value-driven 
physician payment system in Medicare must start with reform of the current system used to 
update physician payments.  Enacted as part of the Balanced Budget Act of 1997, the 
Sustainable Growth Rate (SGR) was designed to control spending for physician services 
provided under Medicare Part B.35  The statutory formula sets a target amount for 
spending for certain services including physician services, lab tests, imaging, and 
physician-administered drugs that are furnished in connection with physician services.  If 
overall spending exceeds the target set by the SGR, payments under the fee schedule are 
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automatically adjusted downward.  If overall spending is less than the target, then 
payments are adjusted upward. 
 
Since 2002, the formula has called for automatic reductions in the payment update, but 
Congress has enacted legislation to override the formula each year.  These legislative 
overrides, as CBO has observed, suggest that the current SGR formula is not a viable 
mechanism to control spending for physician services.36  However, Congress has struggled 
to find a viable alternative to the SGR. 
 
The most immediate obstacle to reforming the SGR is budgetary.  The flawed formula 
which is the basis of the SGR, combined with multiple years of Congressional 
intervention, has left a nearly $300 billion discrepancy over ten years between what 
physicians are projected to be paid under the formula and what a modest inflationary 
update over those years would provide.37   
 
These projected reductions in physician reimbursement are unrealistic and, if implemented, 
may have disastrous consequences for the Medicare program.  They could likely cause 
physicians to exit the program and Medicare beneficiaries to lose access to needed care.  
The now-yearly cycle of Congressional intervention to block these SGR cuts consumes 
attention and resources that should be directed to other challenges posed by Medicare and 
other Federal programs.  And, because the timing of Congressional action is often 
unpredictable, it also puts enormous pressure on physician practices across the country as 
they try to set budgets and meet payroll each month. 
 
As Congress takes steps to resolve the budgetary shortfall posed by the SGR, CMS should 
use its discretion to define the items and services that are included in the SGR formula’s 
calculations.  CMS should use its administrative authority to remove physician-
administered drugs, for which payment is based on the average sales price methodology, 
from the formula in a shared effort to reverse the annual cycle of fixing the SGR. 
 
In addition to the massive budgetary shortfall, there are also substantive obstacles to SGR 
reform.  The fundamental flaw of the SGR is that the behavior of an individual physician, 
even a large group practice, cannot affect a formula driven by the practice habits of more 
than 800,000 providers who are paid under the physician fee schedule.   
 
When MedPAC presented its analysis of the substantive options for reforming the SGR in 
March 2007, it identified two paths: (1) jettison the expenditure target approach and focus 
on proposals that encourage higher quality care at lower cost; or (2) pursue value-based 
payment reforms while replacing the SGR with a new expenditure target system for all 
Medicare providers based, for example, on geographical location or type-of-service.38

 
The first path would explicitly reorient physician payment toward high-value care.  It 
would also avoid further investment of Federal resources in a target-based formula that 
may not influence individual physician behavior as Congress intends.  Applying 
expenditure targets to other aspects of Medicare — as MedPAC’s second path suggests — 
could create additional administrative burdens without ensuring payment stability. 
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Eliminating the expenditure target altogether would likely exacerbate the SGR’s budgetary 
shortfall and some in Congress have asserted a strong interest in revising the SGR 
formula.39 As we attempt to move beyond the ongoing SGR predicament, it may be 
necessary to replace it with an alternative expenditure target approach.  
 
One such approach would be the development of a revised SGR formula that creates 
multiple expenditure targets based on sub-sets or categories of services.  This has the 
advantage of reallocating resources from high-growth, potentially overpaid aspects of 
health care to underutilized, potentially more valuable services such as primary care and 
prevention.  Careful attention must be paid to appropriately clustering services so that new 
prices generated by the SGR do not produce excessive increases or reductions in any 
particular service.  Consideration should also be given to whether GDP growth should 
remain the short-term basis of SGR expenditure targets as medical inflation is expected to 
outpace GDP growth at least until the reforms proposed in this paper take full effect. 
 
Finally, in constructing a fee schedule based on multiple targets, careful consideration 
must be given to ensure that the price outputs of the formula apply to the practitioners 
responsible for the rate of growth of particular services.  For example, in the case of a 
separate target based on utilization and growth in imaging services, physicians who refer 
patients for imaging services usually do not receive payment for the performance or 
interpretation of those services.   
 
Nonetheless, SGR reform should closely examine the growing costs to the Medicare 
program of advanced imaging utilization and fees.  A recent report by GAO found that the 
significant recent growth in imaging costs is attributable in large part to physicians 
increasingly providing imaging services in their offices as a means for revenue-
generation.40  MedPAC analysis points to imaging utilization as a factor in the significant 
regional variation of cost and quality discussed elsewhere in this paper; according to their 
report, regional use of imaging services can vary by as much as three times.41  Physician 
payment reform should pay particular attention to the cost and quality implications of the 
growing practice of physicians self-referring for diagnostic imaging services.  Medicare 
should also consider establishing a process for the identification and surveillance of high-
growth services.  If the evidence suggests that prices are distorting physician behavior, 
then modest reductions in prices that can elicit desirable behavioral changes without 
impacting beneficiary access could be pursued administratively. 
 
C. PROMOTING COLLABORATION AND ACCOUNTABILITY 
 
While we take steps to improve the quality of care provided to patients, we must also 
provide new incentives that encourage health care providers to work together to offer 
patients the best possible care.  Today, hospitals, physicians and other health care 
providers are each paid separately, which creates little incentive for them to work together 
to effectively manage patient care.  Lack of collaboration can have a particularly 
detrimental impact on patients with chronic or multiple illnesses who can most benefit 
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from well-coordinated care. Medicare should use payment incentives to drive more 
collaboration among physicians, hospitals, and other health providers. 
 
The disadvantages of care fragmentation are particularly evident for patients who 
experience a hospitalization.  Discharge from a hospital is a particularly critical and 
vulnerable time for patients.  In many cases, hospital patients are abruptly transitioned to 
home or post-acute care, and discharges that occur over a weekend mean patients are 
suddenly expected to assume a self-management role for their recovery with little support 
or preparation.42  In addition, the physicians who treat a patient during their hospital stay 
are often not the same physicians who see the patient once they leave the hospital.  
Payment systems, including the Medicare program, do not encourage these providers to 
communicate or work together to ensure patients receive the proper medication and other 
follow-up that is necessary post-hospitalization.   
 
While lack of care coordination around a hospitalization episode can have a detrimental 
impact on patients’ health and well-being, it also has a significant financial impact, 
particularly on the Medicare program.  According to some estimates, 18 percent of 
Medicare hospital admissions result in readmissions within 30 days post discharge.  These 
readmissions accounted for $15 billion in spending in 2005, and according to MedPAC, 
$12 billion of this spending is potentially avoidable.43  Not only can a reduction in 
readmissions result in Medicare savings, but it could also reduce geographic variations in 
health spending.  The 30-day readmission rate for Medicare beneficiaries ranges from 14 
percent in some states to 22 percent in others.44  New Medicare payment policies should 
encourage hospitals and other providers to work together to provide the best possible care 
to hospital patients both during and immediately following their hospital stay. 
 
As we work to improve patient care around hospitalizations, we must take steps to 
encourage further collaboration among multi-specialty physicians who treat patients in the 
community. In the Medicare program, physicians who are paid on a fee-for-service basis 
have little financial incentive to work together to improve the quality and efficiency of care 
provided to patients. Any savings they achieve through better care coordination accrue not 
to their practice but to Medicare.  A Medicare demonstration project, called the Physician 
Group Practice demonstration, is succeeding at slowing cost growth and improving quality 
by allowing physician groups to share in savings from reduced health spending and should 
be expanded.   
 
Delivery system reforms should also encourage innovative organizational models that 
allow for patient care across the treatment spectrum.  Health care delivery systems that 
treat patients throughout the continuum of care — from primary care to hospitalization to 
post-acute rehabilitation — should be paid in a way that rewards them for improved 
quality and efficiency.  One model that should be tested in this area, and is described in 
more detail below, is the concept of accountable care organizations (ACOs), which 
encourage health care providers across the treatment setting to work together to improve 
patient care.   
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Reducing Hospital Readmissions.  Discouraging unnecessary readmissions by 
restructuring Medicare payments is good policy.  It is better for patients and better for 
taxpayers.  The Baucus plan would take a three-step approach to reduce hospital 
readmissions and improve care coordination for patients who have experienced a 
hospitalization. 
 
First, the plan requires CMS to provide confidential feedback to hospitals and physicians 
regarding resource use for select hospitalization episodes.  This data would need to be 
detailed enough to help providers understand spending and resource consumption, 
particularly for higher-cost beneficiaries.  Once providers better understand how they 
perform relative to their peers, they could begin to address problem areas.  The plan would 
then require hospital-specific information on readmissions be made available to the public.   
 
Second, the plan would create new financial incentives in Medicare to encourage providers 
to take greater responsibility for the coordination of care for hospital inpatients.  Under 
current law, Medicare pays the same for hospital stays regardless of whether it is a 
patient’s first inpatient stay or a readmission for the same condition.  The plan would adopt 
MedPAC recommendations as a starting point for creating new financial incentives to 
reduce hospital readmissions in the Medicare program.  These changes would mean 
reduced payment rates for hospitals with readmission rates above a certain benchmark. 
This benchmark will need to be defined, but ideas that have been put forward include 
setting the benchmark as the average readmission rate across similar hospitals or using a 
higher standard that ties the benchmark to the top performing facilities.  In the initial years, 
this plan would focus on reducing re-hospitalizations for a limited number of conditions 
that are known to have a high rate of readmissions, such as congestive heart failure, 
chronic obstructive pulmonary disease (COPD), and coronary artery bypass graft.  But 
over time, the program would be expanded.  In circumstances where a readmission is 
unavoidable, hospitals would not be penalized. 
 
Bundled Payments.  The third step will involve testing other models to improve patient 
care related to hospitalizations.  One concept that offers promise for greater efficiency and 
care coordination is the idea of allowing Medicare to pay bundled or global payments for 
all services provided to a patient during hospitalization and for some amount of time post 
discharge.   
 
Using its administrative authority, CMS has taken steps toward bundled payments by 
establishing the Medicare Acute Care Episode (ACE) demonstration.  Currently under 
development at CMS, this demonstration project would allow hospitals and physicians to 
receive a global payment for services provided to patients who receive certain cardiac and 
orthopedic procedures.  In the first year, this bundled payment would cover all hospital and 
physician services provided during a patient’s hospital stay. At this point, it does not 
appear that the demonstration will include services provided post-hospitalization. The 
project is expected to be implemented early next year and would involve up to 15 
demonstration sites.  Medicare beneficiaries who receive care as part of the demonstration 
would receive a partial refund on their Part B premium for agreeing to participate in the 
project.   
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A similar project, the Medicare Participating Heart Bypass Center demonstration, was 
tested in the early 1990s.  Under this demonstration, Medicare paid a bundled rate for 
hospital and physician services around hospitalizations for cardiac bypass graft surgery.  In 
this demonstration, the bundled payment included services provided during the hospital 
stay as well as services provided immediately following the hospitalization. Results 
showed increased efficiency and reduced Medicare spending.  In particular, CMS found 
that most participants were able to achieve reduced lab, pharmacy, and intensive care unit 
spending.  Spending on post discharge care also decreased, while quality remained high. 
45,46  
 
More recently, bundled payment initiatives have been tested in the private sector, 
specifically at the Geisinger Health System.  Glenn Steele, Geisinger’s President and CEO, 
discussed the ProvenCareSM 47program at a Finance Committee hearing in September.   The 
program offers a bundled payment for the package of services provided to patients 
receiving cardiac bypass graft surgery.  This bundled payment covers the first physician 
visit that determined surgery was necessary, all hospital costs for the surgery, and all costs 
for related care post surgery, including cardiac rehabilitation.  As long as all care was 
provided at Geisinger, the patient pays only one charge for this set of services.  
 
The results of the ProvenCareSM initiative have been impressive.  Within three months of 
instituting the program, roughly 86 percent of patients were receiving all recommended 
best practices related to cardiac surgery care.48  Based on this success, Geisinger recently 
expanded this model to other high-volume procedures, such as hip replacement, cataract 
surgery, obesity surgery, care for babies, and heart catheterization.   
 
Building on these efforts, the Baucus plan would develop and test other models for 
bundled payments. As part of this effort, the plan would allow the current CMS bundling 
demonstration to expand to other sites and to focus on other clinical conditions if certain 
criteria are met.  In addition, this plan would encourage CMS to include services that are 
provided post-hospitalization as part of the bundling payment model.   
 
Moving toward bundled payments is a complex process that would require time and 
resources.  The Baucus plan would seek to limit unintended consequences, such as 
inappropriate reductions in care to increase profit.  In addition, bundling models must also 
include appropriate risk adjustment to ensure health care providers are not penalized for or 
discouraged from treating sicker patients. Finally, this plan would work to ensure that 
efforts to expand payment bundling for hospital and physician services is done in way that 
is workable for non-integrated and smaller health care providers. 
 
Physician Group Practice Demonstration and Accountable Care Organizations.   
A reformed delivery system should also do a better of job of rewarding providers, 
particularly physicians, who work together to offer high-quality, cost-effective care to 
patients. The Medicare program is currently testing a project in this area, called the 
Physician Group Practice (PGP) demonstration. Now in its fourth year, the PGP 
demonstration includes ten large physician groups that receive enhanced payments for 
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improving the quality and efficiency of the care delivered to Medicare beneficiaries.  
Groups that meet quality targets and achieve cost reductions beyond a two percent 
threshold are permitted to share in the savings that they generate to Medicare.  In the 
second year, all participants demonstrated improvements in quality and achieved below-
average growth in costs; four were awarded with incentive payments for reducing costs 
significantly.49

 
Preliminary results from the demonstration and reports from participants suggest that the 
program has achieved its goals of better coordination of care for the chronically ill, careful 
attention to hospital discharge processes, expanded role for non-physician providers, and 
investments in IT.50  While some design challenges of this demonstration remain — 
including the identification of a control group for cost comparison purposes, selection of 
meaningful quality measures, and timely generation of feedback to participants — the 
results to date merit expansion.  The Baucus plan calls for CMS to establish a framework 
for reforming and expanding the PGP demonstration after its fifth year, which would end 
in March 2010.  The plan for expansion should give providers a pathway toward 
accountability and shared savings, but should not restrict beneficiary choice.  This effort is 
consistent with other delivery system reforms proposed in this paper, including expansion 
of the medical home, greater adoption of health IT, and transparency regarding provider 
quality and costs. 
 
While the current PGP demonstration focuses on large physician group practices, 
considerable work has been done to explore the possibility of accelerating broader delivery 
system integration by expanding the PGP model to encourage provider collaboration and 
accountability on a larger scale.51   
 
Ideal candidates for expansion are organizations that span the continuum of care in a 
community.  Integrated health systems, such as Billings Clinic in Montana, InterMountain 
in Utah, and Geisinger in Pennsylvania, offer patients access to a range of providers and 
settings, including hospitals, post-acute, facilities, and the local physician community.  
Due in large part to their innovative organizational model, these systems are providing 
high-quality integrated care that is more cost-effective than their competition.  
 
The term accountable care organizations (ACOs) has been used to describe these and other 
provider groups that are optimal candidates for payment based on improvements in quality 
and savings achieved through improved care processes. 52  Based on the results from the 
current PGP demonstration, the Baucus plan would create a new Medicare pilot program to 
test the cost and quality opportunities of value-based payments to ACOs. 
  
Organizations eligible to participate in this new project should include integrated delivery 
systems, hospitals that employ their own physician staff, academic medical centers and 
their affiliated faculty practices, multispecialty group practices, physician hospital 
networks or independent practice associations, and primary care physician groups able to 
identify the other providers from whom their beneficiaries receive their care.  The new 
ACO pilot should be implemented in part in communities and regions where meaningful 
integration does not yet exist — such as in rural areas and small group practices. 
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As part of this project, ACOs would be subject to group level reporting on a list of quality 
measures endorsed by the National Quality Forum (NQF).  CMS would establish a 
timeline to phase in reporting on these measures, so that within five years, participating 
ACOs would be reporting on at least the following classes of measures: (a) risk-adjusted 
health outcomes and improvement on specified ambulatory chronic conditions as well as 
common inpatient chronic conditions, and (b) patient experience measures for both 
ambulatory and inpatient care.  CMS would establish benchmarks for achievement and 
improvement that ACOs would have to meet in order to qualify for incentive payments.  
ACOs that successfully report on measures in a manner consistent with the Physician 
Quality Reporting Initiative (PQRI) would qualify for the incentive payment under that 
program as well, as is the case for existing PGP demonstration participants. 
 
To determine whether ACOs are successfully controlling costs, CMS would establish a 
formula that would allow current and future years’ per beneficiary spending at the ACO to 
be estimated as accurately as possible using Medicare Part A and Part B claims for the 
beneficiaries it treats.  Using multiple prior years of data would allow more accurate and 
stable estimates of current year spending.  
 
An issue to be resolved with input from stakeholders and other experts would be how to 
establish cost trend targets for participating ACOs.53  Several approaches to developing the 
targets should be considered, balancing the following interests: encouraging providers in 
both high- and low-cost regions to participate and receive shared savings payments; 
reducing unwarranted geographic variations in per-beneficiary spending; and promoting 
regional and ACO-level equity in the amount of increases in per-beneficiary spending 
permitted under the shared savings program.  Perhaps a middle ground would be to begin 
with a formula using regional trends that would slowly phase in a national element to more 
aggressively reduce cost growth over time. 
 
Incentive payments would be awarded to ACOs that reduce spending significantly below 
the target rate set by the formula.  A threshold savings amount should be set — such as the 
two percent mark used in the PGP demonstration — to avoid incentive payments being 
made to ACOs based on natural variations in their year-to-year spending.  Savings should 
be based on real system improvements and not accidents.   
 
The plan also calls on CMS to develop a formula for distributing shared savings payments 
that would give providers a strong incentive to participate in the program, while ensuring 
that a substantial share of the savings would accrue to the Medicare Trust Fund as the 
magnitude of savings increases.  The PGP demonstration allows participating provider 
groups to recoup 80 percent of the cost reductions that they achieve beyond the two 
percent threshold, with a cap on incentive payments of five percent of total Medicare 
spending.  An alternative approach would distribute 100 percent of first three percent of 
additional savings beyond the threshold to the ACO, with the share of savings diminishing 
above the five percent mark and continuing to decline up to a maximum threshold set by 
CMS.   
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The development of a shared savings program building on the success of the PGP 
demonstration should proceed as rapidly as possible.  To achieve this goal, CMS should 
implement ACO pilots on as broad a scale as is feasible, which could permit testing 
variations of the model.  As is the case with other areas, CMS could also use existing 
authority to align payment models in specific regions or states to support similar initiatives 
led by private payers and state Medicaid programs. 
 
Gainsharing.  As part of delivery system reforms, the Baucus plan would also take steps to 
break down existing barriers that keep health care providers from improving patient care 
through increased collaboration.  Successful implementation of new payment and delivery 
models to promote coordination and value-based purchasing may require changes to the 
regulatory structure governing provider collaboration.  For example, the Stark and anti-
kickback laws — which appropriately protect against financial conflicts-of-interest 
between hospitals and physicians — have come to broadly prevent hospitals from offering 
financial incentives to physicians who appropriately use imaging services or prevent 
readmissions through disease management protocols. 
 
Allowing providers to share among themselves savings from improved efficiency and 
quality — also known as gainsharing — is one potential strategy to encourage provider 
collaboration.54  CMS conducted demonstration projects in the 1990s that allowed 
participating hospitals to experiment with gainsharing arrangements.  While these projects 
proved successful at reducing costs and improving patient outcomes, subsequent decisions 
by the HHS Office of the Inspector General (OIG) have significantly dampened 
gainsharing efforts by allowing only limited projects to move forward.55

 
More recently, Congress directed CMS to conduct two demonstration projects that would 
examine whether physician-hospital collaboration is an effective method for promoting 
quality and constraining costs.  CMS is conducting a pair of multi-year programs that will 
allow up to 24 hospitals to share with their physician partners a portion of any savings to 
the Medicare program that are generated from improved quality and efficiency of care 
delivered to Medicare beneficiaries.  In particular, one demonstration will focus on 
tracking patients beyond their hospital stay, to determine whether provider collaboration 
can save money and generate efficiencies across multiple clinical episodes and settings.56   
 
While promising, neither demonstration has officially launched to date.  Once underway, 
these projects should provide valuable information on which modern gainsharing strategies 
work and which do not, as well as any unintended consequences associated with provider 
collaboration.   
 
Concerns about unfettered gainsharing that does not ensure patient safety are warranted. 
Therefore, the Baucus plan would strive to work with CMS, the HHS OIG, and interested 
stakeholders to develop gainsharing proposals that strike the appropriate balance between 
thoughtful incentives for coordination of care and careful protections against financial 
conflicts-of-interest that could harm quality of care.   
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D. HEALTH CARE INFRASTRUCTURE 
 
A health system that performs to its potential — providing high value care for every dollar 
invested — requires adequate infrastructure to support it.  The reforms outlined in this plan 
would require new investments in our health care infrastructure.  Priorities for 
infrastructure investment include: comparative effectiveness research, health information 
technology (IT), and the health care workforce.   
 
Comparative Effectiveness Research.  The U.S. produces some of the most 
technologically advanced medical care in the world.  Yet patients and their physicians can 
face a daunting task choosing among treatment options.  This plan envisions a national 
approach to conduct and promote comparative effectiveness research, which would 
ultimately improve the ability of providers to deliver the right care at the right time for 
each and every patient.  Such an effort would likely lower costs too, as the Congressional 
Budget Office has signaled that national health spending could be significantly reduced if 
more unbiased data were available and used widely by providers and patients.57

 
The rapid development of medical technology and medical treatments in the U.S. poses a 
challenge for our health system: can it produce evidence regarding what treatments work 
best in a timely fashion?  Experts agree that the U.S. lacks sufficient capacity to produce 
unbiased information to compare existing treatments to determine which ones are more 
effective and for which patients.58, , , ,59 60 61 62  Providers have more diagnostic tests and 
treatment options to choose from than ever before, but too often they lack knowledge as to 
whether one works better, or if several lead to similar outcomes.   
 
On a limited scale, organizations like the Technology Evaluation Center funded by the 
Blue Cross and Blue Shield Association and the Veteran Administration’s Center for 
Health Care Evaluation conduct research that compares the effectiveness of different 
medical treatments.  The National Institutes of Health (NIH) as well as the Agency for 
Healthcare Research and Quality (AHRQ) have also conducted seminal research 
comparing one or more medical interventions. 
 
Despite these efforts, current funding for effectiveness research in the U.S. is inadequate to 
keep pace with medical innovation.  Public and private research efforts are also highly 
fragmented and poorly coordinated.   
 
Several well-respected panels—including the Institute of Medicine (IOM), the Medicare 
Payment Advisory Commission (MedPAC), and the Congressional Budget Office 
(CBO)—have called on Congress to create a national entity charged with conducting this 
type of research.  
 
The Baucus plan answers these calls.  As first suggested in the Comparative Effectiveness 
Research Act of 2008,63 introduced earlier this year, this plan would create a new institute 
charged with identifying the most pressing gaps in clinical knowledge that prevent the 
health system from delivering the best outcomes for patients.  
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The Health Care Comparative Effectiveness Research Institute envisioned in the 
Comparative Effectiveness Research Act of 2008 would be a private, nonprofit corporation 
with a Board of Governors appointed from the public and private sectors by the U.S. 
Comptroller General.  The Institute would be created as an independent entity to remove 
the potential for political influence on the development of national research priorities.  
Comparative effectiveness research would be more credible, and more useful, if it 
remained free from political influence and reflected broad stakeholder input. 
 
In addition to setting national priorities, a new institute should provide for the conduct of 
the studies that would meet its priorities.  The Institute should not just recommend areas of 
inquiry; it should produce the vital information needed.  It should be able to contract with 
experienced Federal agencies, like NIH, and AHRQ, that have robust research networks in 
place and that can be put to good use here.  The Institute must also have flexibility to meet 
its priorities by contracting directly with private researchers as appropriate.   
 
The comparative effectiveness Institute would need to assess the full spectrum of clinical 
interventions, including pharmaceuticals, medical devices, procedures, services, and other 
therapies, which have the greatest gaps in evidence and variations in practice patterns.  A 
broad scope would provide better evidence for existing diagnostics, treatment, prevention, 
and management of health conditions.  Importantly, the research should meet the goal of 
helping patients, providers, and payers of health care to make more informed clinical 
decisions.  
 
In addition, the Institute would also need to disseminate its research findings to the public.  
It could work in concert with government agencies (such as the Centers for Disease 
Control and Prevention and AHRQ), medical societies, and patient networks.  Its reports 
should serve both clinical and general audiences.   
 
Activities of the Institute should be open to public input and transparent in order to 
maintain integrity of the research.  For example, the Institute should publish its charter, 
rules, proceedings, and reports and make them available on a public Internet site.  Its 
meetings should be open to the public.  It should also provide for public comment periods 
at key stages—including the development of research priorities and study designs—in 
addition to holding public forums on controversial or complex topics.  
 
Most importantly, the Institute should be subject to rigorous oversight of its finances and 
mission in order to maintain the public trust.  The Comptroller General should perform 
regular audits of its activities to ensure that the Institute meets its statutory mission in a 
fair, open, and credible manner. 
 
These new endeavors would need an adequate and stable source of funding.  Public funds 
would be the best option to get the Institute up and running. But the information produced 
by such an Institute would benefit all Americans—those who receive health care through 
public and private sources—so it makes sense for a small assessment on private health 
insurers to be included.  A mix of public and private resources is the best long-term 
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framework for funding, and more reflective of the composition of the Institute and its 
broad reach.   
 
America must make a greater investment to generate information about what works in 
health care.  In the absence of sound evidence, clinical guidelines and protocols can vary 
widely.  Knowing more about the effect of different health interventions would help to 
reduce the variability in treating disease, help to better manage and prevent illnesses, and 
help to lower health costs for everyone. 
 
Health Information Technology.  Most providers in the health care system collect and 
transmit information on paper, over the phone, and via fax machines.  More advanced 
health information technology (IT) offers tools to streamline and support the process of 
collecting and analyzing the data needed to provide the best and most efficient care 
possible.  Clinical IT comprises multiple applications that can support different functions 
in health care, such as: 
 

 Tracking patient care; 
 Allowing physicians to order medications, lab work, and other tests electronically, 

and then access test results; 
 Reporting to chronic disease registries; and  
 Providing evidence-based decision support to physicians. 

 
Encouraging more rapid adoption and use of health IT systems will improve health care 
quality and make our health care system more efficient.64,65 Automating the collection of 
clinical data will also be a vital component of better quality performance measurement and 
reporting.66  Technology can facilitate richer data sets for comparative effectiveness 
research,67 and help providers use comparative effectiveness findings in their own clinical 
practices.  The Baucus plan provides Federal-level leadership to spur the modernization 
necessary to support a truly patient-centered delivery system. 
 
Health IT adoption by providers has been low to date, especially for physicians in small-
group practices.68  Providers, particularly physicians, cite as obstacles the cost of 
purchasing and implementing systems, a fear of investing in systems that may soon be 
obsolete, as well as a lack of a clear return on investment.69,70  Some providers, especially 
in smaller settings, lack the resources or expertise to navigate the large and complex 
market of health IT products or to maintain such a system over time.  Implementing health 
IT also requires changes in office organization, processes, and culture that clinicians and 
office staff may resist.  Safeguards must be put in place to ensure that patient privacy is 
protected.  And existing payment incentives discourage health IT adoption.  Reductions in 
office visits, hospital admissions, and other services that could be achieved through the use 
of health IT would accrue to the benefit of payers and patients but not to providers 
themselves.  
 
Despite these challenges, there is a growing consensus among patient advocates, providers, 
and payers that a path forward that drives adoption and protects patient privacy must be 
found.   
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Consistent with recommendations made by MedPAC and others, the Baucus plan proposes 
three strategies to encourage the adoption and use of health IT: (1) financial incentives, (2) 
assistance to providers in navigating the health IT market and implementing systems, and 
(3) promotion of information sharing among providers. 
 
Direct grants, loans, and financial incentives provided through Medicare pay-for-
performance initiatives could promote adoption of health IT.  Congress recently 
established bonus payments in Medicare for physicians using qualified e-prescribing 
systems.  These bonus payments phase down over five years and become a requirement 
(enforced through payment reductions).  A similar model could be employed to encourage 
the use of electronic health records if other obstacles are addressed.   
 
Helping providers navigate the health IT market and implement qualified systems could 
also aid widespread adoption.  The Baucus plan will accelerate efforts to certify software 
products by setting a deadline for the establishment of harmonized interoperability 
standards; if the private sector does not find timely consensus, then the Office of the 
National Coordinator for Health IT would immediately promulgate standards.  The plan 
also calls for additional technical assistance to help providers assess products, understand 
their needs, and manage implementation and ongoing maintenance.   
 
Promoting the sharing of information among providers also would improve coordination of 
care and efficiency, getting more out of health IT.  Efforts at the community level to 
increase this exchange have seen limited success in some areas, but stronger leadership at 
the Federal level will be necessary to initiate nationwide adoption of advanced, 
interoperable health IT systems. 
 
Health Care Workforce.  Today, health care workers represent roughly 12 percent of the 
American labor force.71  While these workers strive to provide high-quality care and make 
important contributions, there are growing concerns that the U.S. does not have a sufficient 
supply of health care professionals to meet the demands of a changing and aging 
population.   
 
Various studies suggest that the country is facing a health professional shortage.  
According to the American Association of Medical Colleges (AAMC), there have been at 
least 35 studies published since 2002 demonstrating current or future physician workforce 
needs.72  Among these is a report by the Health Resources and Services Administration 
(HRSA), which predicts that demand for physician services will exceed supply by 2020.73 
Other studies by HRSA warn of a nursing shortage in the coming years.74  
 
As the population continues to age, a shortage of health care workers will become 
increasingly problematic.  Between 2005 and 2020, the number of Americans over age 65 
is projected to increase by 50 percent.75  During the same period, the number of physicians 
is projected to grow only 16 percent.76  An inadequate physician supply will not only 
affect the elderly, but also the 20 percent of Americans who live in underserved 
communities and already struggle to obtain access to medical care. 
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The Federal government plays a key role in training future health care professionals 
through the Medicare Graduate Medical Education (GME) program.  Included in the 1965 
legislation that created Medicare, the GME program provides subsidies to help teaching 
hospitals and other entities cover the direct costs associated with medical training in 
accredited teaching programs.  The program has served as a major funding source for 
medical training for most teaching hospitals.  In 2007, Medicare spent roughly $8.8 billion 
on GME activities. 
 
While the Medicare GME program has provided essential resources for training America’s 
physicians, it needs to be reexamined.  In recent years, the AAMC and other stakeholders 
have raised concerns about rules in the current Medicare program that place a cap on the 
number of medical residency slots that can be supported by the GME program.  The 
residency cap was established as part of the Balanced Budget Act of 1997 in response to 
what many considered an oversupply of physicians in the pipeline.77  Since this rule took 
effect, the landscape of physician supply relative to demand has shifted, and roughly 6,500 
medical training positions have been created that do not receive support from Medicare.78

 
Also of concern has been the question of whether the Medicare GME program should 
place a greater emphasis on providing training in critical focus areas, such as primary care, 
geriatrics, and preventive services.  There is also discussion about allocating GME funds 
toward nurse practitioners and physician assistants who also play a role in managing 
patients’ primary care needs. In addition, others have recommended that training programs 
place a greater emphasis on preparing providers to practice in an organized delivery system 
or team-based environment.79  Similarly, GME funding should be used to train residents 
outside traditional hospital settings, such as in community-based primary care offices.80 
These policies represent a shift in the structure and focus of the GME program, but are 
worth serious Congressional consideration. 
 
In addition to direct payments for GME, Medicare also subsidizes the indirect costs of 
patient care associated with graduate medical training.  Indirect medical education (IME) 
payments under Medicare are based on the ratio of residents to beds — the higher the ratio, 
the higher the payment.  These payments are not well targeted and are set at a level that is 
twice as high as what can be justified empirically.  According to MedPAC, more than $3 
billion in extra payments are made to teaching hospitals with no accountability for how 
these funds are used.81 Congress should increase accountability around how these and 
other GME funds are spent. 
 
As we work to strengthen graduate medical education programs, we must also take steps to 
increase the number of racial and ethnic minorities who enter our health workforce.  
Minorities are underrepresented among our nation’s health care workers. Among 
physicians, African-American and Latino physicians comprise only three and a half and 
five percent, respectively, of the physician workforce compared to 11 and 13 percent, 
respectively, of the general population.  Native Americans/Alaska Natives comprise only 
two percent of the physician workforce.  The same degree of disparity is also evident in the 
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area of nursing care.  Racial or ethnic minorities represent only 14 percent of the nursing 
workforce while they represent 34 percent82 of the general population.   
 
Strategies to improve the racial and ethnic diversification of our health workforce include 
increasing the number of pipeline education programs at the high school and college level 
and providing funding for scholarship and loan programs that support racial diversification 
among health workers and medical faculty. Many of these programs, such as Title VII and 
Title VIII of the Public Health Service Act, merit re-examination as we work to improve 
our health care infrastructure.  Loan assistance and forgiveness programs for caregivers 
who choose to practice in underserved areas should also be expanded to make sure that 
patient needs are met, especially as we expand access to insurance for millions of 
Americans. 
  
Significant work must be done in these areas, and Congress must dedicate the time and 
attention to graduate medical education that it deserves.  Policy solutions in this area 
should be considered as part of health care reform.  Next steps could include: 
 

 Evaluating whether changes are needed to the number of allowable GME training 
slots; 

 Exploring options to increasing the residency cap for certain specialty areas; 
 Determining ways to modernize the GME benefit through policies to allow training 

in other treatment settings and encouraging a focus on care coordination;  
 Increasing accountability of indirect medical education (IME) funding; and 
 Working with the Senate Health, Education, Labor and Pensions (HELP) 

Committee to address workforce shortages and support increased racial and ethnic 
diversity within the health care workforce by strengthening public health programs 
in these areas. 

 
These efforts are critical if we are to place our nation’s workforce on sound footing to 
address the health care needs of current and future generations. 
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CHAPTER IV BAUCUS PLAN: FINANCING A MORE EFFICIENT 
HEALTH CARE SYSTEM 

 
The U.S. spends $2.3 trillion a year — more than 16 percent of the U.S. economy — on 
health care, and economists warn that rising health care costs represent a serious threat to 
our long-term fiscal security.1,2  We spend more than any other country on health care — 
both per capita and as a percentage of gross domestic product — yet the Congressional 
Budget Office (CBO) estimates that up to one-third of that spending does not improve 
Americans’ health outcomes.3  That means we spend over $700 billion more than we need 
to get the outcomes that we receive today.  Clearly, excess spending must be eliminated 
and dollars put to better use — not only to correct the imbalances of the current health care 
system, but to offset the high costs of much-needed comprehensive reform.   
  
Americans deserve a health care system in which everyone has affordable coverage, no 
matter their age, income, employment, or health status.  This will require an investment.  
Some experts predict that a health system covering all Americans would necessitate $100 
billion to $150 billion in new Federal spending per year.4 5  But savings from the reforms 
proposed earlier in this Call to Action and the financing mechanisms in this section can 
make the net cost of reform much smaller.  
 
National spending on health care can be lowered, and quality improved, by realigning the 
health care system toward prevention and primary care, rewarding providers that deliver 
quality, evidence-based care, and investing in critical research and health information 
technology that can lead to higher-value care.  Beyond these measures, the Baucus plan 
endorses even further, more direct steps in these five areas to curb excess health care 
spending.   
 

 Fraud, Waste, and Abuse.  New initiatives should be implemented immediately to 
better detect and eliminate financial fraud and abuse in our public programs. 
Taxpayer dollars should cover needed benefits and not fraudulent medical claims.  
 

 Increased Transparency.  Public reporting of the costs and quality of care — as 
well as the relationships between providers and drug or device makers that may 
lead to biased decision-making — can encourage providers to pursue better 
outcomes and help patients choose better, more efficient providers and treatments 
when they are able to do so.  Information about the full value of employer-
sponsored health care could help employees make better coverage decisions for 
themselves and their families. Greater transparency in these areas can help 
eliminate waste and drive better value throughout the health system.  

 
 Medical Malpractice. Careful reforms of medical malpractice laws can lower 

administrative costs and health spending throughout the system, while ensuring that 
injured patients are compensated fairly for their losses.   

 
 Private Insurance Plans in Medicare.  If private insurers participate in Medicare, 

they must bring value to the program and beneficiaries. Overpayments to private 
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insurers in the Medicare Advantage program must be eliminated so that spending is 
put on a level playing field with traditional Medicare. Payments should also be 
modified to promote the best of what plans have to offer beneficiaries, without 
financial giveaways to insurers. Price discounts for prescription drugs of the dual-
eligibles in Medicare’s prescription drug plans should reflect discounts in 
Medicaid.  

 
 Long-Term Care Services and Supports.  The current long-term care system is 

expensive, fragmented, and does not encourage the delivery of high-quality care. 
Further expanding home and community-based care, testing new models of care 
delivery and coordination, and better supporting family caregivers are essential to 
improving the quality and efficiency of the system. These ends cannot be 
accomplished without a stronger investment in a more robust workforce. 

 
 Tax Incentives for Health Coverage.  Congress should also explore targeted 

reforms of the tax code to make incentives work better within the current system.  
Since the mid-1950s, tax incentives for employer-sponsored health benefits have 
made employer coverage more affordable for millions of workers.  Similar but 
smaller tax incentives increase access to coverage for the self-employed and ease 
the burden of health expenses for people with no employer coverage.  Such tax 
provisions have been and will continue to be the main tool used to foster employer-
based health insurance coverage in the U.S.  But it is time to explore ways in which 
tax incentives can be modified to distribute benefits more fairly and effectively.  At 
the same time, targeted reforms can promote smarter, more efficient spending of 
health care dollars by consumers themselves.   

 
In the short term, health care reform will likely cost taxpayers more than the government 
can achieve in savings from all reforms and financing changes.  Much of the savings from 
reforms, such as comparative effectiveness research and malpractice reform, would not 
accrue until policies have been in place for several years.   
 
Congress and the public must be realistic about the timeframe in which the fiscal success 
of reform is measured.  If we fail to act, however, the current national expenditure on 
health care will double from over $2 trillion to $4 trillion, tens of millions will continue to 
be uninsured, poor quality will continue to contribute to nearly 100,000 deaths each year, 
and the nation’s entitlement programs will consume a greater portion of the Federal 
budget.  In short, the costs of inaction, both in human and financial terms, would 
eventually be far greater than any initial outlays.  America must choose to invest now in a 
health care system that will richly repay the nation with greater health and economic 
stability in the long term. 
 
A. FRAUD, WASTE, AND ABUSE 

Fraud, waste, and abuse cheat the taxpayer, can harm beneficiaries, and threaten the 
financial integrity of essential Federal health care programs.  Many payment errors are the 
result of honest mistakes unrelated to providers or suppliers trying to take advantage of 
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Medicare, Medicaid, and CHIP.  However, some providers and suppliers purposefully 
manipulate these programs for financial gain.   

There are clear differences between fraud, waste, and abuse.  Fraud and abuse connote 
some level of culpability in that they involve billing practices or behaviors that include 
misrepresentation of or overcharging for services delivered.  Fraud is willful or intentional, 
and abuse is a deviation from acceptable business and medical standards.  Both lead to 
unnecessary costs to the payer.6   
 
In 1994, the Health and Human Services Inspector General, June Gibbs Brown, said in 
testimony before the Senate Appropriations Committee that, “Fraud is the obtaining of 
something of value through intentional misrepresentation or concealment of material facts.  
Abuse is any practice that is not consistent with the goals of providing patients with 
services which (1) are medically necessary, (2) meet professionally recognized standards, 
and (3) are fairly priced.  Waste is the incurring of unnecessary costs as a result of deficient 
practices, systems, or controls.”7

The full magnitude of health care fraud, waste, and abuse cannot be determined with 
precision, but evidence of the problem is everywhere.  For instance, the U.S. spends more 
than $2 trillion on health care every year.  Of that amount, the National Health Care Anti-
Fraud Association estimates conservatively that at least three percent — or more than $60 
billion each year — is lost to fraud.  The Secretary of Health and Human Services (HHS), 
acting through the Department’s Office of Inspector General (OIG), and the Attorney 
General, run the Health Care Fraud and Abuse Control (HCFAC) program, which 
coordinates Federal, state, and local law enforcement activities to prevent health care fraud 
and abuse.  In the ten years since its inception, HCFAC has returned over $10.4 billion to 
the Medicare Trust Fund alone.8   

The amount of money wasted on billing errors and other mistakes is also staggering.  Last 
year, the Medicare program reported a fee-for-service payment error rate of 3.9 percent, 
which means that Medicare paid over $10.8 billion incorrectly.9  Many of the 
improvements to the delivery system discussed in the preceding chapter would help reduce 
wasteful spending.  Better alignment of incentives and value-based purchasing in particular 
would reduce waste because they will cut down on instances in which Medicare pays for 
something beneficiaries do not need. 

While the efforts to fight fraud, waste, and abuse have been commendable, we need to do 
more.  Outlays for Medicare and Medicaid almost doubled between 2000 and 2008, but the 
outlays for fighting fraud and abuse in these programs have not kept pace.  We can provide 
more and better care for our beneficiaries if we do more to reduce fraud, waste, and abuse. 

Medicare, Medicaid, and CHIP must have flexibility to quickly deliver high-quality, low-
cost services while minimizing providers’ administrative burdens.  More can be done to 
combat unnecessary spending.  The Baucus plan, which includes ideas articulated by HHS 
OIG,10 would focus on preventing fraud, waste, and abuse before they happen, and 
aggressively detecting them when prevention fails.  A five-part strategy will effectively 

 67

D
el

iv
er

ed
 b

y
CQ

T O
P

DO
CS

w
w

w
.c

q
.c

o
m



fight fraud, waste, and abuse, while allowing the programs to effectively serve 
beneficiaries. 
 
First, the government must do a better job of screening those allowed to become providers 
and suppliers in Medicare, Medicaid, and CHIP.  Ensuring that only well-intentioned and 
law-abiding people and companies have the privilege of providing health care items and 
services to beneficiaries is an important initial step.  For example, in January of 2005, an 
individual arrived in Miami-Dade County from Cuba and soon thereafter enrolled as a 
Medicare provider.  From April until June, his new company billed over $4.1 million in 
fraudulent claims and was paid $1.65 million.  He has since disappeared.  This person 
should never have been allowed to become a supplier. 
  
Second, government payment methodologies should discourage, rather than encourage, 
providers or suppliers from engaging in fraud, waste, or abuse.  For example, in 2006, 
Medicare allowed an average $7,215 for rental of a piece of durable medical equipment 
that costs about $600 to purchase new.11  As a result of these excessive fees, beneficiaries 
also incurred $1,443 in coinsurance charges for this equipment.  The competitive bidding 
program for durable medical equipment, prosthetics, and orthotics has been temporarily 
delayed.  Competitive bidding is a proven method for saving money and reducing fraud in 
this area, however, and the program should move forward.12   
 
Third, working with providers and suppliers to promote compliance with program 
requirements and quality and safety standards could actually increase it.  Most health care 
providers and suppliers intend to act in accordance with program requirements, but need 
help doing so.  The same is true for quality and safety standards applicable in Medicare, 
Medicaid, and CHIP.   
 
Fourth, the Federal government has an absolute duty to conduct vigilant oversight of 
Medicare, Medicaid, and CHIP and continuously monitor for evidence of fraud, waste, and 
abuse.  Improvements and enhancements in the collection and review of data, 
establishment of internal controls, investigation of providers and suppliers, mandated 
reporting of violations, and penalties and sanctions would enable better detection and 
punishment of inappropriate or unlawful behavior.   
 
Finally, responses to detected fraud must be swift and strong.  Punishments must be 
sufficient to deter others from considering the same behavior.  Program vulnerabilities that 
are revealed by the fraudulent conduct must be remedied to prevent repeated abuse.  For 
example, Florida’s Miami-Dade County is home to many companies that claim to be 
durable medical equipment suppliers, infusion clinics, and other Medicare providers and 
suppliers.  In May 2007, the Department of Justice and HHS OIG created a strike force 
whose primary goal was to attack the fraud problem by decreasing the amount of time 
between the government’s detection of a fraud scheme and the arrest and prosecution of 
the offenders.  That effort has lead to over 76 convictions and criminal fines and civil 
recoveries in excess of $140 million.  
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Success demands that the resources devoted to fighting fraud, waste, and abuse be 
sufficient to respond to this growing problem.  The Baucus plan would invest much needed 
resources to carry out this fight because it takes time, manpower, and money to effectively 
monitor and detect fraudulent, wasteful, or abusive practices.  Effective elimination of 
fraud provides a significant return on investment.  According to the Office of Management 
and Budget, the HHS OIG demonstrated a return on investment of 16:1 for these efforts.13   
 
Watchdog and advisory agencies like the HHS OIG, Government Accountability Office, 
state Medicaid Fraud Control Units, the Medicare Payment Advisory Commission, and law 
enforcement agencies must be provided with the resources that they need to combat fraud, 
waste, and abuse.  We also need to work with the HHS and CMS program managers 
responsible for protecting and effectively managing these programs. 
 
B. INCREASED TRANSPARENCY 
 
Making more information available to health care providers and consumers would remove 
much of the mystery that currently shrouds our health care system.  It is often too difficult 
for Americans to understand what services they receive or why they receive them, what 
they pay for relative to their insurer, or what their insurer is charged — not to mention 
what a service actually costs.  Providers suffer from some of this same confusion.  This 
lack of understanding leads to frustration. 
 
Increasing transparency — providing more and better information — would improve the 
level of understanding.  With better information, consumers, providers and payers would 
gain a better understanding of how the system works and would be able to see how health 
care dollars are spent.  Providing meaningful and useful information would alleviate much 
of the frustration and suspicion. 
 
The Baucus plan focuses on three areas that would benefit from greater transparency:  
physician-industry relationships, physician self-referral, and cost and quality information. 
 
Physician-Industry Relationships.  Harvard’s Eric Campbell told the Finance Committee: 
“A physician-industry relationship exits whenever a physician accepts anything from a 
pharmaceutical or device company such as dinners at fancy restaurants, pens, drug 
samples, lunches, trips and paid consultancies.”14  Though these relationships may lead to 
advancements in medical technology and a better understanding of medical procedures, 
“this practice likely results in substantial increases in the costs of health care.”15  These 
higher costs occur because industry gifts, “may also result in physicians prescribing higher 
priced, brand-name drugs instead of cheaper, equally effective alternatives.”16  These types 
of relationships are common throughout the physician community. 
 
According to a Harvard Medical School study, “most physicians (94 percent) reported 
some type of relationship with the pharmaceutical industry, and most of these relationships 
involved receiving food in the workplace (83 percent) or receiving drug samples (78 
percent).  Thirty-five percent received reimbursement for costs associated with 
professional meetings or continuing medical education, and more than one quarter (28 
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17percent) received payments for consulting, giving lectures, or enrolling patients in trials.”   
In 2005, pharmaceutical companies spent $7 billion on sales representative visits to 
physicians and provided $18 billion worth of free samples.18

 
To dissuade inappropriate relationships, both the American Medical Association (AMA) 
and the Pharmaceutical Research and Manufacturers of America (PhRMA) adopted or 
revised their codes of conduct involving industry relationships.  The AMA “allows 
physicians to accept gifts as long as the gifts primarily benefit patients and are not of 
substantial value.”19  The PhRMA code states such relationships “are intended to benefit 
patients and to enhance the practice of medicine,” and should be used, “solely on each 
patient’s medical needs.”20  Though these updated guidelines are a step in the right 
direction, “there is also evidence that interactions prohibited by voluntary codes continue 
to occur.”21

 
Four states (Minnesota, Vermont, Maine, and West Virginia) and the District of Columbia 
have enacted laws that require drug manufacturers to report any cash and in-kind payments 
made to physicians.22  Many advocate more detailed reporting of gifts between industry 
and physicians on a national level.  National legislation has been introduced that would 
require drug and device companies to disclose all gifts of $25 or more to physicians and 
other medical providers.23

 
A recent MedPAC report to Congress outlined several advantages of such a requirement.  
It may discourage inappropriate arrangements between physician and industry, allow the 
media to explore potential conflicts of interest, enable payers to examine physician 
practices that may be influenced by particular relationships, and highlight those physicians 
who have decided not to take part in inappropriate relationships.24

 
Unfortunately, data collection alone may not prevent inappropriate relationships.  
However, once national, system-wide data is available, the extent of industry influence and 
the wasteful spending that it leads to can be better determined.  With this information, 
stronger enforcement can be put into place, so that regardless of provider relationships, we 
can be sure physicians are recommending and performing medical care based on sound 
medical science rather than heavy-handed industry influence. 
 
For these reasons, the Baucus plan would require disclosure of gifts and other transfers of 
value made by drug and device companies to physicians and other health care 
professionals.  Only with this information can potential bias be known.  And the 
requirement to disclose may deter inappropriate behavior.  Disclosure is the only way to 
know if there are inappropriate influences on the delivery of care and use of taxpayer 
dollars. 
 
Physician Self-Referral.  Physicians, like most professionals, expect to get paid for the 
work that they perform.  Some physicians, however, have found a way to game the system 
so that, in addition to getting paid, they reap additional financial benefits from the 
provision of certain health care services.  Physicians can accomplish this by having 
ownership or other financial interests in equipment or facilities — such as an MRI machine 
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or a hospital — that provide health services.  When those physicians refer their patients for 
services from which the physician reaps the additional financial benefits — a practice 
known as self-referral — there is reason to be concerned about the physician’s motives. 
 
Physician self-referral is generally prohibited by Federal law when the patient is covered 
by Medicare or Medicaid.25  Self-referral creates conflicting incentives for physicians, 
because the financial incentive to increase utilization of the financially-rewarding services 
may conflict with otherwise sound medical and professional judgment.  Ultimately, this 
practice often results in an “increased use of services and higher payments from third party 
payers.”26   
 
Congress has enacted several laws to confront this problem.  In 1972, Congress enacted the 
Anti-Kickback Statute, which “broadly prohibits the purposeful offer, payment, or receipt 
of anything of value to induce the referral of patients from services reimbursable by a 
federal health care program.”27  Few prosecutions occurred, however, and referrals to 
imaging facilities or medical laboratories were not deterred.28

 
In 1989, Congress enacted the Ethics in Patient Referrals Act (known as Stark I), which 
prohibits physicians from “referring Medicare or Medicaid patients for clinical laboratory 
services to labs with which the physician has a financial relationship…unless the 
relationship fits within a specified exception.”29  In 1993, Congress enacted amendments 
(known as Stark II) expanding the prohibited services to “physical and laboratory therapy, 
radiology, radiation, home health care, hospital, outpatient prescription drugs, and many 
types of medical equipment and supplies.”30

 
The Baucus plan would scrutinize physician self-referral to ensure that physicians are not 
engaged in financial arrangements that place financial interests ahead of the needs of 
patients and the American taxpayer.  Physicians deserve fair pay for providing services, 
but they should not be able to game the system unfairly.  Increased transparency to both 
patients and payers in the form of disclosure of physicians’ financial interests is first step. 
 
One example is physician ownership of hospitals.  There is concern that physician 
ownership of hospitals leads to cherry-picking the patients who are healthiest and most 
able to pay, while leaving the patients who are sickest and least able to pay for community 
hospitals to treat, often without much compensation, if any.  This cherry-picking only 
exacerbates the cost shifting to those Americans with insurance.  This concern is 
heightened by the fact that the patient often is unaware of a physician’s financial interest in 
providing services at a hospital in which he or she has an ownership interest. 
 
Physician-owned hospitals are often smaller and more specialized than community 
hospitals.  They tend to focus on lucrative lines of service.  Community hospitals, on the 
other hand, tend to provide all service lines, including emergency departments.  
Community hospitals find it difficult to compete with their more cash-rich physician-
owned counterparts.  Over time, the trend of increasing physician ownership of hospitals 
jeopardizes the continued viability of community hospitals. 
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The issue of self-referral must be reviewed in light of how health care is and will be 
delivered.  No serious effort at reform can ignore the potential gaming that financial 
conflicts may create.  
 
Cost and Quality Transparency.  Rising health care costs have fueled an interest in greater 
public availability of price and quality information.  Public reporting and transparency can 
aid patients in making more informed decisions about their treatment options.  Such 
information could also spur providers to make improvements by benchmarking their 
performance against their peers.  And health care price and quality information can be used 
by private health plans and public programs to reward quality and efficiency. 
 
The demand for more transparent price and quality information has been driven primarily 

31by employers and health plans.   But consumers believe they have much to gain from 
greater transparency, too.  A recent survey, for example, found that 84 percent of 

32Americans want hospitals, physicians, and pharmacies to publish their prices.   
Additionally, 90 percent of health care consumers want to partner with their physician in 
making health care decisions, and more than 60 percent claim to have searched for 

33information to help make health care decisions.
 
Public programs have also embraced greater transparency.  An August 2006 Executive 
Order directed Federal health programs ― including the Federal Employees Health Benefit 
Program, Medicare, programs operated by the Indian Health Service, and TRICARE ― to 
make quality and pricing information available to beneficiaries and enrollees by January 1, 

342007.    
 
Pursuant to this order, and building on existing programs, Medicare currently posts 
hospital quality measures online at the Hospital Compare website.  Hospital-specific 
process measures include those related to heart failure and heart attack care, pneumonia 
care, and surgical care improvement.  Information is also available for risk-adjusted 
mortality rates and patient satisfaction.  The Centers for Medicare and Medicaid Services 
(CMS) has also started making available comparative price information for common 
outpatient procedures, such as wrist fracture pinning, colonoscopy, and hernia repair.   
 
While public availability of Medicare price information is novel and has been hailed as a 
first step, the information is based on an average, and it is not current or hospital-specific.  
In addition, the price and quality information is not linked, which undermines the value of 
any comparison by patients and beneficiaries. 
 
At the state level, recent legislation has required public reporting of hospital retail charges.  
Most experts agree, however, that this information is too detailed and not meaningful, 

35because it contains unit prices rather than episodes of care.   Trying to estimate a hospital 
stay based on charge data is “like shopping for a car by adding up the prices suppliers 

36charge for all the nuts and bolts that go into one.”
 
The value and usefulness of cost and quality information may be limited by practical 
factors.  Decisions about health care are often involuntary — made under emergency 
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conditions or emotional distress.  Patients also may not have the opportunity to choose 
among hospitals if a referring physician is not on staff at the preferred hospital.  Even for 
non-urgent elective procedures like LASIK vision-correction surgery, variation in quality, 
misleading advertising, and inconsistent bundling of services that makes apples-to-apples 

37price comparisons difficult, all contribute to imperfect market conditions.
 
Medicare’s recent experience with making cost and quality information available online, 
combined with real-life examples from the private sector, provide valuable lessons for 
making information meaningful.  Some of these lessons, also described in recent 

38congressional testimony by the Commonwealth Fund,  include: 
 

Information currently available is inadequate.  Although progress has been  
made even in the past two years, cost and quality information is rarely available to 
patients, and physicians lack comparative information on the quality of the care 
they provide or the care provided by physicians to whom they refer their patients. 

 
 Price and quality information should be provided together.  Information on the 

price of a specific health care service provides little value.  Knowing the total cost 
of caring for a condition is more meaningful, particularly if combined with 
information on the quality or outcomes of the care. 

 
Transparency alone is not likely to transform health care.  Shopping for the  
best physician or hospital is impractical for very sick patients and patients with 
chronic conditions, particularly when care is sought under emergency conditions.  
Yet, these patients incur most health care costs.  Moreover, purchasers, payers, and 
providers — not patients — are in a better position to demand greater quality and 
efficiency.  And providing price information without a clear use could lead to 
collusion instead of competition. 

 
To promote greater transparency in ways that would be meaningful and reliable to 
consumers and providers, the Baucus plan would leverage Medicare’s ability to play a 
leading role.  Medicare can and should release more information about the price and 
quality of covered services.  For example, the current price information available for 
outpatient procedures should be paired with information on quality measures and expanded 
to other sites of care. 
 
Medicare should also make its data more widely available, with significant regulation of its 
use, so that it can be combined with similar data from other payers (such as health plans 
that serve employers and Medicaid) to build more robust profiles of clinicians’ care that 
are based on a broad spectrum of their patients.  The Department of Health and Human 
Services has started down this path by initiating Charter Value Exchanges in select 
communities.  These initiatives allow stakeholders in a community to combine their data 
with Medicare data with the goal of releasing a single set of cost and quality measures for 
the entire community.  To access the Medicare data, stakeholders must agree on a common 
set of performance measures. 
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With appropriate privacy protections, Medicare data can be instrumental in promoting 
greater cost and quality transparency within the health system.  This data must be used in 
ways that build consistency around cost and quality measures, however, as done through 
the Charter Value Exchanges.39  While the prospect of data sharing generates concern 
among clinicians, Medicare data can be used to generate more meaningful, accurate and 
consistent information across the health system so that, ultimately, reporting is acceptable 
and less burdensome for the provider community. 
 
This plan also would require health plans offered through the Health Insurance Exchange 
to provide uniform cost and quality metrics.  The Independent Health Coverage Council 
would work with health plans and purchasers to develop consistent definitions and 
principles.  Plans would also be encouraged to incorporate this information into pay-for-
performance systems.  
 
As a further step in greater transparency of health care costs, information about the full 
cost of employer-provided health care should be transparent to employees.  Currently, 
employers must inform employees of the amount of wages paid by the employer, along 
with the taxes withheld from such wages during the calendar year.  The information, 
provided on the Form W-2, must be given to each employee by January 31 of the 
succeeding year.  But no such requirement exists for the amount an employer pays for 
health insurance coverage.  Some employers voluntarily report the value of the health 
benefits they provide, either in an annual statement to their employees or in box 14 of the 
Form W-2.  This plan would require employer health costs to be fully disclosed to all 
employees.  Better educating workers about the full cost of their health care coverage 
could encourage them to seek or demand lower premiums, which in turn could help 
contain growth in spending.  
 
The push for increased transparency highlights the need for greater adoption of health 
information technology (IT) and evidence-based medicine.  This plan proposes to invest in 
health IT and comparative clinical effectiveness research.  Taken together, these tools can 
help drive the U.S. health system toward greater efficiency and increased engagement in 
health care decision making among consumers. 
 
C. MEDICAL MALPRACTICE REFORM 
 
Medical malpractice insurance premiums have risen steadily over recent decades, at times 
increasing an average of 15 percent a year.40  Some states have seen even more dramatic 
increases.  Pennsylvania, for example, experienced increases ranging from 26 to 73 percent 
in 2003.41  While the Government Accountability Office has found that access to medical 
care is not “widely affected” by large premium increases,42 and malpractice costs account 
for less than two percent of health costs,43 physicians and other health care providers 
contend that the current legal environment leads to the practice of defensive medicine.  
Ordering more tests, procedures, or visits primarily to avoid liability rather than to benefit 
patients may contribute to unnecessary health care spending.  
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A serious effort at comprehensive health care reform, then, should address medical 
malpractice. 
 
Reducing malpractice premiums alone would not have a substantial effect on overall health 
spending.  CBO estimates that a 25 to 30 percent reduction in malpractice costs “would 
lower health care costs by only about 0.4 to 0.5 percent, and the likely effect on health 
insurance premiums would be comparably small.”44  But helping patients and providers to 
cooperate rather than participate in time-consuming and expensive legal battles may help 
to shift America’s health care system away from the costly practice of defensive medicine 
and toward the best quality care and adherence to standards of care.   
 
The current litigation system does not do a good job of compensating victims of 
malpractice or of reducing the occurrence of medical malpractice.  In fact, “research 
typically shows Americans rarely take their disputes to court.  Of every one hundred 
Americans injured in an accident, only ten make a liability claim, and only two file a 
lawsuit.”45  Yet, the large number of malpractice claims filed still overwhelms the legal 
system, and only 30 percent of claims filed result in payments to victims of medical 
malpractice.46  Alternatives to civil litigation need to be utilized so that administrative 
costs associated with litigation, which account for 60 percent of malpractice premiums,47 
can be reduced, while simultaneously allowing credible claims to be compensated fairly 
and quickly.  
 
Malpractice reform could address money and time spent on litigation, as well as improve 
patient and provider satisfaction with the resolution of complaints or grievances.  
Additionally, changes made as part of reforming the health care system would affect 
medical malpractice.  For example, damages awarded for care necessary as a result of 
malpractice would be reduced because the cost of care would decrease across the board.  
Also, improvements in preventive care and care coordination would reduce the likelihood 
of risky procedures that are a source of malpractice claims. 
 
The Fair and Reliable Medical Justice Act, introduced in the 109th Congress and again in 
the current Congress, includes ideas for ensuring safe and effective medical care, while 
working to limit malpractice insurance premiums.48  This legislation would provide grants 
to states to create alternatives to current tort litigation in an effort to increase access to 
recovery for patients with low-dollar value claims and improve satisfaction with claims 
resolution for patients and provides.  States would have flexibility in developing 
alternatives to civil litigation, with three specific models outlined in the bill: (1) the early 
disclosure and compensation model, (2) the administrative determination of compensation 
model, and (3) the health court model.  
 
The early disclosure model offers health care providers tort liability immunity after an 
offer, in good faith, to pay compensation to any patient injured or harmed as a result of 
care.  The compensation would have to include any economic loss to the patient, non-
economic damages (as determined by the state) and reasonable attorney fees.  The 
University of Michigan Health System (UMHS) implemented this system in 2002 with 
astounding results.  Three years after the program was established, UMHS had reduced its 
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annual litigation costs by $2 million and reduced the number of lawsuits, as well as the 
time it took to resolve the suits, by more than half.49  That is one of the goals of the early 
disclosure model.  Fostering communication about medical errors and awarding 
appropriate compensation in a non-adversarial setting are the hallmarks of this approach.   
 
By increasing communication about medical errors, and doing so in a non-adversarial 
setting, the collection of medical error data will increase, leading to improved patient 
safety.  Data collection is essential to preventing errors by enabling providers to better 
understand how errors occur.  “Accurate information also provides a baseline measurement 
for further assessment of the effectiveness of the changes made.”50  Unfortunately, under 
the current system, data collection remains limited because of the lack of incentives.  
Alternatives to litigation, such as early disclosure, provide incentives to disclose medical 
errors, while continuing to protect the provider and improve patient safety.  
 
The second approach, the administrative determination of compensation model, calls for 
the establishment of an administrative board to designate classes of avoidable injuries.  
Based on these classes, the board would determine the level of compensation awarded to 
the patient.  An appeals process would also be established to review decisions made by the 
board.   
 
Under the third alternative, a specialized health court would be established.  The court 
would be presided over by judges with expertise in health care with the ability to hire 
outside experts.  The judges’ decisions regarding compensation would be binding but 
subject to an appeals process. 
 
The Fair and Reliable Medical Justice Act serves as a foundation for an important element 
of this health reform plan.  Like the legislation, the Baucus plan would call on states to 
take the opportunity to develop alternatives for resolving conflicts and compensating 
patients who are the victims of medical errors.  In addition to receiving Federal assistance 
to establish an alternative model, states would also receive assistance to collect data about 
medical errors, which would help keep patients better informed and create an opportunity 
for providers to learn from each other.  In fact, the systems developed by the Department 
of Defense and the Veterans Health Administration that successfully track such data could 
serve as models.  Patients and providers should have the chance to cooperate, rather than 
participate in a time-consuming and expensive legal battle.  This plan would help achieve 
that important objective. 
 
D. PRIVATE INSURANCE PLANS IN MEDICARE  
 
Medicare beneficiaries can obtain benefits through the traditional fee-for-service program 
or by enrolling in private insurance plans that are approved to offer Medicare benefits.  
Private insurance plans are paid a monthly amount by the government for each beneficiary 
whom they enroll.  In return, insurers agree to provide coverage for the range of Medicare 
benefits that their enrollees need.  The program allowing private insurers to serve Medicare 
beneficiaries is called Medicare Advantage (MA). 
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The Medicare Payment Advisory Commission (MedPAC) estimates that Medicare Advantage 
(MA) insurers are currently paid 13 percent more than the amount Medicare would pay if the 
same beneficiaries remained in the traditional fee-for-service program.51  Current estimates 
indicate that these excess payments will total $62 billion over the next five years, and $169 
billion over the next ten years.   
 

52MedPAC has called for Medicare Advantage payments to be set equal to traditional Medicare.   
The health insurance industry defends these payments by pointing to extra benefits that low-
income MA enrollees receive relative to traditional Medicare, like eyeglasses, dental coverage, 
and lower copayments.  But delivering these extra benefits through Medicare Advantage is not 
as efficient as delivering them directly through traditional Medicare.  Moreover, MedPAC 
reports that MA plans are less efficient at delivering Medicare Part A and B benefits than the 
traditional fee-for-service program.53  Private insurers’ higher overhead and added 
administrative costs — including profits — mean that fewer benefits are passed along to 
beneficiaries.  CBO and the U.S. Comptroller General estimate the administrative costs of 
private plans serving Medicare beneficiaries are in the range of 11 to 13 percent, compared to 
estimates of 2 to 5 percent for the traditional Medicare program. 54, , ,55 56 57  
 
The majority of Medicare beneficiaries have multiple chronic conditions that could be treated 
more effectively through interdisciplinary care teams, and the insurance industry contends that 
private plans better coordinate care and improve quality oversight in the Medicare program.  
There is no solid evidence that supports this assertion.  Not all Medicare Advantage plans are 
designed to integrate or coordinate care across the spectrum of providers, and not all use 
electronic medical records to better manage care.  Even so, all Medicare Advantage payments 
are based on the same rates — whether or not the plan uses advanced methods of coordinating 
and delivering care.  
 
Congress must act to level the playing field between traditional Medicare and Medicare 
Advantage payments and the Baucus plan would do so.  Enacted in July 2008, MIPPA took 
modest steps to reduce overpayments to private plans beginning in 2010.  There are a number of 
ways to complete this.  One is to set MA payments on par with traditional Medicare in every 
county in the country.  However, Medicare costs can be low in some areas of the country and 
extraordinarily high in others.  Simply setting MA payments equal to traditional Medicare could 
maintain overpayments in some areas and create severe underpayments in other areas relative to 
insurers’ costs.  
 
The Baucus plan would seek to better understand how insurers’ costs differ by region of the 
country in designing new policies to eliminate the remaining excess spending in the Medicare 
Advantage program.  MIPPA has already directed MedPAC to compare Medicare and private 
insurance costs and develop alternative ways of setting MA payments.  MA payments should be 
reformed to achieve neutrality with traditional Medicare at the national level. But the 
benchmarks against which MA plans are paid should have more to do with plans’ own costs.58  
One option is to base MA payments on a blend of local and national Medicare costs, reducing 
MA payments in high-use areas and increasing payments in low-use areas.  
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Alternatively, insurers’ payments could be based on a blend of their own costs per enrollee with 
Medicare’s costs per beneficiary at the local or national level.  Competitive bidding is another 
option that could be considered or tested for MA plans. At a minimum, Congress should repeal 
the “premium support” demonstration included in the MMA of 2003 because it unfairly ties Part 
B premiums to how much insurers’ costs differ from traditional Medicare.  Finally, Congress 
must seek ways to eliminate excess spending that results from differences in the ways MA plans 
and traditional Medicare code diagnoses in patients’ medical records.   
 
In addition to determining and adopting mechanisms to reduce overpayments, Congress 
should consider paying Medicare Advantage plans for delivering coordinated, cost-
effective care to beneficiaries with the highest risk of complications and spending.  One 
option is to pay MA plans more if they meet medical home criteria defined by NCQA and 
specific performance measures. If MA plans do not meet these criteria, their payments 
would be reduced over a defined period of time. As with proposals involving traditional 
fee-for-service Medicare, paying MA plans for such care could increase the quality of care 
provided to beneficiaries in MA plans and could possibly lower Medicare spending by 
reducing complications from chronic illnesses. 
 
Private insurance plans also deliver Medicare’s prescription drug benefit and are paid by 
the government for each beneficiary they enroll.  Insurers in the program contract with 
pharmacies to dispense drugs, and they negotiate with drug manufacturers for discounted 
prices.  Current law allows insurers to use their own formularies to negotiate prices with 
manufacturers and to manage the quality of the drug benefit.  Recent studies suggest that 
the price breaks negotiated by Medicare prescription drug plans are not as high as those 
legislated through the Medicaid drug rebate program.59  This means Medicare pays more 
than Medicaid for the prescriptions of the dual-eligible population, which was switched 
from Medicaid to the Medicare drug benefit in 2006.   
 
Congress should consider extending the Medicaid price discounts to the drugs consumed 
by the dual-eligible population in the Medicare program in order to maintain the previous 
price breaks.  Insurers would continue to negotiate prices on behalf of the other 
beneficiaries who enroll in their plans.  Congress should also be apprised of Medicare’s 
price breaks in the aggregate, relative to Medicaid and other sectors, in order to gauge the 
performance of the prescription drug program.   
 
E. LONG-TERM CARE SERVICES AND SUPPORTS 
 
Long-term care differs from other types of health care in that the goal is not to cure an 
illness, but to provide patients with the highest level of functioning possible and improve 
quality of life.  The need for long-term care affects individuals of all ages: children born 
with disabling conditions, working-age adults with inherited or acquired conditions ― 
many of whom are able to work ― and the elderly with chronic illnesses.  Care for these 
individuals is most often provided by informal caregivers ― family or friends ― who 
provide care with little or no compensation.  More than 50 million informal caregivers 
currently tend to the needs of individuals and family members of all ages.60   
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Today, about 9.4 million adults, five percent of the adult population, receive long-term 
care services in the community or in institutions;61 and about 1.1 million children living in 
the community have long-term care needs.62,63  An estimated 69 percent of people turning 
65 years old will need some form of long-term care assistance before they die.64  
 
The current system for delivering long-term care is expensive, inefficient, and does not 
encourage the delivery of high-quality care.  In 2005, national spending on long-term care 
was estimated to be nearly $207 billon.65  States and the Federal government are the 
largest payers of these services.  Medicaid alone accounts for as much as 49 percent of 
long-term care spending ― most of which was provided in an institutional setting.66   
 
Medicare covers a limited amount of post-acute care in skilled nursing facilities and in the 
home for certain beneficiaries.  And Medicare benefits are not coordinated with Medicaid 
― even though the Federal government bears much of the cost for these programs.  
Likewise, conflicting incentives may increase costs and diminish the quality of care.67  
Divergent characteristics, program goals, eligibility requirements, and covered services for 
Medicare and Medicaid programs often lead to uncoordinated care and a fractured delivery 
system for individuals needing long-term care and assistance.  
 
The cost for nursing home care is extremely expensive, about $70,000 per year on average.  
Without financial assistance from Medicaid or private insurance, most people simply 
cannot afford extended nursing home care.68  Home or community-based care is more 
cost-effective,69 and most patients would prefer care in these settings to institutional 
care.70,71   
 
In recent years, Congress has taken some steps to reform the long-term care system. The 
Deficit Reduction Act of 2005 provided new flexibility for states to offer home and 
community-based long-term care services in Medicaid.72  Despite this progress, the 
program maintains a strong bias toward institutional care due to payment and access rules. 
Congress has considered innovative, alternative approaches to institutional care,73 but 
reform has remained elusive due to a lack of consensus on both policy and financing. 
 
Home and Community Based Services (HCBS) have become a popular way to support 
individuals who want to remain in their own homes and communities.  HCBS options are 
generally provided through Medicaid waivers, but beneficiaries must have a significant 
level of disability to qualify.74  And even those who qualify often have difficulty accessing 
care; by 2005 there was a waiting list of more than 207,000 Medicaid beneficiaries for 
HCBS waiver services.75   
 
The Baucus plan would consider options to further expand access to HCBS in Medicaid.  
These options include providing states with new tools and incentives to make them more 
available to more beneficiaries and exploring options to better coordinate care for dual-
eligible individuals under Medicare and Medicaid.   
 
The plan would also encourage states to explore new options that improve access to long-
term care services and supports to prevent the progression of disability and to help 
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individuals remain in their own homes.  By intervening earlier with targeted assistance, 
states can help prevent or delay costly institutionalizations and provide a more patient-
centered benefit.  In addition, exploring inefficiencies and conflicting incentives within 
Medicare and Medicaid could improve the quality of care and decrease costs.  
 
Providing support for family caregivers should also be an important part of any reform 
plan.  The plan would provide assistance to individuals, families and caregivers in 
navigating the complex and fractured long-term care services and supports system.  With 
this help, individuals in need of care and their families would be better able to make the 
most appropriate care choice.   
 
Family caregivers cannot be expected to fill all the gaps in our current system.  Long-term 
care reform should include options to recruit, train, and retain a robust workforce that can 
ensure high-quality care.  One concept that has been put forward to address these shortages 
is providing educational and training opportunities to adults who are participating in the 
Temporary Assistance for Needy Families (TANF) program, who represent a pool of more 
than 900,000 individuals who could provide an important resource in meeting our nation’s 
workforce needs. 
 
Institutional or residential care is appropriate in some cases; however, it should be a choice 
for individuals and families.  This plan would pilot new models of institutional care, such 
as the Green House model,76 that has shown promise for both improving the quality of life 
and care in these settings.  In addition, this plan incorporates several options to reform the 
delivery system to provide better care coordination and chronic disease management.  
Others may include investment in aging and disability resource centers (ADRCs) and 
programs that limit secondary disabilities by promoting nutrition, exercise and fall 
prevention.  Because almost 25 percent of deaths occur in long-term care settings, ways to 
provide the best quality care at the end of life should be considered.77  
 
In the long run, fundamental reform of the long-term care system will be necessary.  
Achieving ultimate success will require both public and private solutions.  While we 
consider options to improve the care in our public programs, we should also explore 
policies that make quality long-term care insurance products more affordable and 
accessible. 
 
F. TAX INCENTIVES FOR HEALTH COVERAGE 
 
Tax breaks for health insurance premiums and other health expenses are among the largest 
tax expenditures in the Federal budget.  In 2007, the total value in foregone revenue for 
health tax benefits was more than $300 billion.78  Congress should explore ways to 
restructure the current tax incentives to encourage more efficient spending on health and to 
target our tax dollars more effectively and fairly.  
 
Current tax law favors individuals who receive health insurance through their employer.  
The employer’s contribution to health care and premiums is excluded from an individual’s 
income for both income and payroll tax purposes.  In addition, an employee’s share of the 
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premium cost can be excluded if it is made through what is called a cafeteria benefit plan.  
This means workers are not taxed on the value of their health premiums, even though the 
premiums are part of the worker’s total compensation package.  There is no limit on the 
amount of premiums that can be excluded from wages.  The tax exclusion fosters 
employment-based health coverage, because it lowers the cost of buying insurance through 
an employer.   
 
In addition to the employee exclusion, other incentives to purchase health care and health 
coverage are available through the tax code.  An employee’s pre-tax contributions for 
health insurance or medical expenses through a Flexible Spending Account (FSA) are 
excluded from income and therefore not subject to tax.  There are no limits on the amount 
of wages an employee can contribute on a pre-tax basis to an FSA. For individuals who 
qualify to contribute to a Health Savings Account (HSA) by enrolling in a high-deductible 
health plan, up to $2,900 of those contributions for individuals and $5,800 for families are 
deductible in tax year 2008. 
 
Self-employed individuals can deduct the cost of health insurance premiums for 
themselves, their spouse, and their dependents for income tax purposes, but they must pay 
self-employment tax on these amounts.  This is less favorable treatment than employer-
provided health insurance.  And finally, those who purchase health insurance through the 
individual market, and those who have out-of-pocket medical expenses, may deduct their 
spending to the extent that it exceeds 7.5 percent of their adjusted gross income and they 
itemize their deductions. 
 
Most economists argue there are problems with the current set of tax incentives for heath 
care. 79, , ,80 81 82  First, they argue that the incentives are inequitable because the amount of 
tax benefit received differs based on how health coverage is received:  those covered 
through their employers are rewarded with the largest tax breaks, while those who must 
obtain coverage on the individual market receive a much smaller tax break, or none at all. 
Current incentives are also regressive because they are, for the most part, more valuable to 
taxpayers who are subject to higher marginal rates.  As such, they give larger subsidies to 
higher-income workers, instead of to the lower-income Americans who need more help 
buying insurance. 
 
Second, many economists argue that the unlimited employee tax exclusion leads to 
increased health spending.  The unlimited tax benefit for the exclusion encourages workers 
to purchase more expensive coverage to avoid co-payments and deductibles.  This lower 
cost sharing can lead to higher use of services that are considered non-urgent and 
discretionary.  Additionally, employees who have different health insurance options from 
which to choose may spend health care dollars unnecessarily to simply buy the most 
expensive plan they can afford, instead of looking at the amount of coverage that they 
actually need. 
 
Some have proposed eliminating the current tax exclusion for employer-based health 
insurance premiums and converting the benefit to a tax deduction or tax credit.83,84  This 
approach goes too far because it could cause widespread disruption in employer-based 
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health benefits.  Reform should not endanger coverage for the more than half of all 
Americans who now have health insurance through an employer. 
 
More targeted reforms of the exclusion might make the incentive more equitable and 
reduce spending in the health care system.  One option for reform is to cap the amount of 
health care premiums that can be excluded from employee wages for income and payroll 
tax purposes.  This could be done by limiting or capping the tax exclusion based on the 
value of health benefits or, as an alternative, based on a person’s income — or both.  
Employees could be allowed to exclude, for example, up to a specific dollar amount in 
health benefits from their wages each year.  If they purchase health plans with greater 
benefits, the difference between a more generous plan and the cap could be subject to 
Federal and state income taxes.  Alternatively, the exclusion could be available on a sliding 
scale based on income: people with low wages could be allowed to exclude 100 percent of 
the premiums offered through their employers, with the percent allowed phasing down or 
out with income.85

 
Tax incentives can be an effective way of subsidizing the cost of health insurance.  New 
tax incentives for small businesses and low-income individuals were discussed earlier in 
this plan.  Current tax policies for health coverage must promote efficient uses of care and 
distribute subsidies fairly.  We must also balance any tax reforms in this area with the 
desire of Americans to maintain employer-based health coverage. 
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CONCLUSION 
 
The case for health reform is undeniable.  Improving the U.S. health system is one of the 
most important challenges we face as a nation, and the inability to achieve comprehensive 
health reform will undermine any efforts to secure economic recovery.  Health reform is an 
essential part of restoring America’s overall economy and maintaining our competitiveness 
at home and around the world. 
 
Health care reform is also necessary to protect the finances of our working families. Nearly 
46 million Americans lack health coverage and another 25 million are underinsured.  Rising 
health care costs and mounting medical bills have become a pocketbook issue for too many 
families, becoming one of the biggest factors in personal bankruptcy filings. 
 
Each of the key challenges facing our health care system ― lack of access to care, the cost 
of care, and the need for better-quality care ― must be addressed in concert.  Covering 
millions of uninsured through a broken health system will be fiscally unsustainable.  
Attempting to address the inefficiencies plaguing our system and the perverse incentives in 
the delivery system without covering the uninsured will fail to alleviate the burden of 
uncompensated care and cost shifting.  The time for incremental improvements has passed; 
health care reform must be comprehensive in scope.   
 
This Call to Action provides a starting point for the upcoming health care reform debate.  It 
is a vision and not a legislative proposal.  It is comprehensive but not an exhaustive 
exploration of every health care issue that can or should be considered.   
 
As a first step toward consideration of health care reform, Congressional leaders and the 
public must understand that reform will likely require an initial investment.  In the short 
term, health care reform will cost more than can be achieved in savings from all the quality 
improvement initiatives and financing changes.  But these changes will improve the quality 
of the health care that Americans receive and reduce the cost of that health care, ultimately 
putting our system on a more sustainable path.  More importantly, the costs of inaction, 
both in human and financial terms, are greater than any initial outlays.   
 
The next crucial step is a constructive dialog on policy priorities among policymakers, 
stakeholders, health policy thought leaders and the public.  Consensus will be difficult to 
achieve, but common ground from which to build can and must be found.   
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APPENDIX 
LIST OF ABBREVIATIONS 

 
AAMC – American Association of Medical Colleges 

ABIM – American Board of Internal Medicine 

ACE – Acute Care Episode  

ACO – Accountable Care Organizations 

AFDC – Aid to Families with Dependent Children 

AHRQ – Agency for Health Care Research and Quality  

AMA – American Medical Association 

ARDC – Aging and Disability Resource Center 

BBA – Balanced Budget Act of 1997 

CBO – Congressional Budget Office 

CDC – Centers for Disease Control and Prevention 

CHIP – State Children’s Health Insurance Program 

CMS – Centers for Medicare and Medicaid Services 

COPD – Chronic Obstructive Pulmonary Disease 

EHR – Electronic Health Record 

FEHBP – Federal Employees Health Benefit Program 

FMAP – Federal Medical Assistance Percentage 

FPL – Federal Poverty Level 

FQHC – Federally Qualified Health Center 

FSA – Flexible Spending Account 

GAO – Government Accountability Office 

GDP – Gross Domestic Product 

GME – Graduate Medical Education 

HCBS – Home and Community Based Services 

HCFAC – Health Care Fraud and Abuse Control 

HELP – Senate Committee on Health, Education, Labor, and Pensions 

HHS – Department of Health and Human Services 

HIT – Health Information Technology 

HQID – Hospital Quality Incentive Demonstration 

HRSA – Health Resources and Services Administration 
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HSA – Health Savings Account 

IHS – Indian Health Services 

IME – Indirect Medical Education 

IOM – Institute of Medicine 

IRS – Internal Revenue Service 

MA – Medicare Advantage 

MedPAC – Medicare Payment Advisory Commission 

MIPPA – Medicare Improvements for Patients and Providers Act of 2008 

MRI – Magnetic Resonance Imaging 

NCQA – National Committee for Quality Assurance 

NHCS – National Health Care Survey 

NHIS – National Health Interview Survey 

NIH – National Institutes of Health 

NQF – National Quality Forum 

OASIS – Outcome and Assessment Information Set 

OIG – Office of the Inspector General 

OMB – Office of Management and Budget 

PGP – Physician Group Practice 

PhRMA – Pharmaceutical Research and Manufacturers of America 

PHSA – Public Health Service Act 

PQRI – Physician Quality Reporting Initiative 

RHC – Rural Health Center 

RUC – Relative Value Update Committee 

SGR – Sustainable Growth Rate 

SSDI – Social Security Disability Insurance 

SSI – Social Security Income 

TANF – Temporary Assistance for Needy Families 

UMHS – University of Michigan Health System 

VBP – Value Based Purchasing 
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