
Big Sky Dermatology Specialists is a small group practice in Jackson, Wyoming. The city is lo-

cated in the scenic Jackson Hole valley and is amajor gateway to the Grand Teton and Yellowstone

National Parks. In addition, it is home to the world’s largest ball of barbed wire. (It’s amazing

what you learn when studying healthcare finance!)

Jen Latimer, a recent graduate of Idaho State University’s healthcare administration pro-

gram, was just hired to be Big Sky’s practice manager. One of her first tasks was to review the

group’s payer mix. After all, revenues are the first step (of many) needed to ensure the financial

success of any business. (Payer mix is a listing of the individuals and organizations that pay for

a provider’s services, along with each payer’s percentage of revenues.)

To better understand Big Sky’s revenues, Jen focused on two questions. First, who are the

payers? In other words, where does Big Sky’s revenue come from? Second, what methods do the

payers use to determine the payment amount? By gaining an appreciation of the group’s rev-
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enues, Jen believed she could better judge the financial riskiness of the practice. Further-

more, she would then be able to identify the steps that might be taken to increase the prac-

tice’s revenues and reduce the riskiness associated with those revenues.

By the end of the chapter, youwill have a better understanding of healthcare provider

revenue sources and how the specific paymentmethod influences provider behavior. Specif-

ically, you, like Jen, will know more about how these issues affect Big Sky.
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After studying this chapter, you will be able to

� List the key features of insurance.

� Describe the major types of third-party payers.

� Discuss, in general terms, the reimbursement methods used by third-party pay-

ers, and the incentives and risks that they create for providers.

� Explain how coding affects reimbursement.

� Define the specific reimbursement methods used by Medicare.

LEARNING OBJECTIVES
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3.1 INTRODUCTION
In most industries, the consumer of the product or service (1) has a choice among many
suppliers, (2) can distinguish the quality of competing goods or services, (3) makes a (pre-
sumably) rational decision regarding the purchase on the basis of quality and price, and (4)
pays for the full cost of the purchase.

However, the provision of healthcare services typically takes place in unique circum-
stances. First, often there are only a few providers of a particular service. Second, judging the
quality of competing providers is difficult, if not impossible. Third, the decision (or at least
recommendation) on which provider to use typically is not made by the consumer but rather
by a physician or some other clinician. Fourth, the bulk of the payment to the provider is not
normally made by the user (the patient) but by an insurer. Finally, for most individuals, the
purchase of health insurance is paid for (or heavily subsidized) by employers or government
agencies, so patients are insulated from the true cost of healthcare services.

This highly unusual marketplace has a profound effect on the supply of, and de-
mand for, healthcare services. To get a better understanding of the unique payment mech-
anisms involved, we must examine the healthcare reimbursement system.

3.2 BASIC INSURANCE CONCEPTS

Because insurance is the cornerstone of healthcare reimbursement, an appreciation of basic
insurance concepts will help you better understand the marketplace for healthcare services.

A SIMPLE ILLUSTRATION

Assume that no health insurance exists, and that you face only two medical outcomes in
the coming year:

Outcome Probability Cost

Stay healthy 0.99 $ 0

Get sick 0.01 50,000

1.00

What is your expected healthcare cost (in the statistical sense) for the coming year?
To find the answer—$500—multiply the cost of each outcome by its probability of oc-
currence and then sum the products:

Expected cost = (Probability of outcome 1 × Cost of outcome 1)
+ (Probability of outcome 2 × Cost of outcome 2)
= (0.99 × $0) + (0.01 × $50,000)
= $0 + $500 = $500.
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Now, assume that everyone else faces the
same medical outcomes and hence “sees” the
same odds and costs associated with healthcare.
Furthermore, assume that you, and everyone
else, make $60,000 a year. With this salary, you
can easily afford the $500 expected healthcare
cost. The problem is, however, that no one’s ac-
tual cost will be $500. If you stay healthy, your
cost will be zero. But if you get sick, your cost
will be $50,000, and this amount could force
you, and most people who get sick, into personal
bankruptcy, which is a ruinous event. (Don’t for-
get, you have to pay all of your living expenses
out of your $60,000 annual income in addition
to any healthcare costs.)

Now, suppose an insurance policy that
pays all of your healthcare costs for the coming
year is available for $600.Would you take the pol-
icy, even though it costs $100 more than your “ex-
pected” healthcare costs?

Most people would. Because individuals are risk averse, they would be willing to
pay a $100 premium over their expected benefit to eliminate the risk of financial ruin. In
effect, policyholders are passing the costs associated with the risk of getting sick to the in-
surer who, as you will see, is spreading those costs over a large number of subscribers.

Would an insurer be willing to offer the policy for $600? If the insurer could
sell enough policies, it would know its revenues and costs with some precision. For ex-
ample, if the insurer sold 1 million policies, it would collect 1,000,000 × $600 = $600
million in health insurance premiums, pay out roughly 1,000,000 × $500 = $500 mil-
lion in claims, and hence have about $100 million to cover administrative costs, pro-
vide a reserve in case claims are greater than predicted, and make a profit. By writing a
large number of policies, the financial risk inherent in medical costs can be spread over
a large number of people and hence reduce the risk for the insurance company (and for
each individual).

BASIC CHARACTERISTICS OF INSURANCE

The simple example we gave illustrates why individuals would seek health insurance and
why insurance companies would be formed to provide such insurance. Let’s dig a little
deeper into insurance basics.

Insurance typically has four distinct characteristics:
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CRITICAL CONCEPT
Risk Aversion!

Risk aversion is the tendency of individuals andbusinesses to dis-

like financial risk. In otherwords, “risk” is a four-letterword. Risk-

averse individuals andbusinesses aremotivated to use insurance

and other techniques to protect against risk. For example, a fa-

vorite tool to control risk is diversification, which in the context of

revenues means lowering risk by having different sources of in-

come. By not dependingonone source—say,Medicare patients—

a provider can reduce the uncertainty (riskiness) of its revenue

stream. Insurance is another way to limit risk. Individuals buy in-

surance on the houses they own to limit the consequences of

calamitous events, such as fires or hurricanes.
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1. Pooling of losses. The pooling (sharing) of losses is the heart of insurance. Pooling means
that losses are spread over a large group of individuals so that each individual realizes the
average loss of the pool rather than the actual loss incurred. In addition, pooling in-
volves the grouping of a large number of homogeneous exposure units (people or things
having the same risk characteristics) so that the law of large numbers can apply. Thus,
pooling implies (1) the sharing of losses by the entire group, and (2) the prediction of
future losses with some accuracy based on the law of large numbers. (The law of large
numbers implies that predicting losses is easier when many individuals are involved. For
example, if a coin is flipped only once, you do not know whether the results will be a
head or a tail. But if the coin is flipped 1,000 times, the result will be very close to 500
heads and 500 tails. Thus, you cannot predict the results of a single toss with any con-
fidence, but you can predict the aggregate results if you have a large pool of tosses.)

2. Payment only for random losses. A random loss is unforeseen, is unexpected, and occurs as
a result of chance. Insurance is based on the premise that payments are made only for
losses that are random.We discuss the moral hazard problem, in which losses are not ran-
dom, in a later section.

3. Risk transfer. An insurance plan almost always involves risk transfer. The sole exception
to the element of risk transfer is self-insurance, which occurs when an individual or busi-
ness does not buy insurance. (Self-insurance is discussed in a later section.) Risk trans-
fer means that the risk is transferred from the insured to the insurer, which typically is
in a better financial position to pay the loss than the insured because of the premiums
collected. Also, because of the law of large numbers, the insurance company is better able
to predict its losses.

4. Indemnification. Indemnification is the reimbursement of the insured if a loss occurs.
Within the context of health insurance, indemnification occurs when the insurer pays,
in whole or in part, the insured or the provider for the expenses related to an insured ill-
ness or injury.

In summary, we applied these four characteristics to our insurance example: (1) The
losses are pooled over 1 million individuals, (2) the losses on each individual are random
(unpredictable), (3) the risk of loss is passed to the insurance company, and (4) the insur-
ance company pays for any losses.

REAL-WORLD PROBLEMS

Insurance works fine when the four basic characteristics are present. However, if any of
these characteristics is violated, problems arise. Here are the two most common problems.
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Pooling

The spreading of

losses over a large

group of individuals (or

organizations).

Random loss

An unpredictable loss,

such as one that results

from a fire or hurricane.

Risk transfer

The passing of risk

from one individual or

business to another

(usually an insurer).

Indemnification

The agreement to pay

for losses incurred by

another party.
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Adverse Selection

One of the major problems for insurers is adverse
selection. Adverse selection occurs because those
individuals and businesses likely to have losses are
more inclined to purchase insurance than those
less likely to incur losses. For example, an other-
wise healthy individual without insurance who
needs a costly surgical procedure is more apt to get
health insurance if he or she can afford it, whereas
an identical individual without the threat of sur-
gery is less likely to purchase insurance. Similarly,
consider the health insurance purchase likelihood
of a 20-year-old versus that of a 65-year-old. All
else the same, the older individual, with much greater health risk because of age, will prob-
ably buy insurance. (Individuals aged 65 or older consume more than three times as many
healthcare services as younger individuals do.)

If the tendency toward adverse selection goes unchecked, a disproportionate num-
ber of sick people, or those most likely to become sick, will seek health insurance, causing
the insurer to experience higher-than-expected claims. This increase in claims will trigger a
premium increase, which worsens the problem, because healthier members of the plan will
either pursue cheaper rates from another company (if available) or totally forgo insurance.

One way health insurers attempt to control the adverse selection problem is by un-
derwriting provisions. Thus, smokers may be charged a higher premium than nonsmokers.
Another way is by including preexisting condition clauses in contracts. (A preexisting con-
dition is a physical or mental condition of the insured individual that existed before the is-
suance of the policy.) A typical clause states that preexisting conditions are not covered
until the policy has been in force for some period of time—say, one or two years. Preex-
isting conditions present a true problem for the health insurance industry because an im-
portant characteristic of insurance is randomness. If an individual has a preexisting
condition, the insurer no longer bears random risk but rather assumes the role of payer for
the treatment of a known condition.

Because of the tendency of insurers to shy away from large predictable claims, Con-
gress passed the Health Insurance Portability and Accountability Act (HIPAA) in 1996.
Among other things, HIPAA sets national standards, which can be modified within limits
by the states, regarding what provisions can be included in health insurance policies. For
example, under a group health policy—say, one that covers employees of a furniture man-
ufacturer—coverage to individuals cannot be denied or limited, nor can employees be re-
quired to pay more if they suffer from poor health.

Although preexisting condition clauses are not banned, there are limits on what
counts as a preexisting condition and how long it takes for coverage to begin. Also, time

5 7

CRITICAL CONCEPT
Adverse Selection!

Adverse selection, in its simplest form, means that individuals

most likely to need healthcare services are most likely to buy

health insurance. This creates a problem for insurers, because

it drives the costs of healthcare for a defined population to

higher-than-anticipated levels.

Underwriting

The selection and clas-

sification of candidates

for insurance.
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credit for preexisting conditions under one plan can be credited toward a second plan
should the employee change jobs, provided there is no break in coverage.

Finally, health insurance cannot be canceled if the policyholder becomes sick, and
if a policyholder leaves the company, he or she has the right to purchase insurance (for a
limited time) from the insurer that provided the company’s group policy. All in all, the
provisions of HIPAA give individuals protection against arbitrary actions by insurers when
their health status changes for the worse or when they leave the employer.

Moral Hazard

The fact that insurance is based on the premise that payments are made only for ran-
dom (unforeseen) losses creates the problem of moral hazard. The most common illus-
tration of moral hazard is the owner who deliberately sets a failing business on fire to
collect the insurance.

Moral hazard is also present in health insurance, but its form typically is not so dra-
matic—not too many people are willing to voluntarily sustain injury or illness for the pur-
pose of collecting health insurance benefits. However, undoubtedly some people do
purposely use healthcare services that are not medically required. For example, some peo-
ple who live alone might visit a physician or a walk-in clinic for the social value of human
companionship rather than to address a medical necessity.

More importantly, when the full cost or most of the cost of healthcare services is
covered by insurance, individuals are more inclined to agree to a $1,000 MRI (magnetic
resonance imaging) scan or other high-cost procedure even when its need is questionable.

If the same test required total out-of-pocket pay-
ment, an individual would probably think care-
fully before agreeing to such an expensive
procedure, unless it is a true medical necessity.
The fact that somebody else is paying leads to a
greater consumption of healthcare services than
would occur if patients bore the full costs.

An even more insidious aspect of moral
hazard is the impact of insurance on individual be-
havior. Individuals are less likely to take preventive
actions when the costs of not taking those actions
will be borne by insurers. Why worry about get-
ting a flu shot if the monetary costs associated with
the treatment are borne by the insurer, or why stop
smoking if others will pay for the likely adverse
health consequences? The fact that insurance ex-
ists causes individuals to forgo preventive actions
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CRITICAL CONCEPT
Moral Hazard!

Moral hazard is the risk to an insurer that excess healthcare

services are being consumed because individuals do not bear

the full cost of the services provided. For example, a patient

may be quick to agree to an expensive test, even though that

test is not medically necessary, becausemost of the cost is cov-

ered by insurance. Another illustration is the increased will-

ingness of individuals to take health risks, such as forgoing

vaccinations, because they know that the financial cost of get-

ting sick is borne mostly by others.

Gapenski_1:Layout 1 5/1/09 10:22 AM Page 58

Copying and distributing this PDF without written permission is prohibited. 
For permission, please contact Copyright Clearance Center at info@copyright.com or visit www.copyright.com



and embrace unhealthy behaviors, both of which might be approached differently in the ab-
sence of insurance.

Insurers attempt to protect themselves from moral hazard claims by paying less than
the full amount of healthcare costs. Making insured individuals bear some of the cost lessens
their tendency to consume unneeded services or engage in unhealthy behaviors. One way
to do this is to require a deductible. Medical policies usually stipulate a dollar amount that
must be satisfied before benefits are paid.

Although deductibles have some positive effect on the moral hazard problem, their pri-
mary purpose is to eliminate the payment of a small claim, if that is the only healthcare expense
for the year. In such cases, the administrative cost of processing the claimmay be larger than the
claim itself.To illustrate, a policymay state that the first $500 (ormore) ofmedical expenses in-
curred each year will be paid by the individual. Once the deductible is met, the insurer will pay
all eligiblemedical expenses (less any copayments and coinsurance) for the remainder of the year.

The primary weapons that insurers have against the moral hazard problem are co-
pays and coinsurance. Copayment (or copay) is a fixed amount paid by the patient each time
a service is rendered, such as $20 per office visit or $75 for each emergency department visit.
Coinsurance is the sharing of costs between the patient and insurer, typically on a percent-
age basis. For example, the patient bears 20 percent of the costs of a hospital stay.

Copays and coinsurance serve two primary purposes. First, these payments dis-
courage overutilization of healthcare services and hence reduce insurance benefits. Addi-
tionally, by being forced to pay some of the costs, insured individuals will presumably seek
fewer and more cost-effective treatments and embrace a healthier lifestyle. Second, because
insured individuals pay part of the cost, premiums can be reduced. Health insurance pre-
miums (costs) have almost doubled since 2000 and now exceed $12,000 annually for fam-
ily coverage. Employers, on average, pay about 75 percent of the premium costs. Because
of the alarming trend in health premiums, employers are seeking ways to reduce these costs,
and one way is to pass more of the costs on to employees through copays and coinsurance.

Some health insurance policies contain out-of-pocket maximums, whereby the in-
surer pays all covered costs, including coinsurance, after the insured individual pays a cer-
tain amount of costs—say, $2,000. Finally, most insurance policies have policy limits; for
example, $1 million in total lifetime coverage, $1,500 per year for mental health benefits,
or $100 for eyeglasses. These limits are designed to control excessive use of certain services
and protect the insurer against catastrophic losses. Of course, a lifetime coverage limit
means that patients must bear the risk of catastrophic losses.

Before we move on, we should briefly mention a new type of health insurance that
is gaining popularity: high-deductible health plans (HDHPs). An HDHP has a higher an-
nual deductible (more than $2,000 for family coverage) than traditional plans do. But it
allows individuals to set up savings accounts for the sole purpose of paying healthcare costs.
Furthermore, contributions to such accounts are tax deductible (up to a set limit) and can
roll over from year to year. HDHPs are becoming popular with executives and other highly
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paid workers because of the tax shelter benefit, but they have not been as widely accepted
by blue-collar workers because of the high deductible amount.
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1. Briefly explain the concept of health insurance.

2. What is adverse selection, and how do insurers deal with the problem?

3. What is moral hazard, and how do insurers handle it?

SELF-TEST QUESTIONS?

3.3 THIRD-PARTY PAYERS
As mentioned earlier, a large proportion of provider revenues does not come directly from
patients (the users of healthcare services) but from insurers known collectively as third-
party payers. Because a healthcare organization’s revenues are key to its financial viability,
we first discuss the sources of most revenues in the healthcare industry. In the next section,
we examine the types of reimbursement methods employed by these payers.

Health insurance originated in Europe in the early 1800s when mutual benefit so-
cieties were formed to reduce the financial burden associated with illness or injury. Today,
health insurers fall into two broad categories: private insurers and public programs.

PRIVATE INSURERS

In the United States, the concept of public, or
government, health insurance is relatively new,
while private health insurance has been in existence
since the early twentieth century. In this section,
we discuss the major private insurers.

Blue Cross and Blue Shield

Blue Cross and Blue Shield organizations trace
their roots to the Great Depression, when both
hospitals and physicians were concerned about
their patients’ abilities to pay healthcare bills.

Blue Cross originated as a number of sepa-
rate insurance programs offered by individual hos-
pitals. At that time, many patients were unable to

CRITICAL CONCEPT
Third-Party Payers!

Third-party payers are the insurers that reimburse healthcare

organizations and hence are the major source of revenues for

most providers. Third-party payers include private insurers, such

as Blue Cross and Blue Shield, and public (government) insur-

ers, such asMedicare andMedicaid. Third-party payers use sev-

eral methods to pay providers, depending on the specific payer

(for example, Blue Cross versusMedicare) and the type of serv-

ice rendered (for example, inpatient versus outpatient).
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pay their hospital bills, but most people, except the poorest, could afford to pay small
monthly premiums to purchase some type of hospitalization insurance. Thus, the programs
were initially designed to benefit both patients and hospitals.

The programs were all similar in structure: Hospitals agreed to provide a certain number
of services to programmembers who made periodic payments to the hospitals whether services
were used or not. In a short time, these programs were expanded from single-hospital programs
to community-wide, multihospital plans that were called hospital service plans. The American
Hospital Association (AHA) recognized the benefits of such plans to hospitals, so a close rela-
tionship was formed between the AHA and the organizations that offered hospital service plans.

In the early years, several states ruled that the sale of hospital services by prepayment did
not constitute insurance, so the plans were exempt from regulations governing insurance com-
panies. However, the legal status of hospital service plans clearly would be subject to future
scrutiny unless their status was formalized. Thus, the states, one by one, passed legislation that
provided for the founding of not-for-profit hospital service corporations that were exempt both
from taxes and from the capital requirements (reserves) mandated for other insurers. However,
state insurance departments had (and continue to have) oversight overmost aspects of the plans’
operations. The Blue Cross name was officially adopted by most of these plans in 1939.

Blue Shield plans developed in a manner similar to that of the Blue Cross plans, ex-
cept that the providers were physicians instead of hospitals and the professional organiza-
tion was the American Medical Association (AMA) instead of the AHA. Today, 39 Blue
Cross/Blue Shield (the Blues) organizations exist, some of which offer only one of the two
plans, but most offer both plans. The Blues are organized as independent corporations,
but all belong to a single national association that sets the required standards for using the
Blue Cross/Blue Shield name. Collectively, the Blues provide healthcare coverage for more
than 100 million people in all 50 states, the District of Columbia, and Puerto Rico.

Historically, the Blues have been not-for-profit corporations that enjoyed the full
benefits accorded to that status, including freedom from taxes. But in 1986, Congress elim-
inated the Blues’ tax exemption on the grounds that they engaged in commercial-type in-
surance activities. However, the plans were given special deductions, which resulted in taxes
that are generally less than those paid by commercial insurers.

In spite of the 1986 change in tax status, the national association continued to require
all Blues to operate entirely as not-for-profit corporations, although they could establish for-profit
subsidiaries. In 1994, the national association lifted its traditional ban on member plans be-
coming investor-owned companies, and several Blues have since converted to for-profit status.

Commercial Insurers

Commercial health insurance traditionally was issued by life insurance and casualty insur-
ance (home and auto) companies. Today, however, most health insurance is provided by
companies that exclusively write health insurance. Examples of commercial insurers include
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Aetna, Humana, and UnitedHealth Group. Most commercial insurance companies are
stockholder-owned, and all are taxable entities.

Commercial insurers moved strongly into health insurance followingWorldWar II.
At that time, the United Auto Workers (UAW) negotiated the first contract with employ-
ers in which fringe benefits were a major part of the contract. Like the Blues, the majority
of individuals with commercial health insurance are covered under group policies with em-
ployee groups, professional and other associations, and labor unions.

Self-Insurers

An argument can be made that all individuals who do not have some form of health in-
surance are self-insurers, but this is not correct. Self-insurers make a conscious decision to
bear the risks associated with healthcare costs and then set aside (or have available) funds
to pay for costs they may incur in the future. Individuals, except the very wealthy, are not
good candidates for self-insurance because, as discussed earlier, individuals who do not
pool risks face much uncertainty in future healthcare costs.

On the other hand, large organizations, especially employers, are good candidates
for self-insurance. In fact, most large companies, and many midsized companies, are self-
insured. The advantages of self-insurance include the potential to reduce costs (cut out the
middleman) and the opportunity to offer plans tailored to meet the unique characteristics
of the organization’s employees. Organizations that self-insure typically pay an insurance
company to administer the plan. For example, employees of the state of Florida are cov-
ered by health insurance whose costs are paid directly by the state, but the plan is admin-
istered by Blue Cross/Blue Shield of Florida.

PUBLIC INSURERS

Government is a major insurer and a direct provider of healthcare services. For example,
the government provides healthcare services directly to qualifying individuals through the
Department of Veterans Affairs (VA), Department of Defense (DOD), and Public Health
Service (PHS) medical facilities. In addition, the government either provides or mandates
a variety of insurance programs, such asWorker’s Compensation andTRICARE (health in-
surance for military members and families, formerly CHAMPUS). In this section, however,
our focus is on the two major government insurance programs: Medicare and Medicaid,
which fund roughly one-third of all healthcare services provided in the United States.

Medicare

Medicare was established by Congress in 1965 primarily to provide medical benefits to
individuals aged 65 or older. About 50 million people have Medicare coverage, which
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pays for about 17 percent of all U.S. healthcare
services.

Over the decades, Medicare has evolved to
include four major coverages: (1) Part A, which
provides hospital and some skilled nursing home
coverage; (2) Part B, which covers physician serv-
ices, ambulatory surgical services, outpatient serv-
ices, and certain other miscellaneous services; (3)
Part C, which is managed care coverage that can
be selected in lieu of Parts A and B; and (4) Part
D, which covers prescription drugs. In addition,
Medicare covers healthcare costs associated with
selected disabilities and illnesses (such as kidney
failure), regardless of age.

Part A coverage is free to all individuals el-
igible for Social Security benefits. Elderly individ-
uals who are not eligible for Social Security benefits can obtain Part A medical benefits by
paying premiums of $423 per month (for 2008). Part B is optional to all individuals who
have Part A coverage, and it requires a monthly premium for most enrollees of between
$96.40 and $238.40 (for 2008), depending on income. About 97 percent of Part A par-
ticipants purchase Part B coverage. Because of deductibles, copays, coinsurance, and cov-
erage limits, Medicare Parts A and B coverage can still require beneficiaries to bear
significant out-of-pocket costs. Thus, many Medicare participants purchase additional cov-
erage from private insurers to help cover the “gaps” in Medicare coverage. Such coverage is
calledMedigap insurance.

Part C coverage is an alternative to coverage under Parts A and B that is offered by
private insurance companies but paid for by Medicare. These plans, called Medicare Ad-
vantage plans, generally provide Parts A and B coverage along with many of the same ben-
efits that a Medigap policy would include, so additional insurance is not required. (Also,
some plans include prescription drug [Part D] coverage.) However, because the plans are
essentially managed care plans (which we discuss shortly), they typically have more re-
strictions on access than in standard coverage under Parts A and B. Also, some Medicare
Advantage plans charge members a small premium above the amount paid by Medicare.

Part D, which began in 2006, offers prescription drug coverage through plans of-
fered by more than 70 private companies. Each plan may offer somewhat different cover-
age, so the benefits and costs of Part D coverage vary widely, depending on the plan chosen.

The Medicare program falls under the U.S. Department of Health and Human
Services (HHS), which creates the specific rules of the program on the basis of federal leg-
islation. Medicare is administered by an agency in HHS called the Centers for Medicare
and Medicaid Services (CMS).

6 3

CRITICAL CONCEPT
Medicare!

Medicare is a federal health insurance program that primarily

covers elderly individuals (those aged 65 or older). It consists of

four major parts: Part A covers inpatient services, Part B covers

outpatient services, Part C is managed care coverage that re-

places Parts A and B, and Part D covers prescription drugs.

Medicare is administered by the Centers for Medicare andMed-

icaid Services, which falls under the U.S. Department of Health

and Human Services.

Medigap insurance

Insurance taken out by

Medicare beneficiaries

that pays many of the

costs not covered by

Parts A and B. (It fills in

the “gaps.”)

Medicare Advantage

plan

Managed care plan

coverage offered to

Medicare beneficiaries

that replaces Parts A

and B coverage.

Centers forMedicareand

MedicaidServices (CMS)

The federal agency,

within the U.S. Depart-

ment of Health and

Human Services, that

administers the

Medicare and Medicaid

programs.
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CMS has ten regional offices that oversee the Medicare program and ensure that reg-
ulations are followed. Medicare payments to providers are not made directly by CMS but
by contractors at the state or local level called intermediaries for Part A payments and car-
riers for Part B payments.

Medicaid

Medicaid began in 1965 as a modest program jointly funded and operated by the indi-
vidual states and the federal government. The idea was to provide a medical safety net for
low-income mothers and children and for elderly, blind, and disabled individuals.

Congressmandated that state programs, at aminimum, cover hospital and physician care
but encouraged states to provide additional benefits either by increasing the range of benefits

or extending the program to cover more people.
States with large tax bases were quick to expand cov-
erage to many groups, while states with limited rev-
enues were forced to establish more restrictive
programs. In addition to state expansions, a manda-
tory nursing home benefit was added in 1972. As a
consequence, Medicaid is now the largest payer of
long-term-care benefits and the largest single budget
item in many states. In total, Medicaid covers
roughly 15 million individuals and pays for about
16 percent of healthcare services in theUnited States.

Over the years, Medicare and Medicaid
have provided access to healthcare services for
many low-income individuals who otherwise
would have no health insurance coverage. Fur-
thermore, these programs have become an impor-
tant source of revenue for healthcare providers,

especially for nursing homes and other providers that treat large numbers of low-income
patients. However, both Medicare and Medicaid expenditures have been growing at an
alarming rate, which has forced both federal and state policymakers to search for more
cost-effective ways to provide healthcare services.

6 4 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

CRITICAL CONCEPT
Medicaid!

Medicaid is a joint federal–state health insurance program that

primarily covers low-income individuals and families. The federal

government funds about half of the costs of the program, while

the states fund the remainder. Although general guidelines are

established by CMS, the program is administered by the individ-

ual states. Thus, each state, as long as it follows basic federal

guidelines, can set its own rules regarding eligibility, benefits, and

provider payments.

1. What are the different types of private insurers?

2. Briefly, what are the origins and purpose of Medicare?

3. What is Medicaid, and how is it administered?

SELF-TEST QUESTIONS?
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3.4 MANAGED CARE ORGANIZATIONS

Managed care organizations (MCOs) strive to combine the provision of healthcare serv-
ices and the insurance function into a single entity. Typically, MCOs are created by insur-
ers who either directly own a provider network or create one through contractual
arrangements with independent providers. Occasionally, however, MCOs are created by in-
tegrated delivery systems that establish their own insurance companies.

There are several types of MCOs. Historically, the most common type was the
health maintenance organization (HMO).HMOs are based on the premise that the tra-
ditional insurer–provider relationship creates perverse incentives that reward providers for
treating patients’ illnesses but offers little incentive for providing prevention and reha-
bilitation services. By combining the financing and delivery of healthcare services into a
single system, HMOs theoretically have as strong an incentive to prevent as to treat ill-
nesses. However, because of their different types of organizational structures, ownership,
and financial incentives, HMOs can vary widely in cost and quality.

HMOs use a variety of methods to control costs. These include limiting patients to
particular providers, called the provider panel, and using gatekeeper physicians who must au-
thorize all specialized and referral services. In general, services are not covered if benefici-
aries bypass their gatekeeper physician or use providers that are not part of the HMO panel.

The federal Health Maintenance Act of 1973 encouraged the development of
HMOs by providing federal funds for HMO-operating grants and loans. In addition, the
act required larger employers that offer healthcare benefits to their employees to include an
HMO as one alternative, if one was available, in addition to traditional insurance plans.

Although the number and sizes of HMOs
grew rapidly during the 1980s and 1990s, since
then they have lost some of their luster because
healthcare consumers have been unwilling to ac-
cept access limitations, even though such limita-
tions might reduce costs. To address consumer
concerns and falling enrollments, another type of
MCO—the preferred provider organization
(PPO)—was developed. These organizations,
which are not as “tightly” managed as HMOs,
combine some of the cost-savings strategies of
HMOs with features of traditional health insur-
ance plans.

PPOs do not mandate that beneficiaries use
specific providers, although financial incentives are
created that encourage members to use providers
that are part of the panel, which typically has dis-
counted price contracts with the PPO. Furthermore,

6 5

Provider panel

The group of

providers—say,

doctors and hospitals—

that is an integral part

of a managed care

plan. Services provided

outside of the panel

may be only partially

covered by the plan or

not covered at all.

Gatekeeper

A primary care physi-

cian who controls

specialist and ancillary

service referrals. Some

managed care plans

will only pay for those

services approved by

the gatekeeper.

CRITICAL CONCEPT
Managed Care Organizations: HMOs and PPOs!

Managed care organizations (MCOs) combine insurer and

provider functions into a single administrative organization. The

idea here is not only to pay for care but also to manage the care

provided. MCOs come in different types, and their primary dif-

ference is in how “tightly” the care is managed. Health mainte-

nance organizations (HMOs) tend to exercise most control over

the types and amount of care provided, while preferred provider

organizations (PPOs) tend to be less controlling. In all managed

care plans, the goal is to provide only services that are med-

ically required in the lowest cost setting.
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PPOs do not require plan members to use preselected gatekeeper physicians. Finally, PPOs
are less likely than HMOs to provide preventive services, and they do not assume any re-
sponsibility for quality assurance because enrollees are not constrained to use only the PPO
panel of providers.

In an effort to achieve the potential cost savings of MCOs, health insurers are now
applying managed care strategies, such as preadmission certification, utilization review,
and second surgical opinions, to their conventional plans. Thus, the term managed care
now describes a continuum of plans, which can vary significantly in their approaches to
providing combined insurance and healthcare services. The common feature in MCOs is
that the insurer has a mechanism to control, or at least influence, patients’ utilization of
healthcare services. Today, most employer-sponsored health coverage is provided by some
type of MCO.

6 6 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

1. What is meant by the term “managed care organization (MCO)”?

2. What are two different types of MCOs?

SELF-TEST QUESTIONS?

3.5 ALTERNATIVE REIMBURSEMENT METHODS

Regardless of the payer for a particular healthcare service, only a limited number of pay-
ment methods are used to reimburse providers. Payment methods fall into two broad clas-
sifications: fee-for-service and capitation. In this section, we discuss the most used
reimbursement methods.

FEE-FOR-SERVICE

In fee-for-service payment methods, of which many variations exist, the more services pro-
vided, the higher the reimbursement. The three primary fee-for-servicemethods of reim-
bursement are cost based, charge based, and prospective payment.

Cost-Based

Under cost-based reimbursement, the payer agrees to reimburse the provider for the costs
incurred in providing services to the insured population. Cost-based reimbursement is ret-
rospective in the sense that reimbursement is based on what has happened in the past. Cost-
based reimbursement is limited to allowable costs, usually defined as costs directly related
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to the provision of healthcare services. For all
practical purposes, cost-based reimbursement
guarantees that a provider’s costs will be covered
by revenues.

Charge-Based

When payers pay billed charges, they pay accord-
ing to a rate schedule, called a chargemaster, es-
tablished by the provider. To a certain extent, this
reimbursement system places payers at the mercy
of providers, especially in markets where compe-
tition is limited. In the very early days of health
insurance, all payers reimbursed providers on the
basis of charges. Now, the trend is toward other,
less-generous reimbursement methods, and the
only payers that are expected to pay the full
amount of charges are self-pay (private-pay) pa-
tients. Even then, low-income uninsured patients
often are given discounts from charges.

Most insurers that still base reimbursement on charges now pay negotiated, or dis-
counted, charges. Insurers with managed care plans, as well as conventional insurers, often
have bargaining power because of the large number of patients they bring to a provider, so
they can negotiate discounts that generally range from 20 percent to 50 percent (or more)
of charges. The effect of these discounts is to create a system similar to hotel or airline pric-
ing, where few people pay the listed rates (rack rates or full fares). Many people argue that
chargemaster prices have become meaningless, and hence the entire concept should be
abandoned. But old habits die hard, and chargemaster prices still play a role in some re-
imbursement methods, so we expect that they will be around for some time.

Prospective Payment

In a prospective payment system, the rates paid by payers are determined by the payer before
the services are provided. Furthermore, payments are not directly related to either costs or
charges. Here are the common units of payment used in prospective payment systems:

� Per procedure. Under per procedure reimbursement, a separate payment is made for
each procedure performed on a patient. Because of the high administrative costs as-
sociated with this method when applied to complex diagnoses, per procedure reim-
bursement is primarily used in outpatient settings.

6 7

CRITICAL CONCEPT
Fee-for-Service Reimbursement!

Under fee-for-service reimbursement, healthcare organizations

are paid on the basis of the amount of services provided. A “ser-

vice” can be defined several ways. For example, a physicianmay

be paid for each procedure performed, such as an office visit or

the reading of CT scan. A hospital may be reimbursed for costs

incurred, for each admission, or perhaps for each patient day. A

clinical laboratory may be paid for each test performed. Re-

gardless of the specific definition of a service, in fee-for-

service reimbursement the greater the amount of services

provided, the greater the revenues. Thus, the risk of utilization

uncertainty is borne by the insurer rather than by the provider.

Chargemaster

A provider’s official list

of charges (prices) for

supplies and services

rendered.

Prospective payment

A reimbursement sys-

tem meant to cover

expected costs as

opposed to historical

(retrospective) costs.
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� Per diagnosis. In the per diagnosis reimbursement method, the provider is paid a rate
that depends on the patient’s diagnosis. Diagnoses that require higher resource uti-
lization, and hence are more costly to treat, have higher reimbursement rates.
Medicare pioneered this basis of payment in its diagnosis-related group system,
which it first used for hospital inpatient reimbursement in 1983. (See the Industry
Practice box for examples of per procedure and per diagnosis reimbursement.)

� Per day (per diem). Some insurers reimburse institutional providers, such as hospitals
and nursing homes, on a per day (per diem) basis. Here, the provider is paid a fixed
amount for each day that service is provided. Often, per diem rates are stratified,
which means that different rates are applied to different services. For example, a
hospital may be paid one rate for a medical/surgical day, a higher rate for a critical
care unit day, and yet a different rate for an obstetric day. Stratified per diems recog-
nize that providers incur widely varied daily costs for providing different types of
inpatient care.

� Global reimbursement. Under global reimbursement, payers pay a single prospective
payment that covers all services delivered in a single episode, whether the services are
rendered by a single or by multiple providers. For example, a global fee may be set
for all obstetric services associated with a pregnancy provided by a single physician,
including all prenatal and postnatal visits, as well as the delivery. For another exam-
ple, a global price may be paid for all physician and hospital services associated with

a cardiac bypass operation.

CAPITATION

As compared to fee-for-service, capitation is an
entirely different approach to reimbursement.
Under capitated reimbursement, the provider is
paid a fixed amount per covered life per period
(usually a month), regardless of the amount of
services provided. For example, a primary care
physician might be paid $15 per member per
month for handling 100 members of a managed
care plan.

Capitation payment, which is used
mostly by managed care organizations to reim-
burse primary care physicians, dramatically
changes the financial environment of healthcare
providers. Its implications are addressed in the

6 8 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

CRITICAL CONCEPT
Capitation!

With capitation, providers are paid a set amount on the basis of

the number of members (patients) assigned to that provider.

Thus, the reimbursement amount is fixed on the basis of the

population served, regardless of the amount of services pro-

vided to that population. In effect, the provider, rather than the

insurer, now faces utilization risk, because higher per member

utilization means higher provider costs with no additional rev-

enues. Critics of capitation contend that it creates the incentive

to withhold needed services, while proponents argue that it

discourages unneeded services and hence reduces costs.
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next section and as needed in the remainder of this book. (For additional information
about capitation, see Chapter 17, which is available online at ache.org/books/Finance-
Fundamentals.)

PAY FOR PERFORMANCE

Before closing our discussion of reimbursement, we should note that many insurers are
now creating reimbursement systems that explicitly reward providers for doing certain
things. These reimbursement systems, which are really modified fee-for-service or capita-
tion systems, are called pay-for-performance (P4P) systems.

In most P4P reimbursement, insurers pay providers an “extra” amount if certain
standards, usually related to quality of care, are met. For example, a primary care practice
may receive additional reimbursement if it meets goals, such as 85 percent of female pa-
tients older than 50 receiving mammograms or 90 percent of diabetic patients being on
medication and having quarterly blood tests. A hospital may also receive additional reim-
bursement if it falls in the lower 10 percent of hospitals experiencing medical errors and
hospital-acquired infections.

The idea here is to create incentives for better quality care, which may cost in-
surers in the short run but will lead to lower medical costs in the long run. In some pay-
for-performance plans, insurers make providers bear the cost of the plan by reducing
payments to poor performers and using the savings to make enhanced payments to
good performers.

6 9

Pay for performance

A reimbursement sys-

tem that rewards

providers for meeting

specific goals—for

example, patient

satisfaction.

1. What is the major difference between fee-for-service reimbursement and

capitation?

2. Briefly explain the following fee-for-service payment methods:

• Cost-based

• Charge-based and discounted charges

• Per procedure

• Per diagnosis

• Per diem

• Global

3. What is pay-for-performance reimbursement?

SELF-TEST QUESTIONS?
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7 0 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

INDUSTRY PRACTICE How Medicare Pays Providers

Medicare uses different reimbursement methods to pay for hospital services and

physician services. In this section, we briefly describe the two methods. Under-

standing the basics of Medicare reimbursement is critical because many other

third-party payers have adopted these or similar systems.

Hospitals

From its inception in 1965 until 1983, Medicare hospital payments for inpatients

were based on a retrospective system that reimbursed hospitals for all reasonable

costs. However, in an attempt to curb Medicare spending, Congress established a

new reimbursement system for hospitals in 1983 called the inpatient prospective

payment system (inpatient PPS or IPPS). Under the IPPS, a single payment for

each inpatient stay covers the cost of routine inpatient care, special care, and an-

cillary services. The amount of the prospective payment is based on the patient’s

diagnosis-related group (DRG) assigned at discharge.

The starting point in determining the amount of reimbursement is the DRG

itself. Potential patient diagnoses have been divided into 334 base DRGs (base

diagnoses). Then, these base diagnoses are split into subgroups on the basis of

complications or comorbidities. (A comorbidity is the presence of one or more dis-

eases or disorders in addition to the primary diagnosis.) In all, there are 745 total

MS-DRGs, where MS stands for Medicare Severity.

To illustrate, consider the MS-DRGs for heart failure. DRG 293 is the base

DRG (no complications or comorbidities [CC]), while DRG 292 is with CC and DRG

291 is with major CC. Each MS-DRG is assigned a relative weight that represents

the average resources consumed in treating that particular diagnosis relative to re-

sources consumed in treating an average diagnosis, and the greater the weight,

the greater the reimbursement amount. The weights and sample payment

amounts for the three heart failure DRGs are as follows:

MS-DRG Weight Payment

293 0.8765 $4,351

292 1.0134 5,030

291 1.2585 6,247

*
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7 1

INDUSTRY PRACTICE How Medicare Pays Providers

As can be seen from the data, the DRG with no CC (293) has a lower weight

than theonewithCC (292),whichhasa lowerweight than theonewithmajor CC (291).

In fact, the amount of hospital resources consumed to treat a patient with DRG 293

(basic heart failure) is less than that required to treat anaverage inpatient because the

weight is less than 1.0. An inpatient diagnosedwith heart failurewith CC (DRG292) is

about average in resource consumption, while a heart failure patient with major CC

(DRG 291) uses roughly 25 percent more resources than the average inpatient.

The translation from DRG weight to payment amount (the actual reim-

bursement) depends on several factors, such as hospital location and teaching

status, and hence is somewhat complex. In essence, the DRG weight is multi-

plied by an adjusted base rate (dollar amount) that incorporates several fac-

tors unique to the hospital and its geographic location. In the table above, we

show representative payment amounts calculated using an adjusted base rate

of $4,964. For example, the reimbursement for a typical hospital for DRG 292

would be 1.0134 x $4,964 = $5,030. The bottom line is that the greater the

amount of resources needed to treat the diagnosis, the greater the DRG weight

and reimbursement amount.

Note that the single DRG payment reimburses the hospital for all inpatient

costs. To provide some cushion for the high costs associatedwith severely ill patients

within each diagnosis, Medicare includes a provision for outlier payments. Outliers

are classified into two categories: (1) lengthof stay (LOS) outliers and (2) cost outliers.

Medicare will make additional payments when a patient’s LOS or cost exceeds es-

tablished cutoff points. Such payments are designed to compensate hospitals for

treating patients that consume resources that fall outside of normal bounds.

Also, note that hospital outpatient visits are reimbursed on a prospective

payment system that is similar in concept, but different in structure, to the inpatient

MS-DRG system. The outpatient prospective payment system (OPPS) categorizes

outpatient visits into groups called Ambulatory Payment Classifications (APCs),

which are similar clinically and in the amount of resources consumed. LikeMS-DRGs,

each APC has a weight that is multiplied by a hospital-specific payment rate to ob-

tain the reimbursement amount.

*

(Continued)
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7 2 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

INDUSTRY PRACTICE How Medicare Pays Providers

Physicians

Through 1991, Medicare reimbursement for physicians was based on the concept

of reasonable charges. In essence, Medicare defined a reasonable charge as the

lowest of (1) the actual charge for the service performed, (2) the physician’s cus-

tomary charge, or (3) the prevailing charge for that service in the community.

However, Medicare changed its physician payment system in 1992 to a re-

source-based relative value scale (RBRVS) system. Under RBRVS, reimbursement

is based on three resource components: (1) physician work, (2) practice (overhead)

expense, and (3) malpractice insurance expense. Each of roughly 8,000 procedure

codes have relative value units (RVUs) assigned for the three resource compo-

nents, which, after adjustment for geographic cost differentials, are summed to

get the total number of RVUs per procedure performed. The total RVUs are then

multiplied by a conversion factor that equals the dollar value of one unit to get

the dollar reimbursement amount.

For example, consider code 99213, which is one category of office visit. The

physician work RVU is 0.92, the practice expense RVU is 0.72, and themalpractice

insurance RVU is 0.03. For a physician practicing in Marco Island, Florida, the ad-

justed RVU values are 0.92, 0.67, and 0.04, respectively. (The overhead costs as-

sociated with a practice inMarco Island are slightly less than the national average,

but malpractice insurance is slightly more.) The 2008 Medicare conversion factor

is $38.09, so the Medicare reimbursement amount would be (0.92 + 0.67 + 0.04)

x $38.09 = 1.63 x $38.09 = $62.09.

LikeMedicare’sMS-DRG system for inpatients, themore complicated the pa-

tient treatment, the greater the reimbursement amount. However, because the codes

used for physician reimbursement are specific to the services rendered, no provi-

sions for outlier payments are given to physicians. Later in this chapter, we explain

medical coding, which is the starting point for most reimbursement methods.

*

3.6 THE IMPACT OF REIMBURSEMENT ON FINANCIAL INCENTIVES
AND RISKS

Different methods of reimbursement create different incentives and risks for providers. In
this section, we briefly discuss these issues.
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PROVIDER INCENTIVES

Providers, like individuals or other businesses, react to the incentives created by the finan-
cial environment. For example, individuals can deduct mortgage interest from income for
tax purposes, but they cannot deduct interest payments on personal loans. Loan compa-
nies have responded by offering home equity loans that are a type of second mortgage.
The intent is not that such loans would be used to finance home ownership, as the tax
laws assumed, but that the funds would be used for other purposes, including paying for
vacations and purchasing cars or appliances. In this situation, tax laws created incentives
for consumers to have mortgage debt rather than personal debt, and the mortgage loan in-
dustry responded accordingly.

In the same vein, alternative reimbursement methods have an impact on provider
behavior. Under cost-based reimbursement, providers are issued a “blank check” to acquire
facilities and equipment and incur operating costs. If payers reimburse providers for all
service-related costs, the incentive is to incur such costs. Facilities will be lavish and con-
veniently located, and staff will be available to ensure that patients are given red-carpet
treatment. Furthermore, services that are not required will be provided because more serv-
ices lead to higher costs, which lead to higher revenues.

Under charge-based reimbursement, providers have the incentive to set high prices
and offer more services. However, in competitive markets, there will be a constraint on
prices. Still, to the extent that insurers, rather than patients, are footing the bill, consider-
able leeway exists. Also, because reimbursement based on charges is a fee-for-service type
of reimbursement, a strong incentive exists to provide the highest possible amount of serv-
ices. In essence, providers can increase utilization, and hence revenues, by creating more vis-
its, ordering more tests, extending inpatient stays, and so on. Although charge-based
reimbursement does encourage providers to contain costs, the incentive is weak because
charges can be more easily increased than costs can be decreased. In recent years, the abil-
ity of providers to increase revenues by raising charges has been greatly offset by insurers
through negotiated discounts, which place additional pressure on profitability and hence
sweeten the incentive for providers to reduce costs.

Under prospective payment reimbursement, provider incentives are altered. First,
under per procedure reimbursement, the profitability of individual procedures will vary
depending on the relationship between the actual costs incurred and the payment for that
procedure. In other words, because of inconsistencies in reimbursement, some procedures
are more profitable than others. Providers, typically physicians, have the incentive to per-
form procedures that have the highest profit potential. Furthermore, the more procedures
performed the better because each procedure typically generates additional profit.

The incentives under per diagnosis reimbursement are similar. Providers, usually
hospitals, will seek patients with diagnoses that have the greatest profit potential and dis-
courage (or even discontinue) services that have the least potential. (Why, in recent years,
have so many hospitals created cardiac care centers?)
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In all prospective payment methods, providers have the incentive to reduce costs be-
cause the amount of reimbursement is fixed and independent of the costs actually incurred.
For example, when hospitals are paid under per diagnosis reimbursement, they have the in-
centive to reduce length of stay and hence costs. Note, however, when per diem reim-
bursement is used, hospitals have an incentive to increase length of stay. Because the early
days of a hospitalization typically are more costly than the later days, the later days are
more profitable. However, as mentioned previously, hospitals have the incentive to reduce
costs during each day of a patient stay.

Under global reimbursement, providers do not have the opportunity to be reim-
bursed for a series of separate services. For example, a physician’s treatment of a fracture
could be bundled, and hence billed as one episode, or it could be unbundled with separate
bills submitted for making the diagnosis, taking the x-rays, setting the fracture, removing
the cast, and so on. The rationale for unbundling is usually to provide more detailed records
of treatments rendered, but often the result is higher total charges for the parts than would
be charged for the entire package under global payment.

Also, global reimbursement, when applied to multiple providers for a single episode
of care, forces involved providers (physicians and hospitals) to jointly offer the most cost-
effective treatment. Such a joint view of cost containment may be more effective than
each provider separately attempting to minimize its treatment costs because the actions
of one provider to lower costs could increase the costs of the other provider.

Finally, capitation reimbursement totally changes the playing field by completely re-
versing the actions that providers must take to ensure financial success. Under all fee-for-
service methods, the key to provider success is to work harder, increase the amount of
services provided (utilization) and hence maximize profits. Under capitation, the key to
profitability is to work smarter and decrease utilization.

As with prospective payment, capitated providers have the incentive to lower the cost of
the services provided, but now they also have the incentive to reduce the amount of services pro-
vided.Thus, only those procedures that are trulymedically necessary should be performed, and
treatment should take place in the lowest cost setting that can provide the appropriate quality
of care. Furthermore, providers have the incentive to promote health, rather than just treat ill-
ness and injury, because a healthier population consumes fewer healthcare services.

PROVIDER RISKS

One key issue providers contend with is the impact of various reimbursement methods on
financial risk. We can think of financial risk in terms of the effect that the reimbursement
methods have on profit uncertainty—the greater the uncertainty in profitability (and hence
the greater the chance of losing money), the higher the risk.

Cost- and charge-based reimbursements are the least risky for providers because
payers more or less ensure that provider costs are covered, and hence profits will be earned.
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gle amount for several
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amounts are paid for

each procedure.
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In cost-based systems, costs are automatically covered. In charge-based systems, providers
typically can set charges high enough to ensure that costs are covered, although discounts
introduce some uncertainty into the reimbursement process.

In all reimbursement methods, except cost-based, providers bear the cost-of-
service risk in the sense that costs can exceed revenues. However, a primary difference
among the reimbursement types is the ability of the provider to influence the revenue–
cost relationship. If providers set charge rates for each type of service provided, they can
most easily ensure that revenues exceed costs. Furthermore, if providers have the power to
set rates above those that would exist in a truly competitive market, charge-based reim-
bursement could result in higher profits than cost-based reimbursement can realize.

Prospective payment creates additional risk for providers. In essence, payers are
setting reimbursement rates on the basis of what they believe to be sufficient. If the pay-
ments are set too low, providers cannot make money on their services without sacrificing
quality. Today, many hospitals and physicians believe that Medicare and Medicaid reim-
bursement rates are too low. Thus, the only way to survive is to recoup these losses from
privately insured patients or stop treating government-insured patients, which for many
providers would take away more than half of their revenues. Whether or not government
reimbursement is too low is open to debate. Still,
prospective payment can place significant risk on
providers.

Under capitation, providers assume uti-
lization risk along with the risks assumed under
the other reimbursement methods. The assump-
tion of utilization risk has traditionally been an
insurance, rather than a provider, function. In the
traditional fee-for-service system, the financial risk
of providing healthcare services is shared between
providers and insurers: If costs are too high,
providers suffer; if too many services are con-
sumed, insurers suffer. Capitation, however, places
both cost and utilization risk on providers.

When provider risk under different reim-
bursement methods is discussed in this descriptive
fashion, an easy conclusion to make is that capita-
tion is by far the riskiest to providers, while cost-
and charge-based reimbursement are by far the
least risky. Although this conclusion is not a bad
starting point for analysis, financial risk is a com-
plex subject, and we have just scratched its surface.
For now, keep in mind that different payers use
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CRITICAL CONCEPT
Utilization Risk!

Utilization risk is the risk that patients, oftenmembers of aman-

aged care plan, will use more healthcare services than initially

assumed. For example, each employee of General Electric may

be expected tomake three visits per year to a primary care physi-

cian. However, the utilization risk is that each employee will ac-

tually make four visits. If the primary care physicians who treat

the employees are paid on a fee-for-service basis, utilization risk

is borne by the insurer (General Electric, because it is self-in-

sured). The physicians will be paid for the actual number of vis-

its and, if more than expected, the insurer must bear the added

costs. However, if the physicians are capitated, they will be paid

a fixed amount per employee based on the assumption of three

visits.When employeesmake four visits, the primary care physi-

cians bear the extra cost and hence the utilization risk.
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differing reimbursement methods. Thus, providers can face conflicting incentives and dif-
fering risk, depending on the predominant method of reimbursement.

In closing, note that all prospective payment methods create financial risk for
providers. This assumption of risk does not mean that providers should avoid such reim-
bursement methods; indeed, refusing to accept contracts with prospective payment provi-
sions would be organizational suicide for most providers. However, providers must understand
the risks involved in prospective payment arrangements, especially the effect on profitability,
and make every effort to negotiate a level of payment that is consistent with the risk incurred.

7 6 F u n d a m e n t a l s o f H e a l t h c a r e F i n a n c e

ICD codes

International Classifi-

cation of Diseases

(ICD) codes are used

by hospitals and other

organizations to spec-

ify patient diagnoses.

1. What provider incentives are created under (a) cost-based reimbursement,

(b) prospective payment, and (c) capitation?

2. Which of the three payment methods listed in Question 1 carries the least

risk for providers? The most risk? Explain your answer.

SELF-TEST QUESTIONS?

3.7 CODING: THE FOUNDATION OF FEE-FOR-SERVICE REIMBURSEMENT

In practice, the basis for most fee-for-service reimbursement is the patient’s diagnosis (in
the case of hospitals) or the procedures performed on the patient (in the case of physi-
cians). Clinicians indicate diagnoses and procedures by codes, so a brief background on
clinical coding will help your understanding of reimbursement. (See the Industry Practice
box for a description of Medicare reimbursement methods for hospitals and physicians.)

DIAGNOSIS CODES

The International Classification of Diseases (most commonly known by the abbreviation
ICD) has become the standard for designating diseases and a wide variety of signs, symptoms,
and external causes of injury. Published by theWorldHealth Organization, ICD codes are used
internationally to record many types of health events, including hospital inpatient stays and
death certificates. (The first use of ICD codes, in 1893, was to report death statistics.)

The codes are periodically revised, with the most recent version being ICD-10.
However, U.S. hospitals are still using a modified version of the 9th revision, called ICD-
9-CM, where CM stands for Clinical Modification. (It is expected that conversion to ICD-
10 codes will occur in 2013.) The ICD-9 codes consist of 3, 4, or 5 digits, with the first 3
digits being the disease category and the 4th and 5th digits providing additional informa-
tion. For example, code 410 describes an acute myocardial infarction (heart attack), while
code 410.1 is an attack involving the anterior wall of the heart.
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In practice, the application of ICD codes to diagnoses is complicated and techni-
cal. Hospital coders have to understand both the coding system and the medical termi-
nology and abbreviations used by clinicians. Because of its complexity, and the fact that
proper coding can mean higher reimbursement from third-party payers, ICD coders require
a great deal of training and experience to be most effective.

PROCEDURE CODES

While ICD codes are used to specify diseases, Current Procedural Terminology (CPT)
codes are used to specify medical procedures (treatments). CPT codes were developed and
are copyrighted by the American Medical Association. The purpose of CPT is to create a
uniform language (set of descriptive terms and codes) that accurately describes medical, sur-
gical, and diagnostic procedures. CPT terminology and codes are revised periodically to re-
flect current trends in clinical treatments. The Health Insurance Portability and
Accountability Act (HIPAA) of 1996, in an attempt to increase standardization and the use
of electronic medical records, requires that CPT be used for the coding and transfer of
healthcare information by physicians and other clinical providers, including laboratory and
diagnostic services. (HIPAA also requires that ICD-9-CM codes be used for hospital in-
patient services.)

To illustrate CPT codes, there are ten codes for physician office visits. Five of the
codes apply to new patients, and the other five apply to established patients (repeat visits).
The differences among the five codes in each category are based on the level of complex-
ity of the visit as indicated by three components: (1) extent of patient history review, (2)
extent of examination, and (3) difficulty of medical decision making. For repeat patients,
the least complex (typically shortest) office visit has the code 99211, while the most com-
plex (typically longest) has the code 99215.

Although not as complex as the ICD codes, CPT codes still require coders to have
a high level of training and experience to do the job correctly. As in ICD coding, correct
CPT coding ensures correct reimbursement. Coding is so important that many businesses
offer services, such as books, software, education, and consulting, to hospitals and medical
practices to improve coding efficiency.
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CPT codes

Current procedural ter-

minology (CPT) codes

are used by clinicians

to specify procedures

performed on patients.

1. Briefly describe the coding system used at hospitals (ICD codes) andmed-

ical practices (CPT codes).

2. What is the link between coding and reimbursement?

SELF-TEST QUESTIONS?
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Just hired to be Big Sky’s practice manager and now learning the workings of the practice,

Jen decided to first focus on the practice’s revenues. Specifically, she wanted to answer two

questions to better identify what stepsmight be taken to increase revenues and reduce the

riskiness associated with those revenues: (1) where does Big Sky’s revenue come from? (2)

what methods do the payers use to determine the payment amount?

After reviewing Big Sky’s revenue records, Jen found the following payer mix:

Commercial:

Fee-for-service 37%

Managed care 15

Total 52%

Government:

Medicare 29%

Medicaid 8

Total 37%

Miscellaneous:

Self-pay 6%

Other 5

Total 11%

Total 100%

The largest category of payer for the practice is commercial insurance, with a total of

52 percent of revenues. (Note that commercial revenues include Blue Shield.) Of the com-

mercial patients, 37 percent are enrolled in fee-for-service plans, while 15 percent are en-

rolled inmanaged care plans. Next largest is government programs (Medicare andMedicaid)

with 37 percent, followed by self-pay with 6 percent and other sources at 5 percent. (Other

sources consist ofWorkers’ Compensation and other government programs, a small amount

of charity care, and about 2 percent bad debt losses. Bad debt losses arisewhen patients who

have the ability to pay fail to do so.) Although not shown in the table, 5 percent of Big Sky’s

revenues come from capitated contracts, while the remaining 95 percent are on a fee-for-

service basis.

This payer mix should present few problems for Big Sky. In general, commercial in-

surers are considered to be more generous than government programs, so the revenue

stream should be adequate and not overly dependent on payments influenced by political

decisions. Also, bad debt losses appear not to be a major concern for the practice.
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Because Big Sky’s revenue stream is mostly fee-for-service, the physicians have an

overall incentive to increase production—that is, to performmore procedures and hence in-

crease revenues. However, the incentive for capitated patients (which make up 5 percent of

revenues) is to provide only the services that are absolutely needed. Do the physicians know

which patients are fee-for-service and which are capitated? You bet! Although capitated rev-

enues provide a steady stream ofmonthly payments to the practice, they bringwith themuti-

lization risk. However, with only a small percentage of capitated revenues, this risk isminimal.

All in all, Big Sky’s revenue stream appears sound, with no significant negatives.

That’s the good news for Jen. The bad news is that now she must tackle an issue that is po-

tentially more difficult to deal with: examining Big Sky’s costs and balancing them against

the revenue stream.

This chapter explores the insurance function, the third-party-payer system, and

reimbursement methods. Here are the key concepts:

� Health insurance is widely used in the United States because individuals are risk averse

and insurers can spread the financial risk over a large population.

� Adverse selection occurs when individuals most likely to have claims purchase insur-

ance, while those least likely to have claims do not.

� Moral hazard occurs when an insured individual purposely sustains a loss, as opposed

to a random loss. In a health insurance setting, moral hazard is more subtle, producing

such behaviors as seeking more services than needed and engaging in unhealthy be-

havior because the potential costs are borne by someone else.

� Insurers are classified as either private or public (governmental). The major private in-

surers are Blue Cross and Blue Shield, commercial insurers, and self-insurers.

� The government is a major insurer and direct provider of healthcare services. The two

major forms of government health insurance areMedicare andMedicaid.
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KEY CONCEPTS
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� When payers pay billed charges, they pay according to the schedule of charge rates es-

tablished by the provider in its chargemaster.

� Negotiated charges, which are discounted from billed (chargemaster) charges, are often

used by insurers in conjunction with managed care plans.

� Under a retrospective cost system, the payer agrees to pay the provider certain allow-

able costs that are incurred in providing services to the payer’s enrollees.

� In a prospective payment system, the rates are determined in advance and are not tied

directly to either reimbursable costs or billed charges. Typically, prospective payments

are made on the basis of the following service definitions: (1) per procedure, (2) per di-

agnosis, (3) per diem (per day), or (4) global reimbursement.

� In 1983, the federal government adopted the inpatient prospective payment system

(IPPS) for Medicare hospital inpatient reimbursement. Under this system, the amount

of payment is fixed by the patient’s diagnosis, as indicated by the diagnosis-related

group (DRG).

� Physicians are reimbursed by Medicare using the resource-based relative value scale

(RBRVS) system. Under RBRVS, reimbursement is based on three resource components:

(1) physician work, (2) practice (overhead) expenses, and (3)malpractice insurance.

� International Classification of Diseases (most commonly known by the abbreviation

ICD) codes are used for designating diseases plus a wide variety of signs, symptoms,

and external causes of injury.

� Current Procedural Terminology (CPT) codes are used to specify medical procedures

(treatments).

The information in this chapter plays a vital role in financial decision making in

heathcare organizations. Thus, we will use it over and over in future chapters.
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3.1 Briefly describe the major third-party payers.

3.2 a. What are the primary characteristics of managed care organizations (MCOs)?

b. Describe two different types of MCOs.

3.3 What is the difference between fee-for-service reimbursement and capitation?

3.4 What is pay for performance?

3.5 Describe provider incentives and risks under each of the following reimbursement

methods:

a. Cost-based

b. Charge-based, including discounted charges

c. Prospective payment

d. Capitation

3.6 Briefly describe the coding systems for diseases (diagnoses) and procedures.

3.7 How does Medicare reimburse hospitals for inpatient stays?

3.8 How does Medicare reimburse physician services?
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END-OF-CHAPTER QUESTIONS
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