Redefining
Health Care

Creating Value-Based
Competition on Results

Michael E. Porter
Elizabeth Olmsted Teisberg

~

HARVARD BUSINESS SCHOOL PRESS
BOSTON, MASSACHUSETTS




IALTH CARE

ner Price Index (CPI) overall and

Medical care CPI
----- Overall CPI

I I I [ I [ 1
‘97 1998 1999 2000 2001 2002 2003 2004

ir Statistics.

'ed new incentives to compete on
ncouraged redundant facilities.3”
teral Hospital and Brigham and
:ame part of the Partners Health-
1d its obstetrics services rather than
thich had a nationally renowned
0 patients a year. Provider consol-
vice lines but can lead to more

ed quality. The high rates of errors
2 opposite has occurred, though
capture volume and patient flow
barriers to exif at the service level,
rately maintain substandard ser-
rvices that would not survive in
in order to maintain full-service
:rrals. Given the lack of relevant
he custom of local referrals, it is
1dard services.

lated provider groups—that they
dical condition level—was com-
: part of one provider group, it is
Je served by another group, no

e v S i

Identifying the Root Causes 53

matter what medical condition arises or whether the group is truly excel-
lent at addressing it. While provider groups sound like the perfect oppor-
tunity for well-coordinated care over the care cycle, most groups have
maintained the same old structure of care around discrete intervention
and traditional specialties rather than medically integrated practice units.
Consolidation and cross ownership can also inhibit innovation—the
only real solution to controlling health care costs in light of demographic
trends. While the previous structure—with its many independent pro-
viders and cost-plus reimbursement—had its own flaws, there was usually
at least one provider in each region in a disease or treatment area willing to
experiment with new ideas or treatments. This plurality has been a unique
American strength. Consolidation into a few large provider groups, how-
ever, has created stronger administrative control that can slow down the
adoption of new drugs and devices, at least until patient demand becomes
overwhelming. Given the need for reimbursement approvals and lacking
rewards for better quality, provider groups have had little incentive to
innovate, especially when a new approach raised costs in the short run.?
Another consequence of the zero-sum competition on discounting and
the shift in industry structure has been the emergence of powerful national
buying groups for hospital supplies. Two private buying groups, Novation
and Premier, now act as middlemen for about half of U.S. nonprofit hos-
pitals. In a cost-sensitive system, the idea was that buying groups could source
the best products at the lowest prices by aggregating the purchasing power
of many hospitals. But not surprisingly, the buying groups have become
yet another form of gatekeeper that is more likely to slow down innova-
tion than speed it up. Also, buying groups create incentives for hospitals
to increase their purchases of given items to obtain better prices. Hospi-
tals find themselves with a limited choice of products and costly excess
inventory, rather than purchases tailored to their specific needs. Patient
value suffers. Buying groups are discussed further in chapters 7 and 8.
Finally, the shift in health plan and provider strategies, combined with
industry consolidation, has led to another counterintuitive result: greater
advertising and other marketing by drug companies directly to patients.
In the current system, advertising is one of the few ways that drug com-
panies can inform patients about new drugs and overcome resistance in the
system to their adoption. Because health plans care about patient satisfac-
tion, they have been more prone to reimburse pharmaceutical treatments
demanded by patients. Advertisements, though, should not be the patient’s
sole or primary information source about drugs. It would be far better to
disseminate objective data on results and balanced studies of alternative
treatments than to target patients with marketing campaigns. While crit-
ics point to the cost of advertising as a failure of the current system, limiting
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reimbursement toward value-based competition in all the ways they can
influence.

Rewarding Provider Excellence. First and foremost, health plans need
to reward provider excellence. Some health plans are taking steps in thi
direction through pay-for-performance programs, as we have discussed in.
previous chapters. Harvard Pilgrim’s pay-for-performance contract with
Partners HealthCare System in 2001, for example, was the first coopera-
tive performance incentive contract between a plan and a large delivery
system in the United States. Harvard Pilgrim has expanded its pay-for-
performance system substantially, and publicly recognizes outstanding
providers in its Honor Roll.

BCBS of Massachusetts has established quality-related pricing models
for primary care physicians, specialty group practices, and hospitals.
Available results measures are still rudimentary, however, so that BCBS
and similar initiatives base their bonuses primarily on process measures.
For primary care physicians, BCBS uses improvement in the National
Committee for Quality Improvement’s HEDIS*” measures, such as mam-.
mography rates and diabetes treatment protocols.?® In addition, there are
rewards for prescribing generic versions of antibiotics and using a medical
decision support tool (of their own choosing, not a particular tool speci-
fied by BCBS). All of these are process measures. BCBS's ultimate goal is to
base rewards on publicly reported outcome measures.

For hospitals, BCBS bases bonuses on mutually established perfor-
mance improvement goals that are specific to each hospital, rather than
utilizing the same goals for all providers. In the chosen areas of improve-
ment, broad outcome measures developed by the Agency for Healthcare
Research and Quality (AHRQ) are utilized, such as infection rates and
acute myocardial infarction rates after surgery. Hospitals that exceed their
specific improvement goals can receive a 2 percent increase in reimburse-
ment, which can involve millions of dollars for a medium-sized hospital.
Again, the longer-term goal is to base rewards on outcomes rather than
processes.

From Processes to Results. As we have discussed, current pay-for-
performance approaches, with their emphasis on process compliance, are .
only a start. Pay for performance does not actually reward excellence.
While the BCBS of Massachusetts program rewards areas of improvement,
for example, it is less likely to set an improvement goal in an area where
the provider is already very good. The incentive to develop true excel-
lence would be far stronger if BCBS went a step further and created a
reward for hospitals that further distinguish their best services. ;
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Ultimately, providers should be encouraged not just to improve clearly
substandard processes but to achieve clearly superior results. From a value
perspective, results are best measured and rewarded at the level of medical
conditions, not overall outcomes such as mortality or generic complica-
tions. Pay-for-performance bonuses should be specific to medical condi-
tions, not across the board. Rewards for improvement need to be the same
for all providers. Health plans should encourage providers to strengthen
the areas in which they are already very good.

The process focus of current pay-for-performance initiatives reflects a
desire to promote safety. However, if safety results are measured, such as
numbers of patients w1th postsurgical infections or ventilator-associated
pneumonia, the attention to safe practices will markedly increase. Health
plans do not have to be in the business of monitoring everything a hospi-
tal does, but should ensure that physicians and patients are appropriately
focused on results.

Competition for Patients. While bonuses to reward excellence are
beneficial, perhaps the most powerful reward for excellence and value is
more patients. Providers that are excellent and efficient will earn higher
margins, even at the same prices as other providers. It is the margin (revenue
net of costs), not the price, that really matters for providers. Increasing a
provider’s volume of patients in a medical condition should drive major
improvements in value and margins, as we have discussed (see figure 5-2).

Health plans should resist the temptation to try to level the playing
field by seeking to raise all providers to an acceptable level. Instead, the
best providers in a medical condition should be rewarded with patients.
Leveling the playing field works against the powerful role of volume and
expertise in driving value, as we have discussed. Also, the motivation of
weaker providers to win back lost patients by improving results will be far
stronger than incremental pay-for-performance incentives.

ain Sharing. Reimbursement structures must evolve to reward pro-
viders for value-enhancing improvements that reduce the need for ser-
vices. Today, health plans penalize them. Since current payments are tied
to providing services, and the price for a given service reflects its com-
plexity, moving to a less invasive treatment or minimizing the need for
admissions or office visits can reduce revenue faster than cost, as we
described in chapter 4. In its contracts with commercial health plans, for
example, Intermountain Healthcare discovered that its care improve-
ments for community-acquired pneumonia reduced its costs by 12.5 per-
cent, but that revenues fell by 17 percent. Intermountain is beginning to
point out these anomalies and define models to share savings.** One
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model, for example, might be one in which a health plan guaranteed
equal provider margins for the care cycle for innovative new care delivery
methods, together with a formula to share net savings. Ideally, health
plans would also reward process innovations with more patients.

Another way to encourage value improvements is to allow providers to
capture gains of efficiency improvements by leaving prices stable for peri-
ods of time (while measuring outcomes). Providers will be motivated to
improve efficiency (without sacrificing measured quality) because they
will retain the benefits of efficiency improvements during that time.

Value-Based Pricing. In true value-based competition, prices should
be based on health value rather than effort, the complexity of the service,
or overall cost. In value-based pricing, for example, diagnosis would be
recognized, measured, and rewarded as a discrete service. The price would
reflect the overall efficiency and effectiveness of the diagnosis, and the
fact that an accurate diagnosis can have a huge influence on subsequent
costs and results.

One of the greatest flaws in the current pricing system is that consulta-
tion is undervalued relative to performing procedures. Value-based pric-
ing would change this. Consultation-based services that have a clear health
impact, and that reduce the need for expensive treatments, should be
rewarded with attractive reimbursements. This will also help avoid the
bias toward treatment.

An encouraging example of value-based thinking is the move to reward
doctor-patient communication via telephone or e-mail. Such consultation
has typically not been reimbursed at all. A bias is created for office visits
or for not addressing issues early, which drives up costs. Some health
plans are beginning to pay for doctor-patient communication by e-mail,
including Blue Cross and Blue Shield plans in California, New York, Florida,
Massachusetts, New Hampshire, Colorado, and Tennessee, as well as Anthem
Blue Cross (now owned by Wellpoint), CIGNA, Harvard Pilgrim, and Kaiser
Permanente. The physician is typically reimbursed $24 to $30, and patients
typically make copayments of $5 to $10 to discourage unnecessary com-
munication. Medicare has also been conducting experiments with online
patient-physician communication, and House legislation has been pro-
posed to let Medicare make “bonus payments” to physicians for e-mail
consultations. These moves are a step forward in recognizing the impor-
tance of consultation, but they create yet another example of extremely
fragmented payment. More comprehensive pricing models for services such
as preventive care and disease management will be needed.

Value-based pricing models will also be necessary for risk assessment,
prevention, and disease management services. Prices should reflect the value
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delivered in terms of patient health outcomes and cost savings. The onus
should be on providers to demonstrate value, which will improve the avail-
ability of outcome information and comprehensive cost data. In each of
these service areas, the best providers should also be rewarded with patients.

Ideally, providers would some day set their own prices based on value,
rather than be presented with the amount of reimbursement. Different
providers may well seek different prices depending on the cases they ad-
dress and the results they deliver. As we mentioned earlier, however, pro-
viders with better results will often be more efficient and thus will earn
higher margins even while charging the same price as rivals. The princi-
ples of value-based competition make it clear that the most powerful
reward of all is patients. If health plans encourage and support competi-
tion to attract patients based on results in addressing medical conditions,
this will not only enable excellent providers to improve value further
(through the virtuous circle) but will also drive substandard providers to
either improve or lose business.

Move to Single Bills for Episodes and Cycles of Care, and Single
Prices. Aligning reimbursement and patient value will ultimately require
that the current model of separate reimbursement for each doctor, hospital,
charge, and service be replaced with a system involving single prices for ser-
vice bundles, episodes of care, and ultimately full care cycles. The current
system introduces unnecessary transactions and complexity that have no
health benefit for patients. The current system also obscures value. The
most important reasons for single, unified prices are to make prices trans-
parent and to match price with value.

Value and cost can only be measured over episodes of care and com-
plete care cycles, as we have discussed in earlier chapters. It is the results
of all the interventions taken together that matter, not individual services.
Only by adding up all the costs can the true cost be measured, including
the cost of follow-up care, repeat treatments, and the cost of addressing
any errors and complications. Moving to a single price for the entire care
cycle will encourage appropriate care delivery structures and appropriate
trade-offs among types of treatment (such as pharmaceutical treatment
versus surgery; newer, less invasive surgeries versus older methods; more
preparation versus treatment; and greater attention to follow-up care).

Moving to single prices will also be a huge step in making it possible
for prices to be transparent. Without a single bundled price, transparency
of the many prices for discrete services is much less useful to patients,
health plans, and other system participants. It is the total charges that we
should care about, not the prices of hundreds of line items. Billing and
the explanation of benefits are hugely simplified with a single-price method.
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However, in practice this has not usually been the case. Even if me-too
drugs are introduced at lower prices, incumbents have rarely responded
py bringing their prices down. After a respectable introductory period,
me-too producers are prone to raise their price to approximate that of the
incumbent.? This practice increases supplier margins but means that com-
peting products yield little patient value.

Second, supplier sales and marketing efforts often seem more focused
on volume than on patient value. Suppliers of drugs, devices, supplies,
and equipment seek preferred positions on formularies or approved lists
through discounts, rebates, and volume incentives. They make payments
to buying groups to secure placements, behaving as if their products were
interchangeable commodities instead of justifying their value to defined
groups of patients. Suppliers are drawn into competing by offering incen-
tives for physicians to use their products, rather than by demonstrating
superior results or offering meaningfully lower prices. For example, sup-
pliers have sometimes entered into questionable consulting agreements
with doctors to secure product usage.

In sales, many suppliers have pursued the reach and frequency model.
In this model, large sales forces are deployed to call on as many physicians
as possible, and to see those physicians as often as possible. The idea is to
engender maximum awareness and physician loyalty to secure the maxi-
mum usage of a drug, device, or test. Suppliers have sought to expand
usage to as many patients as possible rather than focusing on reaching
those patients for whom their products offer the best value. This has con-
tributed to the unfortunate situation in which many therapies produce
disappointing results for too many patients. In cancer care, for example,
drugs such as Erbitux, Herceptin, Tarceva, and Iressa are each effective in
only about 10 percent of patients. Thus, a succession of drugs is often
tried, which boosts overall supplier revenue; however, repeated failures mean
that treatment cost is wasted and patients are exposed to side effects.
Value is dramatically eroded.

In pharmaceuticals, some companies open themselves to criticism and
controversy through implicit support of off-label usage for patients who
get only marginal benefit. Similarly, equipment suppliers encourage pro-
viders to match each other’s investments in expensive technology, even
when there is low utilization. These approaches raise revenues for suppliers,
but erode patient value in the system.

The same mind-set afflicts supplier advertising. Suppliers invest in costly
direct-to-consumer mass advertising campaigns to raise many patients’
expectations, rather than competing through more targeted communica-
tion of meaningful outcome and price information to those patients who
will benefit the most from their products.
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FIGURE 8-4

Imperatives for policy makers: Improving the structure
of health care delivery

Enable universal results information
= Establish a process for defining outcome measures
= Enact mandatory results reporting

* Establish information collection and dissemination infrastructure

Improve pricing practices
* Establish episode and care-cycle pricing

* Set limits on price discrimination

Open up competition at the right level

* Reduce artificial barriers to practice area integration

* Require a value justification for captive referrals or treatment involving an economic interest
* Eliminate artificial restrictions to new entry

¢ [Institute results-based license renewal

« Strictly enforce antitrust policies

¢ Curtail anticompetitive buying-group practices

* Eliminate barriers to competition across geography

Establish standards and rules that enable information technology and information sharing
* Develop standards for interoperability of hardware and software

* Develop standards for medical data

» Enhance identification and security procedures

* Provide incentives for adoption of information technology
Reform the malpractice system

Redesign Medicare policies and practices

* Make Medicare a health plan, not a payer or a regulator
* Medify counterproductive pricing practices

* Improve Medicare pay for performance

* Lead the move to bundled pricing models

* Require results-based referrals

= Allow providers to set prices
Align Medicaid with Medicare

Invest in medical and clinical research

Government also has key roles in opening up competition, improving
pricing practices, encouraging the penetration of information technol-
ogy, improving the structure of publicly managed health plans (especially
Medicare and Medicaid), and continuing to support medical research,
with a greater emphasis on research in the area of clinical outcomes.
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440 Notes

research, and the Agency for Healthcare Research and Quality (AHRQ) is responsi-
ble for health services research.

29. AHRQ's stated goals are to work with both the public and private sectors to
identify the most effective ways to organize, manage, finance, and deliver high-
quality care, reduce medical errors, and improve patient safety. AHRQ has a very
small budget relative to the National Institutes of Health (NIH), which is responsi-
ble for biomedical research. This reflects the general lack of understanding that
still persists about the crucial role of results information in enabling competition
and improving value in health care delivery (see the discussion in chapter 4). NIH
spending will have a much higher return when health care competition shifts to
value-based competition on results.

30. These reports include facility characteristics, utilization data, and costs
(both in total and for Medicare patients). Data is reported by DRG and by provider.

MS publishes these cost reports, which can be purchased for about $100.

31. President’s Advisory Commission on Consumer Protection and Quality in
the Health Care Industry (1998).

32. “Steps should be taken to ensure that comparative information on health
care quality is valid, reliable, comprehensible, and widely available in the public
domain” (President’s Advisory Commission on Consumer Protection and Quality
in the Health Care Industry, 1998).

33. Even if such data is made public in a difficult-to-interpret form, informa-
tion companies and health plans will benefit from it and create more accessible
forms of the information.

34. Knaus (2002).

35. American Academy of Family Physicians (2005a).

36. Caplan et al. (1990).

37. Hallinan (2005).

38. Pierce (1995).

39. We are grateful to Dr. Robert H. Bode at New England Baptist Hospital for
bringing this example to our attention.

40. See chapter 4 for a discussion of the studies on experience, learning, and
results.

41. Clear measures will help consumers distinguish between highly experi-
enced practitioners who are set in their ways and those who have learned and
improved based on experience.

42, In chapters 2 and 6 we discuss the use of complex, opaque billing as a
means of cost shifting among hospitals, health plans, and patients.

43, Counter to past practices of requiring the low-income uninsured to pay the
full list prices, the Minnesota attorney general has reached an agreement with
Minnesota hospitals giving price breaks (below list) to people with incomes below
£125,000 at about half of the state’s hospitals (Office of Minnesota Attorney Gen-
eral, 2005).

44, Hospitals, which are not in the business of bill collection, complied by
turning over unpaid accounts to collection agencies, which collected aggressively.
For a discussion of hospital billing practices for uninsured or low-income patients
and their relation to Department of Health and Human Services requirements and
other legal requirements, see Watson (2004), Pryor and Seifert (2003), Lagnado
(2003), and T. G. Thompson (2004).

45. Centers for Medicare and Medicaid Services (2004b); T. G. Thompson
(2004).
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46. Out-of-network copayments, for example, usually include 30 percent of the
in-network reimbursement rate plus 100 percent of the difference between the in-
network price and the provider’s list price, which is typically about double the in-
network price. The patient’s responsibility, then, amounts to a total of about 65
percent of the list price. Moreover, if a complication occurs in the course of out-of-
network care, insurance often will not cover any of the costs related to the com-
plication. As a result, the cost and risk of out-of-network care are prohibitive for
many patients, even if the out-of-network provider is far superior. As we discuss in
the section on limiting price discrimination, ending in-network contracting alto-
gether is a better approach.

47. Individual patients will not negotiate prices in almost all cases. Instead, a
health plan or service will negotiate on behalf of many patients and will have sig-
nificant bargaining power.

48. Roughly 2,000 heart transplants per year are performed in the United States.

49. The Commission on Systemic Interoperability published recommendations
in October 2005 that included changing the Stark laws to enable information shar-
ing and interoperable systems.

50. Such efforts are also a predictable response to a flawed pricing system in
which low reimbursement rates for some services are subsidized by other, more
profitable services that specialty hospitals target. Medicare reimbursement rates
drive many of these cross subsidies. General hospitals worry that specialty hospi-
tals will serve only patients with the DRGs that are profitable, and, within those
DRGs, serve only patients with less complex problems that cost less to treat. With-
out the cross subsidies in DRG payments, the concern about specialty hospitals
would be significantly reduced.

51. U.S. General Accounting Office (2003a).

52. Medicare Payment Advisory Commission (2004), 213-214.

53. Romano (2004b).

54. Eventually, physicians should also have to regularly demonstrate compe-
tence. This could involve results data, as well as demonstrating competence using
simulations or simulators, as airline pilots are required to do.

55. There have also been studies that found that mergers raise prices the most
when they occur in highly concentrated markets, but increase prices less in less
concentrated markets. A 2004 joint report by the Federal Trade Commission and
U.S. Department of Justice (FTC/DQJ) includes a lengthy discussion of the debates
about the reasons for and results of mergers. The report also cites David Dranove’s
statement: “I have asked many providers why they wanted to merge. Although
publicly they all invoked the synergies mantra, virtually everyone states privately
that the main reason for merging was to avoid competition and/or obtain market
power” (Dranove, 2000, p. 122).

56. FTC/DO]J (2004).

57. FTC/DOJ (2004).

58. FTC/DOQJ (2004) contains an extensive discussion of group purchasing orga-
nizations (GPOs); see its chapter 4, 34-46.

59. FTC/DOJ (2004), chapter 4, 37.

60. Concerns raised in the FIC/DO]J hearings on GPOs also include side pay-
ments to gain exclusive contracts, GPO management compensation based on sup-
plier fee income rather than on hospital savings, supplier payments to obtain
market share, and new entrants with value-enhancing products being blocked
from access to hospital sales.



