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Fixing Health Care
Editor’s Note: The 
United States is 
about to radically 

change how it pays for health care. 
Experts agree that the prevailing 
method—fee for service—fuels 
waste and does not promote high-
quality care. The big question is: 
What should replace it?

In our Fixing Health Care package, 
we look at the two leading models. 
In this article, Brent C. James and 
Gregory P. Poulsen make the case 
for capitated payment. They say 
that approach is the only one that 
would encourage health care 
providers to attack all types of 
waste. In the accompanying piece, 
Michael E. Porter and Robert S. 
Kaplan argue for bundled 
payments, which they believe 
generates the kind of competition 
among providers that improves the 
value of health care.



Three Kinds of Waste

Half of all waste in care delivery is 
unnecessary or suboptimal care.



The Impact of Different Payment Models



Cost-plus.

Fee for service.



FURTHER READING

How the U.S. Can Reduce Waste in 
Health Care Spending by $1 Trillion
ECONOMY DIGITAL ARTICLE by Nikhil Sahni , 
Anuraag Chigurupati , Bob Kocher, MD , and David M. 
Cutler

Reforms will have to address both supply and 

demand.
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Per case.



Capitation.



business's employees and their dependents.) There have to be quality measures to 

ensure that providers don't withhold necessary care. And finally, savings from waste 

reduction must go back to care delivery groups to keep them financially viable. 

The last widespread use of capitation in the U.S. didn't meet the last two criteria. In 

the late 1980s and into the 1990s, both government and private payers looked for 

ways to reduce health care inflation. The primary mechanism they turned to was 

health maintenance organizations (HMOs), which were usually owned and managed 

by insurance companies. While employers generally paid HMOs on a capitated basis, 

most HMOs continued to pay care delivery groups using fee-for-service and per case 

methods. 

HM Os employed a series of tools to limit health care consumption. For example, 

many mandated that primary care physicians act as gatekeepers. Care providers had 

to get permission from nurses and doctors based at insurance companies to make 

referrals to specialists and order surgical procedures, imaging, and hospitalizations. In 

some instances the HM Os passed along a portion of the capitated insurance payment 

to the provider groups to cover all necessary services, which transferred the financial 

risk to them. 

HM Os succeeded in curbing expenditures. Health care costs as a proportion of GDP 

remained flat from 1993 through 2000-even though one reason was that the GDP 

was growing rapidly, hiding the price increases that did occur. However, the 

insurance companies weren't in the best position to make health care decisions, 

because they were removed from patient-clinician interactions. The HMOs' 

bureaucratic controls imposed hassles and treatment delays. Some physician groups, 

unable to manage care costs after accepting capitated payments, failed financially. 

Patients and physicians rebelled, arguing that the financial incentives built into 



A Better Capitation Model



To cut waste, providers have to 
innovate—and that requires investment.





When Intermountain rolled out a better 
lung treatment for babies, it lost $5 
million.



Who Gets the Savings from Waste Reduction? 
With most health care payment methods, much of the savings from waste cuts goes into the pockets 

of payers (mainly insurers and, to a much lesser degree, employers and patients), not to the care delivery 
groups behind the quality improvement initiatives. That undermines the groups' finances and ability 
to invest in further innovations that rein in spending. Population-based payment is the only system 
that allows groups to benefit from reducing all three categories of waste. 

PAYMENT METHODS 
TYPE OF 0/oOFALL Cost- Fee for Per Population-
WASTE WASTE plus service case based payment 

Production level 
Inefficient production of 

5% Payer Provider Provider Provider 
individual care units, such as 
drugs, tests, nursing support 

Case level 
Use of unnecessary 

50% Payer Payer Provider Provider or suboptimal services 
in treating a case 

Population level 
Unnecessary 

45% Payer Payer Payer Provider 
or avoidable 
patient cases 
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These examples raise critical questions: Should care delivery groups invest in quality 

improvements that reduce costs if it could mean their own financial demise? Even if a 

group does so because it's the right thing for patients, where will it find the resources 

to launch its next waste reduction project? Shouldn't the windfall that health insurers 

receive from waste reduction help fund further improvements? If sharing in the 

savings strengthened the care delivery group financially, wouldn't it become a more 

effective competitor, encouraging other groups to adopt the same cost-saving 

strategies? 

We believe that population-based payment addresses these issues, because it 

encourages providers to attack all waste, by ensuring that they benefit from the 

savings. Because per case systems, including the new bundled payment approaches, 



Higher returns.

A bigger opportunity for more providers.

Cheaper, higher-quality care for patients.



Finding the Tipping Point

Answering the Critics

Objection 1: PBP’s financial incentives will cause rationing, leading 
clinicians to withhold necessary care.



FURTHER READING

The Employer-Led Health Care 
Revolution
PUBLIC-PRIVATE PARTNERSHIPS MAGAZINE 
ARTICLE by Patricia A. McDonald , Robert S. 
Mecklenburg , and Lindsay A. Martin

Medical outcomes in Portland are improving 

dramatically—and Intel spearheaded the 

transformation.
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Objection 2: Care delivery groups are not best equipped to address 
problems of fragmented care and to promote population health.

PBP gives providers strong incentives to 



Objection 3: It would be better to expand bundled payments.

do interventions that reduce care needs.



FURTHER READING

How Not to Cut Health Care Costs
OPERATIONS MAGAZINE ARTICLE by Robert S. 
Kaplan and Derek A. Haas

The missteps that keep us paying too much 

for treatment
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Proof That Population-Based Payment Works
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Chris Bell 2 years ago

I believe the authors made a simple mathematical mistake in calculating the amount of healthcare 

delivery waste. In the beginning of the article, it was mentioned that the US spends over $3tril 

annually in healthcare *overall*. However, a little later on, they describe the 3 primary sources of 

healthcare *delivery* waste as possibly accounting for 35-50% of this, or over $1tril. What is 

curiously *not* accounted for in this analysis, however, is all of the administrative and bureaucratic 

waste that exists within US healthcare expenditure. The cost of this administrative waste hides 

within the billing rates of provider services, imaging and lab services, medications, etc., and has 

been argued to account for the overwhelming majority of the tremendous increase in healthcare 

spending over the last couple of decades. Certainly waste occurs on the clinical side, there's no 

argument there. But >$1tril annually? In redundant lab and imaging tests, and unnecessary surgeries 
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and medications for avoidable complications? As a commenter mentioned in the sister article to 

this, it's interesting that the authors of these articles (typically non-clinicians) target primarily the 

clinical side when looking for ways to "fix the system", and not at themselves. How about taking a 

critical look at companies like Intermountain Healthcare to see how much money is wasted in the 

salaries of the legions of administrative employees? Or in their purchasing decisions? Does the 

populace know how much money is spent (through their medical bills) paying the salaries of these 

employees? Or the multitude of billers and coders because of the inane coding and billing system 

currently in place? Whole industries exist because of the ICD classification system and to ensure 

proper CPT and E&M coding for "maximum" reimbursement. The authors make a good argument for 

capitation within our current healthcare environment, but there are so many other deep-seated 

pathologies within the US healthcare system, this approach is analogous to bariatric surgery 

"treating" obesity. It's not getting to the root of the problem. 
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