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Performance Based Contracting 
(PBC) is coming to payer relations and 
managed care directors. We see many 
institutions wrestling with billing and 
collections issues associated with their 
current agreements. Unfortunately, they 
are now walking right into the jaws of 
insurers who have acquired more data 
and information on provider performance 
than many of the providers have about 
themselves.

Hospitals who think they have all the 
necessary data are falling short because 
they are missing essential primary 
care and specialty care claims data 
and furthermore, can only break down 
admissions data by payer categories, but 
not by employer’s names. 

As the marketplace changes focus 
from wholesale contracts with buyers, 
such as managed care, to a retail 
environment of consumers with big 
deductibles, this changes the market for 
hospital and physicians services as well as 
the payer relations principles that guide 
such arrangements. 

Employers and the government 
are demanding price and quality 
transparency. They have concluded that 
the value of services continues to vary 
from city to city and from hospital to 
hospital. The more information that is 
released from private and public sources 
the more employers realize they and 

their employees may be paying for 
substandard care. 

PBC changes what everyone needs 
to be thinking about in terms of managed 
care agreements. More importantly, 
what payer relations must do to win 
the best contracts has changed and this 
means fundamental issues of process 
improvement and tracking effi ciencies 
become increasingly important for 
hospitals.

What Is It?
PBC actually incorporates some of 
the aspects of payer relations such as 
reimbursement management, contract 
terms for care defi nition, and some of 
the typical legal standards. However, it 
goes much further by adding the workers 
compensation claims, Consumer Driven 
Health Plans (CDHP) claims, and other 
groupings of claims into what is known 
as population based measurement 
standards. This then requires some 
sophisticated data analysis and tracking 
tools to actually verify that you, the 
provider, are actually doing what you 
agreed to do in your contract. 

We have worked with physician 
health organizations (PHOs) and others 
that actually purchased the necessary 
actuarial software to begin identifying 
the good employer groups from the 
bad in terms of expenses. These clients 
recognized the advantage of groupers 
like DRGs to be a basis for contract 
negotiation, but they also realized there 
were additional factors such as multiple 
diagnosis and/or injuries that fell into 
workers compensation categories which 
allowed them to build-in new defi nitions/
rules for extenuating circumstances. 
Better identifi cation of risk and non risk 
corridors allowed these PHO managed 
care departments to model each detail of 
their agreement in such a way that they 

had as much, if not more data, than the 
insurer, or the employer. 

For these PHO groups the move to 
Pay for Performance will be a natural 
evolution. Managed Care directors 
still fussing about price detail and 
clerical issues in contract language 
have a long way to go. Managed Care 
directors who actually start looking at 
performance driven contracting methods 
place themselves ahead of competing 
organizations, and that enables them 
to anticipate risk and reward in the 
broader terms of planning and forecasting 
utilization driven issues of quality 
management.

Why it is Happening Now
The Pay for Performance movement 
is upon us in the form of Medicare 
Advantage Plans. Most of these Plans are 
also operating a commercial population. 
As the plans see the chance to modify 
reimbursement and use the standards 
that have been protected by the Agency 
for Health Quality and Research (AHQR) 
and others, they will see no reason not to 
incorporate these measures for Medicare 
and non-Medicare populations. 

Even large self-funded employers 
are demanding quality accountability 
from their insurers. The White House’s 
Executive Order on price transparency 
and quality measures for all contractors 
dealing with federal employees and 
Medicare did not fall on deaf ears. State 
employers and the Fortune 500 will 
be incorporating these same demands 
in this coming year’s negotiation with 
insurers. These insurers have started 
incorporating performance criteria in 
their agreements in an attempt to tier 
physician and hospital services just as 
they did pharmacy services when these 
costs went out of control several years 
ago. 
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Make no mistake; employers are 
being told by their insured that rising 
inpatient costs are the key area to focus 
on. So expect more discussion of how to 
shorten lengths of stay, and how to reduce 
hospital daily costs. More importantly, 
we are seeing another round of 
discussions on how to avoid admissions 
altogether using interim measures of case 
management and homecare, along with 
employers’ renewed interest in wellness 
and illness avoidance. 

In short, the employer’s role as a 
benefi ts purchaser has shifted to that 
of risk manager. This recognizes that 
coordinating care from all claims bases 
and getting at actual employer costs of 
productivity requires that they follow the 
dollar down to which provider did what, 
to which employee, and their resulting 
outcome. Centers of excellence have been 
discussed by health plans and employers 
for years. As these payers continue to 
solve cost overruns by getting at the next 
level of data they see a way to tier their 
medical benefi ts just as they did their 
pharmacy benefi t.

What Payers Hope to Gain
Payers see the opportunity to make 
distinct factual decisions about select 
providers as a way to lower their cost by 
matching the right patient with the right 
caregiver. This requires that risk managers 
at the employer and health plan level 
design benefi ts using best of class provider 
as the rationale to cover these providers 
at 100% just as employers and health 
plans have covered best of class generic 
pharmaceuticals with minimum or no 
co-pay. Patients who want to use the non-
generics and brand name drugs may do 
so, but any cost beyond the generic is the 
responsibility of the patient. 

This same concept applies to second 
tier physician/hospital services that may 
be good hospitals and doctors, but are not 
meeting the consistent goals of treatment 
like the top tier of physician/hospitals 
are. In effect the majority of patients are 
seen by the top tiers of providers because 
the benefi ts have been designed to 
create a no fi nancial or capacity barriers 
incentive to see these top performers. The 
second tier providers may have co-pays 
and out of network type 80/20 coverage 
while the lowest tier has either no 
coverage, or a 60/40 out of area coverage 
that creates barriers to those providers 
offering inconsistent or less than best of 
class services.

Such savings are now able to be 
documented and several large insurers 

and employers are taking heed of the 
fact that there are both dollars and lives 
at risk. They clearly recognize that if we 
continue on the current path of discounts 
and benefi t cuts this merely shifts costs, 
but does nothing to take costs out of the 
system.

Some payers expect to be able to lay 
off some risk to providers. In Medicare’s 
case by laying off risk to contracting 
Medicare Advantage Plans, Medicare 
has a fi xed budget that contractors bid 
on regularly. If the Medicare Advantage 
contractor is high and over the bid 
they may be forced to resubmit, or pass 
along their ineffi ciencies to the patient 
marketplace in the form of higher out of 
pocket costs. 

Could Medicare create a tiered 
system? The answer is yes. This is the 5th 
year of data collection and we are seeing 
insurance plans move to risk adjusters. 
Medicare Advantage Plans are looking for 
hospitals and physicians who will share 
this risk.

Taking this same concept to 
employers and some insurers the ability 
to set guidelines in advance of service 
and to reward top performers is part 
of the promise of Pay for Performance, 
but with PBC it goes even further. The 
challenge is not to just discount fees for 
health plans and employers, but rather 
to reconstruct the delivery system so 
that fewer dollars will go further. This 
means reduction of unnecessary expenses 
and improvement of outcomes. It also 
speaks to the employer’s frustration 
with bad communication between 
patients, and their doctors, hospitals, 
and labs including their respective 
billing departments. These PBC contracts 
usually contain customer service 
requirements, call backs, go to persons, 
and some assurance that a satisfaction 
survey regularly conducted will show 
your hospital has superior outcomes and 
equally superior customer service.

Employers have been supporting 
value based agreements with third 
party organizations such as Bridges to 
Excellence and The Leapfrog Group 
for Patient Safety, but now see a great 

opportunity to fulfi ll the promise that 
managed care made which was to 
improve quality in a meaningful and 
measurable way. This is critical in order 
for employers to get at what we call the 
root cause analysis of their particular 
problem areas. 

Employers are beginning to put their 
employees at risk for larger and larger out 
of pocket costs for medical care through 
health reimbursement arrangements 
and health savings accounts. Employees 
then are suddenly motivated by their 
pocketbook to seek the right care with the 
preferred physicians, and will go to their 
employer to get that recommendation, 
especially if the employer can guarantee 
affordability and service without a hassle 
factor. Right now patients are asking 
this question of employers, insurers, and 
coalitions, but the answers are diffi cult 
to fi nd because data on performance is 
lacking.

Why Current Managed Care 
Negotiations Cannot Work
One of the things the Health Plan 
business has taught large payers is that 
they have clout in both the type of care 
and the cost of that care. Discounts 
have become a dead issue as employers 
are on the move to redesign benefi ts, 
reward top performers, and keep some 
savings. The idea that the network your 
hospital joined will bring profi table 
market share when every other hospital 
is in the same network makes no sense. 
Offering discounts to preferred provider 
organizations (PPOs) that have no 
lock-in in a manner similar to the HMO 
product that does a have lock-in is a 
wasted effort. 

Employers have noticed that 
Private Healthcare Systems (PHCS) and 
Beech Street Corporation, as national 
networks, are not able to get the same 
discounts local payers get. An employer 
creating their own lock-in performance 
network offers market share gain but the 
expectations of pricing are getting very 
sophisticated. Unlike HMO and PPO 
contracts that can reduce payments based 
upon volume or price, a Performance 
Based Contract also can delay and/or 
deny payment based upon quality 
of diagnosis and treatment; patient 
satisfaction surveys; and, in some cases, 
outcomes in terms of the patient returning 
to work; or some other performance point 
the employer has established to measure 
productivity improvements. 

In short, these fi ve ways mentioned 
above to get payments delayed and/ or 

The employer’s 
role as a benefi ts 

purchaser has 
shifted to that of 

risk manager.
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denied leads us to conclude these 
contracts need to be more sophisticated 
in terms of what is characterized as 
good medicine and what is not good 
medicine. The fi rst question is: Can we 
actually administrate this or not? This is 
going to require case managers; disease 
management specialists; physician’s 
documentation; and the ability to truly 
operate as an integrated system versus the 
loosely confi gured network of services.

What are Some of the Things You 
Must do Now?
All Health Plans and most employers 
are familiar with the Health Plan 
Employer Data and Information Set 
(HEDIS) indicators. They were developed 
by HMOs and employers years ago 
to underscore value and quality. 
This eventually formed the National 
Committee for Quality Assurance 
(NCQA) organization as the evaluator of 
HMO quality.

Some of these same HEDIS indicators 
are being used in the Pay for Performance 
demonstration projects, such as Premier. 
Premier is an alliance of hospital systems 
that was selected to participate in the 
demonstration project for CMS three 
years ago. Premier recently announced 
that their contract has been extended 
with CMS. This hospital system offers 
managed care directors a tool kit on their 
website describing their quality measures, 
their experience, and the resulting 
revenue changes.

This then becomes language 
Health Plans and most large employers 
understand. If your organization is 
comparing itself to others using these 
measures, you just gave the Health Plans 
a reason to pay you a little more than 
the competing group down the street. 
Are you NCQA certifi ed as a hospital or 
medical group? If you need to be NCQA 

certifi ed to bid on a performance contract 
would you be able to take your measures 
and compare them?

Other groupers like Episode 
Treatment Groupings and Ambulatory 
Visit Groups are ways to package services 
and price services on a global basis. 
The ultimate, Diagnostic Cost Groups 
(DXCG), are algorithms of risk adjusted 
care that is a next level up for payers and 
represents the future.

Your organization’s present goals 
should be to begin looking at the quality 
initiatives you have in place. What are 
the leading quality services that your QA 
department would say are superior to 
other competitors in your area? Oh yes, 
and where are the weaknesses? 

The urgency here is that some 
providers will grow while others are left 
behind. The hospital you work for may be 
great at Oncology and hearts, but in terms 
of maternity and orthopedics may be a 
notch or two down from the rest. This 
causes quite a fi nancial dilemma because 
your CFO will say that one hand washes 
the other. Meaning the way it has been 
done for years is that cross subsidies of 
departments and systems keeps everyone 
above the red line. Well, if we are now 
competing based on department quality 
we surely will have no more subsidy and 
the business of projecting expenses just 
got tougher, especially if those lock-in 
contracts now go to the top tier and not 
the bottom tier hospital.

The beauty of this discussion is 
that part of being high quality should 
translate to lower cost and that means we 
get away from price discounts. In other 
words system redesign has barriers, but 
also benefi ts. Several papers published 
by the Agency for Healthcare Research 
and Quality (AHRQ) address areas of 
redesign. Leading Practices In System 
Redesign (Harrelson), and Transforming 
Health Systems Through Leadership, Design, 
and Incentives (Harrelson) are papers that 
convinced Medicare it was going the 
right direction by implementing Pay for 
Performance back in 2004 and 2005. 

These papers are excellent starting 
points to understand the vision of 
where Medicare is going and what your 
organization may want to consider as part 
of its action plan. The arduous journey 
begins in earnest when the employer or 
health plan says, “Let’s share savings,” 
because now you will be right back in the 
risk business.

What a hospital fi nds over time is 
that as expenses due to effi ciency and 
effectiveness of care are reduced so is 
revenue reduced. That’s why hospital 
based plans had a hard time operating 
over the long term, and why integration 
took a back seat regressing to a mere 
contractual entity with no real mission 
or goals. This is complex business, but it 
is a necessary part of where the future is 
going. The future is smaller with more 
specialized networks of top performing 
doctors and hospitals holding themselves 
to be more accountable to both payers and 
consumers.

The Future of Performance Based 
Contracting. 
The good news is no one is ahead or 
behind you. We are all in the learning 
mode and getting all the parts of the 
puzzle together in one room to discuss 
this is a vital fi rst step. Having a goal in 
mind will help this agenda to become 
clear. The goal of creating your own 
“Attachment A” with provisions for 
quality measurement against a baseline 
that you start with is a big vision, but 
it makes sense when you consider the 
alternative. 

Start small with easily measured 
areas that you can get from the Premier 
Hospital website. They are running 
classes on Pay for Performance, but they 
will tell you it was much more than that. 
The Pay for Performance concept had 
to be instilled in the minds of their staff. 
From medical records to the medical 
director there needs to be a focus on 

Some payers expect 
to be able to lay 
off some risk to 

providers.

Condition 
Coronary 
Artery 
Disease 

Congestive Heart 
Failure 

Acute Low 
Back Pain 

Diabetes with 
Cardiovascu-
lar Disease or 
Nephropathy 

Improved 
Compliance

Statin 
Medication

Beta-Blocker
Treatment 

Lumbo-Sacral
Imaging 

ACE Inhibitor
or ARB 

Potential Per Member 
Per Month 

Savings
$0.39 

$0.03
Commercially 
insured $0.57 
Medicare risk

$0.14 $0.36 

Potential Annual 
Savings per 100,000 

Members1 
$468,500 

$30,650 
Commercially 
insured $690,000 
Medicare risk 

$172,000 $436,000 

Source: Ingenix marketing literature to employers
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quality measures and performance in its 
broadest defi nition. 

Have you ever asked why 
managed care offers employers medical 
management services, but the hospital 
does not? Have you ever wondered why 
disease management companies from 
Arizona and Florida are hired to do case 
management that your hospital could do? 
Have you ever wondered why you give 
these managed care companies all your 
billing data regularly, and then they charge 
employers to see it, and then use it against 
you in negotiations? If you had that data 
on an employer specifi c basis you could 
go right out to the employer and show 
their risk management folks where they 
could get more value for their dollar; 
where they could rearrange benefi ts; and 
alter the future with wellness and health 
promotion plans. This means managed 
care departments need to be collecting 
safety, mortality, and morbidity statistics 
now and comparing them regionally and 
nationally to see where your hospital or 
medical group may have problems. 

Your organization should develop 
the capability to effectively audit 
quality policies. This means that as 
new equipment is purchased; or new 
Medicare billing defi nitions are added; 
and when new physicians are hired 
the audit process must be adjusted to 
assess institutional impact and to ensure 
compliance, as well as meeting state of the 
art standards of care. 

Process points are good, but bear 
in mind the evidence based outcome is 
the overall goal and all barriers within 
the hospital or medical group need to 
be worn away before accurate standards 
appear. There are, and will continue to be, 
questions regarding process points and 
whether, for instance, vaccination for all 
or just some of the population of infants is 
appropriate. How soon should antibiotics 
be issued to an admitted patient with 
respiratory distress? Of course there are 
single diagnoses and there are multiple 
complications. In some cases it may be 
worth an analysis to determine whether 
the hospital should or should not pursue 
some of these more complex situations 
given current capabilities of staff and 
equipment.

This data needs to merge with 
managed care or, as they are now 
called, payor relations staff that does 

the contracting and must prove in many 
of these agreements that the hospital 
or medical group meet basic HEDIS 
standards, basic Leapfrog standards, or 
basic standards set forth by the health 
plans. While some hospitals will be 
waiting to have insurers tell them what 
to do, early adopters will see the value 
of constructing their own standards 
and guidelines of services that they can 
measure and adding others as volume 
from the insurer increases.

These contracting staff need audited 
quality information to construct a 
proposed “Attachment A” for use in 
negotiation. This is where making use of 
the skills of the internal audit department 
can be of great help. Having your own 
“Attachment A” would allow you to 
monitor what you are paid and what is 
denied so you can at least judge your 
organization’s success with PBC. This 
entire move from wholesale selling to 
large payers and now moving to selling 
services to consumers who really want to 
make their deductible go further is a new 
approach.

Seven years after the Institute of 
Medicine Quality Chasm report, most 
hospital managed care directors have not 
read it, but every employer coalition has. 
Employers were shocked with the number 
of lives lost to simple mistakes of poor 
safety habits in the hospital.

The 9th annual Health Grades report 
published in October 2006 states that 
if every hospital operated as a fi ve-star 
quality facility over 302,403 lives could 
have been saved. Half of those lives lost 
fell into just four categories of disease: 
Heart Failure; Sepsis; Community 
Acquired Pneumonia; and Respiratory 
Failure. The report also observed that the 
gap between best hospitals and worst 
hospitals became wider. These statistics 
have most managed care directors very 
concerned about quality including the 
safety and effectiveness of care issues.

Conclusion
The differentiation of top tier providers 
will not be done with slick brochures, TV 
campaigns, and radio spots. It needs to be 
a very carefully thought out positioning 
campaign that keeps you in the eye of 
the employer as a leader in quality and 
the source of benchmarking data for your 
organization.

Most people who have never 
sold to employers do not understand 
that employers are incredibly loyal to 
things that work. If your health system 
is doing the work and trying to make 
improvements and being accountable 
to the employer’s decision makers then 
you have no fear of being displaced 
by an insurance company change or 
a published guideline comparison of 
your hospital and the competition. The 
employer will tell the insurer yes, you 
can sell your insurance, but you must 
use our favorite providers, or there is no 
deal. That is a powerful sell and right now 
employers are gearing up for 2008. They 
want managed care to give them a good 
reason for why this provider is better than 
another provider is. Entering this change 
in its early development is a tremendous 
advantage to the early adopter. Waiting 
for guidelines to be set in stone and even 
risk losing one or two big contracts is 
expensive to fi x. The payers will continue 
to add more and more measurable 
services. It makes sense to build from a 
small set of datasets and then add to it 
rather than trying to build everything at 
once. But the time to start building this 
new skill is now. The new environment 
will force you to choose sides. We hope 
you choose your own. NP

William J. DeMarco, MA CMC is 
President of DeMarco & Associates, a 25 
year old independent management consult-
ing fi rm engaged in assisting providers and 
payers in developing alternative contracting 
arrangements that focus on care delivery 
improvement and the creation of new product 
offering to consumers. He has received the 
Follmer award for outstanding workshops and 
presentations from HFMA, and is author of 
7 books, and contributor to over 100 articles 
on management strategy and marketing of 
care systems and product design. He may be 
reached at: (815) 877-8781.
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