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Most discussions about health care reform focus 
on efforts to expand the number of people who 
are covered by health insurance. Yet the current 
system does not work well even for those who do 
have coverage. Costs continue to rise at an unsus-
tainable rate even though health plans increas-
ingly shift costs to patients and restrict coverage.1 
For Medicare, the focus of cost control is largely 
on fee constraints, which has led to a shortage of 
primary care physicians, further exacerbating cost 
pressures.2 Making sure that no one is denied ac-
cess to needed care is an ethical imperative; en-
suring that we can collectively afford the cost of 
such care is a political necessity.

A government-run system promises adminis-
trative simplicity but lacks the tools to slow the 
rate of growth in costs. Chronically underfunded 
public agencies are not equipped to assess rapidly 
changing medical technology in a timely manner. 
Manufacturers and other special-interest groups 
will continue to dominate the decision-making 
process. Since Medicare has been unable to slow 
the rate of growth in costs, how would a single-
payer system be more effective, given our political 
system, especially when the stakes for special-
interest groups are even higher?

Encouraging competition among health plans, 
even if one of them is “public,” will also fail to 
solve the cost problem. With the exception of 
highly integrated organizations, such as Kaiser 
Permanente, health plans have only two tools to 
control costs: financial disincentives for patients 
and fee reductions for providers. Acceptable out-of-
pocket maximums, however, vitiate economic in-
centives to restrain use, particularly for expensive 
care such as inpatient care. Unable to alter provid-
er behavior, health plans primarily try to avoid en-
rolling people who are likely to need costly care.

The Universal Cover age Pool

An alternative approach is to combine universal 
coverage for care that requires insurance (i.e., hos-

pital care and ongoing care for chronic illness) 
with maximal freedom for both patients and pro-
viders through a reorganization of economic in-
centives in ambulatory care.3 Under this plan, 
everyone would be enrolled in a universal cover-
age pool. 

Hospital care (and similar outpatient-based in-
terventional services) combined with the manage-
ment of chronic illnesses accounts for more than 
60% of all medical care expenditures. The pro-
posed pool would pay directly for inpatient epi-
sodes — that is, some preadmission and postdis-
charge care and all associated physician services 
— in ways that would create stronger incentives 
for providing efficient and high-quality care, as 
described below (Table 1). In contrast, ambulatory 
care would be economically organized around pri-
mary care providers. After monthly payments were 
made from the pool to cover the costs of manag-
ing chronic illness, the premium for each patient 
would reflect the practice styles and fees of the 
primary care provider chosen and of the other pro-
viders to whom the primary care provider usually 
refers patients. Financing could be fully tax-based 
or could build on the existing employer-based 
system, recognizing that employer contributions 
are part of overall compensation. Mandating cov-
erage by employers is politically difficult and 
economically inefficient. Individuals could be re-
quired to enroll in the pool and to pay age- and 
sex-based premiums, with income-based subsidies 
to address the issue of affordability. Employers 
could continue to offer their own plans with simi-
lar benefits, or those plans could buy into the uni-
versal coverage pool for those benefits (Fig. 1).

Bundled Payments

Instead of paying individual providers for each 
specific service, payments should be bundled to 
make clinical and economic sense, with different 
approaches for inpatient services and ambulato-
ry care.
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Inpatient Care

Physicians involved in inpatient care could collabo-
rate with their hospitals to create new entities, 
called care delivery teams, and to determine their 
membership and governance. In the early days of 
Medicare, hospital-based physicians such as radi-
ologists and pathologists strongly resisted having 
their fees bundled into diagnosis-related groups 
(DRGs), fearing they would have little bargaining 
power vis-à-vis the hospital administration. Pa-
tients, however, seek out surgeons and medical 
specialists, not hospitals, so in creating these new 
teams, physicians will have significant power. The 
care delivery team would receive from the pool a 
bundled payment to cover preadmission workup 
costs, facility and professional services during the 
hospital stay, and some postdischarge care. (Am-
bulatory care physicians could provide services for 
the team at their usual office-based rates.)

Responsibility for the postdischarge period 

could be tailored to the specific condition (e.g., 
including care in a skilled nursing facility for some 
conditions). It would also include the costs of re-
admission shortly after discharge (e.g., within 7 or 
30 days). Cases involving complications that re-
quire readmission are relatively infrequent but can 
be very expensive, presenting a risk too great for 
individual hospitals to bear. Medicare currently 
offers outlier payments for extremely expensive 
cases and pays separately for readmission in such 
cases — a practice that fails to add incentives to 
improve the quality of care. In contrast, care de-
livery teams would use part of their bundled pay-
ment to buy reinsurance against such events, and 
teams that learned how to reduce complications 
would benefit from lower premiums.

Unlike current Medicare DRGs, which reflect 
the average performance of providers, this ex-
panded DRG payment would be set to cover the 
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Figure 1. Flow of Funds in the Universal Coverage Pool (UCP).

The UCP receives funds from several sources: employers, individuals, and the federal government. These contribu-
tions, premiums, and subsidies are used to cover inpatient and similar costs (by expanding DRGs and by funding 
care delivery teams) as well as the costs of both ambulatory care and management of chronic illness (through pay-
ments to primary care physicians [PCPs] and other providers).
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resources used by teams that achieved superior pa-
tient outcomes. Teams would decide how to allo-
cate funds to the participating hospital, to physi-
cians, and to any subcontracting providers. With 
a fixed payment per case, the team has incentives 
to demand better information about the resources 
and processes being used, thus improving out-
comes at lower cost. Firms offering reinsurance 
coverage will seek to learn the best processes and 
offer that information to their clients.

Care delivery teams resemble physician-owned 
specialty hospitals with respect to incentives for 
efficiency.4 To avoid the current system’s potential 
for self-referral, however, the physicians on the 
team would not be able to recommend admissions 
but they could decline admissions. A community-
based cardiologist, for example, would recom-
mend admission for cardiac care, and the inter-
ventional cardiologist, on behalf of the team, 
would decide what specific interventions might 
be necessary. National payments for specific, ex-
panded DRGs would float up or down on the ba-
sis of the resources used by the best teams. The 
relative margin for each type of episode would be 
similar, eliminating the current need for cross-
subsidies among DRGs. Teaching hospitals will 
claim they have sicker patients and may put for-
ward evidence for better risk adjustment and the 
variables to do so. Free from congressional poli-
tics, the pool would readjust payments within cat-
egories on the basis of such evidence. Individual 
mandates and income-based subsidies would yield 
universal coverage, thus eliminating bad debt. 
Graduate medical education would be financed 
through direct grants to training programs rath-
er than through subsidies to hospitals. 

Payment for care delivery teams would come 
from the pool. The incentives for efficiency and 
quality would come from episode-based payments. 
This would eliminate the need for the external 
rules and guidelines that counter the problematic 
incentives of the current payment system, which 
encourage excessive use of services and hinder 
coordination across providers. The pool would es-
tablish advisory committees comprising clinicians 
and members of the public to identify the desired 
outcomes for each expanded DRG, such as surviv-
al 90 days after acute myocardial infarction or 
improvement in mobility 90 days after hip re-
placement. The pool would gather these outcome 
measures, adjust for coexisting conditions, and 
give each team its risk-adjusted scores. Payment 

for each expanded DRG would reflect the average 
resources used by teams with risk-adjusted scores 
above the median. As their professionalism leads 
teams to seek better outcomes, economics will 
lead them to become more efficient. If better out-
comes are more expensive, the pool will pay more 
for them. Process indicators are important in 
showing clinicians how to change their practices, 
but an emphasis on outcomes will lead to continu-
ally improved processes. Inpatient care routinely 
brings together a group of physicians who share 
in a patient’s care during an acute episode of ill-
ness. With the rise of the hospitalist, these groups 
have become smaller, making them well suited to 
the concept of a care delivery team that receives 
a bundled payment.

Ambulatory Care

The organization of ambulatory care is quite dif-
ferent from that of inpatient care. Within a geo-
graphic area, patients use widely varying networks 
of both primary care and specialty physicians.5 The 
complexity of these implicit referral relationships 
has been responsible for the failure of most man-
aged-care organizations. A new payment system 
for ambulatory care can be centered on the indi-
vidual patient’s primary care physician. Medicare 
data suggest that patients often avail themselves 
of a wide range of physicians,6 and this can con-
tinue to be the case; however, patients would be 
asked to identify a primary care physician as a 
“medical home.” Each primary care physician 
would select one of several payment intermediar-
ies to handle billing. The intermediary would offer 
a “health credit card” to all patients of that pri-
mary care physician, and the card would be ac-
cepted for all medical services by any provider. 
Through the claims-paying process, the interme-
diary would note which patients had chronic ill-
nesses and would receive monthly payments from 
the pool for the average monthly costs of ongoing 
management of such conditions. (Hospitalization 
costs, however, would be paid directly by the pool 
and would not be included in this payment.) This 
concurrent risk adjustment would eliminate the 
problems inherent in the prospective risk-adjust-
ment approaches, which are widely recognized.7

Most patients would purchase some coverage 
for ambulatory care from the payment interme-
diary to average out their monthly costs for care. 
Overall, minor acute care accounts for about one 
third of all costs, and preventive services cost an 
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additional 4 to 5%. Together, these add up to less 
than the total now spent on deductibles, copay-
ments, and services that are not covered. The in-
termediary would have no need to determine what 
fraction of an office visit was for a minor acute 
problem as opposed to managing a chronic ill-
ness. The monthly premium is simply the age- and 
sex-adjusted average for patients of that primary 
care provider, after subtraction of receipts from 
the pool for management of a chronic illness. 
With the costs of hospitalization and chronic ill-
ness removed, the remaining costs vary relative-
ly little according to the patient’s age. Some pa-
tients will choose high deductibles with lower 
premiums for their ambulatory coverage, where-
as others will prefer only nominal copayments 
but with higher premiums. However, premiums 
for the patients of a specific primary care pro-
vider will reflect the services they collectively 
use and the fees charged; it is not the patients’ 
illnesses that will drive premiums but rather how 
their illnesses are managed.

Economic incentives for patients would there-
fore focus largely on the differences among phy-
sicians in terms of the premiums for the ambu-
latory care that these practitioners provide and 
recommend. Physicians can charge what they want 
for different services at rates they individually de-
termine. Some patients prefer specialists and high-
technology testing and imaging; others prefer of-
fice visits with their primary care physician and 
extensive communication. It is not clear which of 
these two options is more expensive or offers bet-
ter care. If patients think that another physician 
can provide better value — that is, the desired 
quality at a lower net premium — they will switch 
providers.

The payment intermediary has no reason to 
control fees or deny services; it simply passes costs 
on to the patients of each primary care physician, 
charging a nominal claims-processing fee similar 
to that imposed by credit-card companies. The in-
termediaries, however, would compete for the pri-
mary care physician’s business by offering infor-
mation on how to provide the kind of care 
patients value while increasing the physician’s in-
come. This may mean substituting longer visits 
for quick but expensive referrals, identifying spe-
cialists who offer their time and expertise instead 
of expensive imaging and tests, and easy-to-use 
information on what drugs are most cost-effective 
for specific indications. Intermediaries are likely 

to offer (either directly or through a contractor) 
electronic clinical-decision support services for in-
dependent practitioners.

Avail abilit y of Data

Because information is what economists consider 
a public good and the system receives public mon-
ey through taxes or tax subsidies, all entities re-
ceiving the pool’s funds (care delivery teams and 
payment intermediaries) must agree to have their 
transactional patient care data included in a na-
tional data set. Initially, only claims data would 
be included, but as clinicians request better risk 
adjustment for outcomes assessment and payment, 
they will voluntarily add laboratory values and 
other measures to the database. For analytic pur-
poses, the pool would link these data and provide 
files from which patient and provider identifiers 
had been removed. Confidentiality provisions sim-
ilar to those of the Health Insurance Portability 
and Accountability Act (HIPAA) would apply to 
recipients of such data, easing the burdens on pro-
viders of the data. Those requesting the data would 
have to make public the methods used to obtain 
their findings, eliminating “black box” decision 
models. With the data no longer controlled by 
health plans and industry, independent research-
ers, professional groups, patient advocates, and 
others would be able to identify what works best. 
People may differ on how they define “best” — 
for example, they may have different views on the 
value of extending life versus the value of improv-
ing the quality of life — but such debates will take 
place in public.

Not More of the Same

Proposals to simply extend coverage through a 
single-payer system or to have people choose 
among competing health plans will do nothing to 
change the underlying incentives. Patients do have 
important roles in their health and medical care. 
Patient behavior is critical for preventing illness; 
adherence to appropriate regimens is necessary to 
achieve the best outcomes. One-size-fits-all eco-
nomic incentives for patients, however, are inef-
fective in shaping care and may keep people from 
seeking care when it is most appropriate.

Insurance is supposed to pool risk, to have the 
healthy among us share in the costs of caring for 
the sick, and this system is particularly necessary 
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for those who require expensive care for acute and 
chronic illnesses.8 A universal coverage pool ac-
complishes this goal of spreading the risk. When 
premiums are set by health plans (or a single pay-
er) and payments are averaged across all providers, 
there are no incentives for providers to improve 
the efficiency or quality of care. This effect can 
be seen in the geographic variation in Medicare 
expenditures, which differ by a factor of three 
across geographic areas, with no evidence of bet-
ter quality in the higher-use areas.9 In contrast, 
bundling payments to care delivery teams for in-
patient care and having ambulatory care premi-
ums reflect the practice styles of primary care 
physicians and the specialists to whom they re-
fer their patients will create incentives for both 
efficiency and effectiveness. A commitment to pay 
for the resources needed by those who achieve 
above-average outcomes offsets simple pressures 
for cost reductions. Pooling and making publicly 
available the vast quantities of data routinely gen-
erated by the health care system, combined with 
incentives for providers to provide high-quality, ef-
ficient care, will foster a demand for converting 
such data into information that is useful for im-
proving clinical practice.

Clearly, it is not enough to envision a future 
system without addressing transition issues, but 
a more complete discussion is beyond the scope 
of this article. Although the changes proposed 
here would transform the current delivery system, 
initial steps can be taken by Medicare to expand 
the DRG payment system in order to include phy-
sicians and hospitals that are willing to form care 
delivery teams. Early voluntary participants should 
be assured that if Medicare fee-for-service and 
DRG payments fall, their payments will not also 
fall, but that if conventional payments rise, their 
payments will also rise. Teaching hospitals that 
join this effort may be relieved of many costly 
compliance regulations.10 Medicare should make 
its fee-for-service data available to a new admin-
istrative entity created to release data to research-
ers (without patient or provider identifiers), thus 
facilitating the development of analytic tools. 
Health plans that contribute their data to this en-
tity will also have access to it in order to develop 
alternative payment systems. Physicians can then 

view those data to see whether they are low-cost 
providers and can identify themselves as such to 
potential intermediaries to be eligible for the al-
ternative payments.

Physicians chafe at managed care, complain 
about arbitrary fee constraints, and resist exter-
nally imposed practice guidelines. But these tools 
will continue to be used if physicians, either indi-
vidually or in small groups, do not take on more 
financial responsibility for the choices they make 
on behalf of their patients. The system outlined 
here (and in more detail elsewhere3) absorbs the 
risks of unpredictable events as well as the vari-
ability in patients’ needs and preferences. It can 
also deliver the information needed by clinicians 
to accept such responsibility and, in turn, allow 
them the freedom to provide high-quality care at 
sustainable costs.
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