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T h e  n e w  e ngl a nd  j o u r na l  o f  m e dic i n e

ELECTION 2012
In this election year, U.S. national spending on health care will reach $2.8 trillion, or about 18% of total spending on all goods 
and services. This high level of spending reduces our ability to invest in other important parts of the economy and also adds to our 
unsustainable national debt. There is wide agreement that we must find ways to bend the health care cost curve. Taking different 
approaches, the two articles that follow present a range of options, including reducing both the prices and quantity of services for 

public and private payers, reducing administrative costs, implementing new market-based incentives, and reforming the tax 
subsidy for employer-sponsored health insurance. It is our hope that these articles will stimulate discussion and debate on the best 

ways to address the cost problem and to place our health care system on a more sustainable path. 

National health spending is projected to contin-
ue to grow faster than the economy, increasing 
from 18% to about 25% of the gross domestic 
product (GDP) by 2037.1 Federal health spending 
is projected to increase from 25% to approxi-
mately 40% of total federal spending by 2037.1 
These trends could squeeze out critical invest-
ments in education and infrastructure, contrib-
ute to unsustainable debt levels, and constrain 
wage increases for the middle class.2,3

Although the influx of baby boomers will in-
crease the number of Medicare beneficiaries, 
growth in per capita health costs will increas-
ingly drive growth in federal health spending 
over the long term.1 This means that health costs 
throughout the system drive federal health spend-
ing. Reforms that shift federal spending to indi-
viduals, employers, and states fail to address the 
problem. The only sustainable solution is to con-
trol overall growth in health costs.

Although the Affordable Care Act (ACA) will 
significantly reduce Medicare spending over the 
next decade,4 health costs remain a major chal-
lenge. To effectively contain costs, solutions must 
target the drivers of both the level of costs and 
the growth in costs — and both medical prices 
and the quantity of services play important roles. 

Solutions will need to reduce costs not only for 
public payers but also for private payers. Finally, 
solutions will need to root out administrative costs 
that do not improve health status and outcomes.

The Center for American Progress convened 
leading health-policy experts with diverse per-
spectives to develop bold and innovative solu-
tions that meet these criteria. Although these 
solutions are not intended to be exhaustive, they 
have the greatest probability of both being im-
plemented and successfully controlling health 
costs. The following solutions could be imple-
mented separately or, more effectively, integrated 
as a package.

Promote Payment R ates  
WITHIN GLOBAL TARGETS

Under our current fragmented payment system, 
providers can shift costs from public payers to 
private payers and from large insurers to small 
insurers.5 Since each provider negotiates payment 
rates with multiple insurers, administrative costs 
are excessive. Moreover, continued consolidation 
of market power among providers will increase 
prices over time.6 For all these reasons, the cur-
rent system is not sustainable.
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Under a model of self-regulation, public and 
private payers would negotiate payment rates 
with providers, and these rates would be binding 
on all payers and providers in a state. Providers 
could still offer rates below the negotiated rates.

The privately negotiated rates would have to 
adhere to a global spending target for both pub-
lic and private payers in the state. After a transi-
tion, this target should limit growth in health 
spending per capita to the average growth in 
wages, which would combat wage stagnation and 
resonate with the public. We recommend that an 
independent council composed of providers, pay-
ers, businesses, consumers, and economists set 
and enforce the spending target.

We suggest that the federal government award 
grants to states to promote this self-regulation 
model. States could phase in this model, one 
sector (e.g., hospitals) at a time. To receive grants, 
states would need to publicly report measures of 
quality, access, and cost and would receive bonus 
payments for high performance. For providers, 
the negotiated rates would be adjusted for per-
formance on quality measures, which should be 
identical for public and private payers.

Funding for research, training, and uncom-
pensated care — currently embedded in Medicare 
and Medicaid payments — should be separated 
out and increased with growth in the global 
spending target. These payments must be trans-
parent and determined through negotiations or 
competitive bidding.

Acceler ate Use of Alternatives  
to Fee-for-Service Payment

Fee-for-service payment encourages wasteful use 
of high-cost tests and procedures. Instead of pay-
ing a fee for each service, payers could pay a fixed 
amount to physicians and hospitals for a bundle 
of services (bundled payments) or for all the care 
that a patient needs (global payments).

Payers will need to accelerate the use of such 
alternative payment methods. As soon as possi-
ble, both public and private payers should adopt 
the bundles for 37 cardiac and orthopedic pro-
cedures used in the Medicare Acute Care Episode 
program.7,8 The bundles will also need to include 
rehabilitation and postacute care for 90 days af-
ter discharge. Within 5 years, Medicare should 
make bundled payments for at least two chronic 
conditions, such as cancer or coronary artery dis-

ease. Within 10 years, Medicare and Medicaid 
should base at least 75% of payments in every 
region on alternatives to fee-for-service payment.

Together, these policies would remove uncer-
tainty about transitions from fee-for-service pay-
ment, allowing sufficient time for investment in 
infrastructure and technology by payers and 
providers.

Use Competitive Bidding  
for all Commodities

Evidence suggests that prices for many products, 
such as medical equipment and devices, are ex-
cessive.9 Instead of the government setting pric-
es, market forces should be used to allow manu-
facturers and suppliers to compete to offer the 
lowest price. In 2011, such competitive bidding 
reduced Medicare spending on medical equip-
ment such as wheelchairs by more than 42%.10 
The ACA requires Medicare to expand competi-
tive bidding for equipment, prosthetics, orthotics, 
and supplies to all regions by 2016.11

We suggest that Medicare immediately expand 
the current program nationwide. As soon as 
possible, Medicare should extend competitive 
bidding to medical devices, laboratory tests, ra-
diologic diagnostic services, and all other com-
modities.12 Medicare’s competitively bid prices 
would then be extended to all federal health 
programs.13 To oversee the process, we recom-
mend that Medicare establish a panel of busi-
ness and academic experts. Finally, we recom-
mend that exchanges — marketplaces for 
insurance starting in 2014 — conduct competi-
tive bidding for these items on behalf of private 
payers and state employee plans.

Require Exchanges to Offer  
Tiered Produc ts

The market dominance of select providers often 
drives substantial price variation.14 To address 
this problem, insurers can offer tiered plans. 
These insurance products designate a high-value 
tier of providers with high quality and low costs 
and reduce cost sharing for patients who obtain 
services from these providers. For instance, in 
Massachusetts, one tiered product lowers copay-
ments by as much as $1,000 if patients choose 
from 53 high-value providers.15

We suggest that exchanges and state employ-

The New England Journal of Medicine 
Downloaded from nejm.org on September 11, 2014. For personal use only. No other uses without permission. 

 Copyright © 2012 Massachusetts Medical Society. All rights reserved. 



n engl j med 367;10 nejm.org september 6, 2012 951

sounding board

ee plans offer at least one tiered product at the 
bronze and silver levels of coverage. This require-
ment can be implemented by 2016 or sooner if 
feasible. To encourage participation in the tiered 
product, it must achieve a minimum premium 
discount. For instance, in Massachusetts, insur-
ers must offer at least one tiered product with a 
premium that is at least 12% lower than the pre-
mium for a similar nontiered product.16

Transparency and consumer education are 
essential.17 Quality and cost measures must be 
standardized and publicly disclosed, and stan-
dards must be set for how these measures are 
used to create tiers. Whenever possible, quality 
measures should use data from all payers. Fi-
nally, in contracts between insurers and provid-
ers, clauses that inhibit tiered products must be 
prohibited.

Require All Exchanges  
to Be Ac tive Purchasers

If exchanges passively offer any insurance prod-
uct that meets minimal standards, an important 
opportunity will be lost. As soon as reliable 
quality-reporting systems exist and exchanges 
achieve adequate scale, it is critical that federal 
and state exchanges engage in active purchasing 
— leveraging their bargaining power to secure 
the best premium rates and promote reforms in 
payment and delivery systems.

The ACA will provide bonus payments to 
Medicare Advantage plans with four- or five-star 
ratings on the basis of their performance on 
measures of clinical quality and patients’ expe-
rience.18 We recommend that exchanges adopt 
this or a similar pay-for-performance model for 
participating plans and award a gold star to plans 
that provide high quality at a low premium.

Simplify Administr ative Systems 
for All Payers and Providers

The United States spends nearly $360 billion a 
year on administrative costs,19 accounting for 
14% of excessive health spending.20 Section 1104 
of the ACA requires uniform standards and op-
erating rules for electronic transactions between 
health plans and providers.11 Although plans 
must comply with these standards and rules, the 
law does not require providers to exchange in-
formation electronically.

First, we suggest that payers and providers 
electronically exchange eligibility, claims, and oth-
er administrative information as soon as possible. 
Second, public and private payers and providers 
should use a single, standardized physician cre-
dentialing system. Currently, physicians must 
submit their credentials to multiple payers and 
hospitals. Third, payers should provide monthly 
explanation-of-benefits statements electronically 
but allow patients to opt for paper statements. 
Fourth, electronic health records should integrate 
clinical and administrative functions — such as 
billing, prior authorization, and payments — over 
the next 5 years. For instance, ordering a clinical 
service for a patient could automatically bill the 
payer in one step.

Most important, we recommend that a task 
force consisting of payers, providers, and vendors 
set binding compliance targets, monitor use 
rates, and have broad authority to implement ad-
ditional measures to achieve systemwide savings 
of $30 billion a year.21

Require Full Tr ansparenc y  
of Prices

Prices for the same services vary substantially 
within the same geographic area.14 Yet consum-
ers almost never receive price information before 
treatment. Price transparency would allow con-
sumers to plan ahead and choose lower-cost 
providers, which may lead high-cost providers to 
lower prices. Although price transparency could 
facilitate collusion, this risk could be addressed 
through aggressive enforcement of antitrust laws.

Moreover, both private and public models can 
achieve meaningful price transparency without 
leading to collusion.22 Aetna provides the price 
it negotiated with a specific provider to mem-
bers through an Internet website. Similarly, New 
Hampshire has a public website that provides 
the median price paid by an insurer to a specific 
provider on the basis of claims data.

It is important that all private insurers and 
states provide price information that reflects ne-
gotiated discounts with specific providers. The 
information should include one price that bun-
dles together all costs associated with a service, 
individualized estimates of out-of-pocket costs at 
the point of care, and information on quality of 
care and volume of patients so that consumers can 
make informed decisions on the basis of value.
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In contracts between insurers and providers, 
many providers prohibit insurers from releasing 
price information to their members.22 These so-
called gag clauses and other anticompetitive 
clauses must be prohibited. Finally, we recom-
mend that state insurance commissioners and ex-
changes collect, audit, and publicly report data on 
prices and claims.

Make Bet ter Use of Nonphysician 
Providers

Restrictive state scope-of-practice laws prevent 
nonphysician providers from practicing to the full 
extent of their training. For instance, 34 states 
do not allow advanced-practice nurses to practice 
without physician supervision.23 Making greater 
use of these providers would expand the work-
force supply, which would increase competition 
and thereby lower prices.

We recommend that the federal government 
provide bonus payments to states that meet 
scope-of-practice standards delineated by the In-
stitute of Medicine. Medicare and Medicaid pay-
ments to nonphysician providers should allow 
them to practice to the full extent permitted un-
der state law.

Expand the Medic are Ban  
on Physician Self -Referr als

Many studies show that when physicians self-
refer patients to facilities in which they have a 
financial interest, especially for imaging and pa-
thology services, they drive up costs and may 
adversely affect the quality of care.24,25 Under the 
so-called Stark law, physicians are prohibited 
from referring Medicare and Medicaid patients 
to facilities in which they have a financial inter-
est. However, an exception allows physicians to 
provide “in-house ancillary services,” such as di-
agnostic imaging, in their own offices.26

We believe that the Stark law should be ex-
panded to prohibit physician self-referrals for 
services that are paid for by private insurers. In 
addition, the loopholes for in-office imaging, pa-
thology laboratories, and radiation therapy should 
be closed. Physicians who use alternatives to 
fee-for-service payment should be exempted be-
cause these methods reduce incentives to in-
crease volume.

Lever age the Feder al Employees 
Progr am to Drive Reform

The Federal Employees Health Benefits Program 
(FEHBP) provides private health insurance to  
8 million federal employees and their families. 
Although the FEHBP has encouraged various re-
forms to improve the quality of care,27 it could 
be much more innovative.

We recommend that the FEHBP align with 
Medicare by requiring plans to transition to al-
ternative payment methods, reduce payments to 
hospitals with high rates of readmissions and 
hospital-acquired conditions, and adjust payments 
to hospitals and physicians on the basis of their 
performance on quality measures. In addition, 
the FEHBP should require carriers to offer tiered 
products and conduct competitive bidding on 
behalf of plans for all commodities. Finally, the 
FEHBP should require plans to provide price in-
formation to enrollees and prohibit gag clauses 
in plan contracts with providers.

Reduce the Costs of Defensive 
Medicine

More than 75% of physicians — and virtually all 
physicians in high-risk specialties — face a mal-
practice claim over the course of their career.28 
Regardless of whether a claim results in liability, 
the risk of being sued may cause physicians to 
practice a type of defensive medicine that increas-
es costs without improving the quality of care.

Strategies to control costs associated with med-
ical malpractice and defensive medicine must be 
responsible and targeted. These strategies must 
not impose arbitrary caps on damages for patients 
who are injured as a result of malpractice. Accord-
ing to the Congressional Budget Office, arbitrary 
caps on damages would reduce national health 
spending by only 0.5%.29 But although such caps 
would have a barely measurable effect on costs, 
they might adversely affect health outcomes.30,31

A more promising strategy would provide a 
so-called safe harbor, in which physicians would 
be presumed to have no liability if they used 
qualified health-information-technology systems 
and adhered to evidence-based clinical practice 
guidelines that did not reflect defensive medi-
cine. Physicians could use clinical-decision sup-
port systems that incorporate these guidelines.
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Under such a system, the physician could use 
the safe harbor as an affirmative defense at an 
early stage in the litigation and could introduce 
guidelines into evidence to avoid a courtroom 
battle of the experts. The patient could still 
present evidence that the guidelines were not 
applicable to the particular situation, and the 
judge would still determine their applicability.

It is critical to develop guidelines with credibil-
ity. A promising step is an initiative called Choos-
ing Wisely, in which leading physician groups 
released guidelines on 45 common tests and 
procedures that might be overused or unneces-
sary.32 Given the important role of guidelines, 
physicians who participate in developing them 
must be free from financial conflicts of interest.

Conclusions

These are the types of large-scale solutions that 
are necessary to contain health costs. Although 
many in the health industry perceive that it is 
not in their interest to contain national health 
spending, it is a fact that what cannot continue 
will not continue.

Americans therefore face a choice. Payers could 
simply shift costs to individuals. As those costs 
become more and more unaffordable, people 
would severely restrict their consumption of 
health care and might forgo necessary care. Al-
ternatively, governments could impose deep cuts 
in provider payments unrelated to value or the 
quality of care. Without an alternative innova-
tive strategy, these options will become the de-
fault. They are not in the long-term interests of 
patients, employers, states, insurers, or providers.

We present alternative strategies to contain 
national health spending that allow Americans 
to access necessary care. Our approach address-
es the system as a whole, not just Medicare and 
Medicaid. It is the path to rising wages, a sus-
tainable federal budget, and the health system 
that all Americans deserve.

The opinions expressed in this article are those of the authors 
and may not reflect the opinions of the organizations that they 
represent.

Disclosure forms provided by the authors are available with 
the full text of this article at NEJM.org.
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Bending the Cost Curve through Market-Based Incentives
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The high and rising cost of U.S. health care is a 
growing burden on families and businesses and 
a threat to the fiscal stability of the government. 
This year, national health spending will total $2.8 
trillion, or 18% of the gross domestic product 
(GDP).1 By 2021, national health spending will ac-
count for nearly one fifth of our economy, reflect-
ing major expansions in health insurance coverage 
under the Affordable Care Act (ACA) and increased 
numbers of people on Medicare resulting from the 
ongoing retirement of the baby-boom generation.

The ACA expands eligibility for Medicaid, cre-
ates new subsidies for coverage for large numbers 
of the uninsured, and changes the terms under 
which insurance can be sold to persons in the 
nongroup market. The new federal spending, 
amounting to $1.2 trillion through 2022, is offset 
primarily through reductions in Medicare provider 
payments.2 The ACA also contains provisions 
that, it is hoped, will ultimately slow health care 
spending, including accountable care organiza-
tions, value-based purchasing programs, and 
bundled-payment pilot projects. However, the pay-
ment provisions and pilot projects fail to address 
a flawed financing system whose incentives 
promote more spending, not better spending.

In a market-based approach, open-ended sub-
sidies to beneficiaries and price-controlled re-
imbursements to providers should be replaced 
with fixed dollar subsidies — effectively shifting 
Medicare from a defined-benefit to a defined-
contribution approach. The business model would 
shift from one that is driven by the volume and 
intensity of services to one that rewards cost-
effective and efficient care.

Under this approach, Medicare would adopt a 
premium-support model, which provides a fixed 
subsidy for each beneficiary’s purchase of insur-
ance. Health plans, including traditional Medi-
care, would compete with each other on equal 
terms. Beneficiaries could purchase more ex-
pensive coverage if they felt the extra cost was 
worth it to them.

Similarly, the principle of defined contribu-
tion should be applied to the currently unlimited 
tax subsidy for employer-sponsored insurance. 
Employer contributions to health insurance are 
not counted as part of the employees’ taxable in-
come. That subsidy encourages the purchase of 
health insurance, but it also provides an incentive 
to increase the amount of coverage, which helps 
fuel the growth of private health spending. Con-
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