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By Michael E. Chernew, Robert E. Mechanic, Bruce E. Landon, and Dana Gelb Safran

Private-Payer Innovation In
Massachusetts: The ‘Alternative
Quality Contract’

ABSTRACT In January 2009 Blue Cross Blue Shield of Massachusetts
launched a new payment arrangement called the Alternative Quality
Contract. The contract stipulates a modified global payment (fixed
payments for the care of a patient during a specified time period)
arrangement. The model differs from past models of fixed payments or
capitation because it explicitly connects payments to achieving quality
goals and defines the rate of increase for each contract group’s budget
over a five-year period, unlike typical annual contracts. All groups
participating in the Alternative Quality Contract earned significant
quality bonuses in the first year. This arrangement exemplifies the type of
experimentation encouraged by the Affordable Care Act. We describe this
unique contract and show how it surmounts hurdles previously
encountered with other global-payment models.

I
nJanuary2009BlueCrossBlueShieldof
Massachusetts launched a new provider
payment system called the Alternative
Quality Contract that exemplifies the
type of experimentation with novel pay-

ment models that the Affordable Care Act en-
courages. The Alternative Quality Contract is a
modified global paymentmodel in which annual
payments to medical groups are linked to a per
member per month budget. The model was de-
signed to improve quality and outcomes while
greatly slowing health care spending growth.
Although the Alternative Quality Contract has
similarities to capitation models of the 1990s,
which paid fixed amounts per member per
month, it was designed specifically to address
the most important limitations of prior capita-
tion programs.
Historically, one concern about global-

payment contracts hasbeen the transfer of finan-
cial risk to providers. That is, in the event that a
provider’s patients needed more care or con-
sumed more resources than allocated in the
budgets, the provider would be responsible for
some or all of the shortfall. Evidence of the eco-

nomic incentives created by these risk contracts,
mostly based on prior studies of capitation, in-
dicates that capitated providers practice a more
conservative style of care, reducing the use of
resources.1–5 Despite the reduction in resources
associated with these early capitation models,
most available evidence finds no adverse effects
on the quality of patient care or health out-
comes.6–10 Nonetheless,many provider organiza-
tions suffered significant financial losses under
capitation.11

As a result, there is considerable resistance to
payment models that put provider groups at fi-
nancial risk for medical spending. In addition,
concerns persist about the potential for global
payments to diminish the quality of care. Capi-
tation contracts of the 1990s had virtually no
formal quality incentives, largely because of
the lack of experience with quality measurement
at the time.
For these reasons, as well as because of the

consumer backlash against managed care re-
strictions on patients seeking care,12 the preva-
lence of capitation contracts declined after the
mid-1990s. The percentage of physicians refus-
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ing to participate in capitation contracts rose
from 36.2 percent in 1998 to 60.7 percent in
2008.13

Since the decline of capitation, however, the
need to control spending growth has become
evenmore critical, particularly given anticipated
coverage expansions under health care reform.
Moreover, new attention has been focused on
the role that fee-for-service incentives have
played in our nation’s unrelenting health care
spending growth.
In this environment, there have been promi-

nent efforts to reform payment policies. Newer
models of global payment have attracted atten-
tion, including shared savings models, as envi-
sioned for accountable care organizations
(ACOs). Under shared savings, a per person
spending target would be set byMedicare; physi-
cians and hospitals would share the savings with
the government if they could reduce aggregate
Medicare spending to a level below the target.
Stronger payment models, such as the Alterna-
tive Quality Contract, require providers to share
some or all of the risk if spending exceeds the
target.
As with capitation, these new paymentmodels

reduce the incentives for overusing services
common in fee-for-service reimbursement sys-
tems. Moreover, in such systems it is difficult
for health insurers, employers, and other pur-
chasers to control spending because price reduc-
tions are frequently offset by increases in the
volume of services provided. Global payment al-
lows these purchasers to control price and quan-
tity simultaneously, and thus achieve predict-
ability and control over aggregate spending
and, potentially, spending growth.

Structure Of The Alternative Quality
Contract
Provider organizations in an Alternative Quality
Contract agree to accept accountability for man-
aging care within a specified annual budget and
have an opportunity to earn significant financial
rewards for meeting clinical performance tar-
gets. Participating provider organizations may
be large multispecialty groups, independent
practice associations that represent many
smaller physician practices, or physician-hospi-
tal organizations—that is, joint ventures be-
tween one or more hospitals and physician
groups.
Eligibility for the Alternative Quality Contract

requires that a group include primary care physi-
cians who collectively care for at least 5,000
members of Blue Cross health maintenance or-
ganizations (HMOs) or point-of-service (POS)
plans. The Alternative Quality Contract lasts

for five years, compared with typical provider
contracts of one to three years. Provider groups
supported this longer window to have more-
predictable payment levels and time to develop
the necessary capacity to manage the new pay-
ment model.
Thus, three major features define the Alterna-

tive Quality Contract: a global budget with an-
nual spending growth limits, incentive pay-
ments to improve quality, and technical
support for participating groups.

Global Budgets With Negotiated
Annual Spending Limits
Alternative Quality Contract groups agree to ac-
cept a global budget to cover all health care ser-
vices delivered to Blue Cross HMO and POS pa-
tients,whether or not the care is provided by that
provider group’s physicians andhospitals.14 Blue
Cross negotiates a base year’s budget with each
participating provider group. The starting point
for the negotiation is the past year’s medical
spending for Blue Cross HMO and POS patients
who are on the panel, or patient roster, of the
group’s primary care physicians.
Blue Cross does not seek to reduce a group’s

initial budget below its current spending levels.
Rather, it focuses on controlling future growth
rates. This helps ensure that there are adequate
resources to provide the level of care delivered in
the past and that no group will be forced to re-
duce quality as a result of initial budget re-
ductions.
After initial budgets are set, Blue Cross uses

trend allowances to manage health care spend-
ing growth over the five-year contract period.
Setting these annual budget growth rates is a
critical aspect of the negotiation.
In general, Blue Cross negotiates explicit an-

nual rates of change in the budget. In the early
years, the updates generally reflect theHMOnet-
work’s projected average increase in spending.
Over the five-year period, the budget increases
are reduced by about half.
Groups with high baseline budgets are gener-

ally given lower budget increases relative to
those with lower baseline budgets. Although
thebaseline budgets tend to incorporate existing
payment rate differences that were influenced by
each group’s market power, the budget trajecto-
ries are intended to reduce the disparities. Pro-
vider groups with more leverage could theoreti-
cally negotiate for higher annual growth rates,
but Blue Cross has been successful so far at ne-
gotiating contracts that narrow payment differ-
ences over time.
The Alternative Quality Contract incorporates

several means of mitigating financial risk. First,
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each group’s budget is adjusted annually for
changes in patients’ health status (measured
concurrently) using the Diagnostic Cost Groups
(DxCG) risk-adjustment model.15 In the absence
of ongoing risk adjustment for budgets, provider
groups could easily lose money if they encoun-
tered high adverse patient selection—that is, a
higher-than-typical proportion of sicker pa-
tients.
Second, groups can choose to participate in

the Alternative Quality Contract on a risk-
sharing basis rather than a full-risk arrange-
ment. Currently, the risk borne by groups ranges
from 50 percent to 100 percent. Groups that
accept 100 percent risk for being both over or
under budget retain all surpluses earned relative
to their budget and are financially responsible
for all deficits. Groups assuming less than
100 percent risk share both surpluses and defi-
cits with Blue Cross.
Third, all groups are required to have reinsur-

ance—a separate insurance policy that protects
them in the event of high-cost cases, in which a
patient’s medical spending exceeds a specific
threshold, such as $100,000. The policy value
generally covers 70–90 percent of the cost above
the threshold. Groups can purchase reinsurance
coverage from Blue Cross or another reinsurer.
Fourth, the Alternative Quality Contract in-

cludes a “unit cost corridor,” which increases
(or decreases) the global budget if Blue Cross
negotiates higher (or lower) fees with providers
than originally projected.16

Finally, some groups were concerned about
being locked into a five-year rate agreement even
if unforeseen events greatly increased their
costs. Therefore, in some cases an overall cost-
trend corridor, based on the experiences of all
Blue Cross HMO patients, allows Alternative
Quality Contract group budgets to be increased
to protect groups against significant trends that
affect all HMO business.17

Quality Incentive Payments
Prior versions of capitation were criticized for
creating financial incentives for medical groups
to withhold necessary care in order to save
money. Blue Cross has attempted to address this
criticism by creating quality incentive payments
of up to 10 percent of the total per member per
month payments. The incentive payments are
determined based on quality measures drawn
from nationally accepted sets of measures.
Groups can earn bonuses of up to 5 percent

based on their performance on thirty-two care
measures for ambulatory or office-based services
(Exhibit 1) and up to another 5 percent for their
performance on thirty-two measures of hospital
care (Exhibit 2). The incentive payments are not
incorporated into the budgets but must be
earned each year. The potential for up to 10 per-
cent additional earnings annually represents an
important source of revenue for these groups,
and the bonus may be used as each group deems
appropriate (for instance, investing in system
improvements or rewarding clinicians, staff,
and managers).
The quality bonus system is based on absolute

rather than relative performance. It is the same
for all groups and constant for the entire con-
tract period. Ultimately, the bonus depends on
an overall quality score that is created by aggre-
gating quality scores from each measure.
Specifically, for eachmeasure, there is a range

of performance targets (“gates”) enumerated in
Exhibit 1. The highest target (gate 5) is set at an
empirically derived score that available evidence
suggests can be achieved by an optimally per-
forming physician group or hospital. Gate 1 is
set at about the network median for each mea-
sure. For each measure a “gate score” is com-
puted linearly based on where the group scores
relative to the gate 1 and gate 5 thresholds. For
example, if a group’s performance is halfway
between gates 1 and 5, the group gets a 3 for that
measure. If it is 75 percent of the way from gate 1
to gate 5, the score for that measure is a 4. The
gate scores for each measure are then summed.
Outcome measures, such as controlling blood

pressure, are given triple weight compared to
process measures, such as breast cancer screen-
ing, and also compared to patient experience
measures, such as the quality of communication.
The annual quality payment is based on the ag-
gregated score. The relationship between the bo-
nus and aggregate score is S-shaped. Thus, a one-
unit increase in aggregate score generates a big-
ger increase in the bonus for groups around the
middle of the performance range relative to at
the top or bottom. The use of absolute perfor-
mance scores (as opposed to scores relative to
other groups) encourages groups to continu-

The use of absolute
performance
thresholds encourages
groups to
continuously improve.
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ously improve and to share best practices with
one another.
Ambulatory quality measures almost exclu-

sively reflect the performance of the group’s pri-

mary care practices, creating strong incentives
for groups to invest in primary care. The primary
care incentives of the Alternative Quality Con-
tract are notably different from traditional fee-

Exhibit 1

Alternative Quality Contract Ambulatory Quality Measures, Blue Cross Blue Shield Of Massachusetts, 2009

Measure Gate 1 Gate 5 Weight

Process

Depression
Acute-phase Rx 65.3 80.0 1.0
Continuation-phase Rx 49.6 70.0 1.0

Diabetes
HbA1c testing (2 times) 69.9 83.2 1.0
Eye exams 58.0 72.0 1.0
Nephropathy screening 79.7 91.4 1.0

Cholesterol management
Diabetes LDL-C screening 85.3 93.8 1.0
Cardiovascular LDL-C screening 85.3 93.8 1.0

Preventive screening/treatment
Breast cancer screening 77.1 90.0 1.0
Cervical cancer screening 83.5 92.4 1.0
Colorectal cancer screening 65.2 83.3 1.0

Chlamydia screening
Ages 16–20 45.9 63.7 0.5
Ages 21–24 50.1 67.3 0.5

Adult respiratory testing/treatment
Acute bronchitisa — — 1.0

Medication adherence
Digoxin monitoring 83.9 91.6 1.0

Pediatric testing/treatment
Upper respiratory infection 90.6 97.7 1.0
Pharyngitis 83.1 99.6 1.0

Pediatric well-care visits
<15 months 91.8 99.3 1.0
3–6 years 85.5 99.2 1.0

Adolescent well-care visits 60.0 87.7 1.0

Outcomes

Diabetes
HbA1c poor control 45.0 4.7 3.0
LDL-C control (<100 mg) 33.4 75.6 3.0
Blood pressure control (130/80) 30.9 47.3 3.0

Hypertension
Controlling high blood pressure 71.6 82.5 3.0

Cardiovascular disease
LDL-C control (<100 mg) 33.4 75.6 3.0

Patient experience

Patient experience (c/G CAHPS/ACES)—adult
Communication quality 91.0 98.0 1.0
Knowledge of patients 80.0 95.0 1.0
Integration of care 80.0 96.0 1.0
Access to care 79.0 96.0 1.0

Patient experience (c/G CAHPS/ACES)—pediatric 95.0 97.0 1.0
Communication quality 95.0 97.0 1.0
Knowledge of patients 89.0 93.0 1.0
Integration of care 85.0 91.0 1.0
Access to care 70.0 90.0 1.0

SOURCE Data from Blue Cross Blue Shield of Massachusetts. NOTES Gates are performance targets, with 5 being the highest and 1
being the network median for each measure. HbA1c is glycated hemoglobin. LDL-C is low-density lipoprotein cholesterol. C/G CAHPS/
ACES is Clinician and Group Consumer Assessment of Healthcare Providers and Systems/Ambulatory Care Experiences Survey. aThis
measure was reported in 2010 but was not included in the incentive payments. Thus, no performance targets (gates) were defined.
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for-service incentives, which motivate providers
to use highly specialized services and which
often leave primary care practices as just the
gateway to specialty care revenue.
The potential quality bonus is much higher

than typical pay-for-performance programs be-
cause it is a percentage of total per member per
month payments rather than just physician fees.
For example, primary care physician payments
currently make up about 10 percent of total net-
work medical spending. If a group allocates the
entire ambulatory quality bonus (up to 5 percent
of total per member per month spending) to

primary care physicians, these bonuses could
increase primary care physician payments con-
siderably.18

Technical Support For Participating
Groups
One of the biggest challenges that physician
groups face in managing population health is
incomplete data. US medical groups generally
lack data on care delivered outside of their
group, and they may not be informed in a timely
manner, or at all, when their patients are admit-

Exhibit 2

Alternative Quality Contract Hospital Quality Measures, Blue Cross Blue Shield Of Massachusetts, 2009

Measure Gate 1 Gate 5 Weight

Process

Acute myocardial infarction
ACE inhibitor/ARB for LVSD 89.1 98.9 1.0
Aspirin at arrival 98.3 1.0
Aspirin at discharge 98.2 1.0
Beta-blocker at arrivala 96.9 1.0
Beta-blocker at discharge 98.5 1.0
Smoking cessation 93.1 99.9 1.0

Heart failure
ACE inhibitor for LVSD 87.3 98.9 1.0
LVS function evaluation 95.1 100.0 1.0
Discharge instructions 71.4 98.5 1.0
Smoking cessation 88.3 99.6 1.0

Pneumonia
Flu vaccine 77.8 98.6 1.0
Antibiotics within 6 hours 95.6 99.8 1.0
Oxygen assessment 100.0 1.0
Smoking cessation 86.7 99.8 1.0
Antibiotic selection 87.4 95.4 1
Blood culture 91.0 98.0 1.0

Surgical infection
Antibiotic received 86.5 98.9 1.0
Received appropriate preventative antibiotic(s) 94.1 99.4 1.0
Antibiotic discontinued 77.9 96.2 1.0

Outcomes

In-hospital mortality, overall 2.15 0.88 1.0
Wound infection 0.30 0.09 1.0
Select infections due to medical care 0.18 0.02 1.0
AMI after major surgery 1.57 0.10 1.0
Pneumonia after major surgery 1.57 0.60 1.0
Postoperative PE/DVT 0.93 0.22 1.0
Birth trauma, injury to neonate 0.20 0.01 1.0
Obstetrics trauma, vaginal without instrument 3.54 1.54 1.0

Patient experience

Communication with nurses 72.6 81.2 1.0
Communication with doctors 78.1 85.5 1.0
Responsiveness of staff 58.4 76.4 1.0
Discharge information 77.7 90.4 1.0

SOURCE Data from Blue Cross Blue Shield of Massachusetts. NOTES Gates are performance targets with 5 being the highest and 1
being the network median for each measure. ACE is angiotensin-converting enzyme. ARB is angiotensin-receptor blocker. LVSD is left
ventricular systolic dysfunction. AMI is acute myocardial infarction. PE is pulmonary embolism. DVT is deep venous thrombosis.
aBecause the performance on this measure is so high, a single gate value is used. Providers meeting this threshold were
rewarded as if they met gate 5.
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ted to a hospital.
Blue Cross has developed a data-reporting sys-

tem that supports medical groups’ ability to im-
plement timely medical management. The sup-
port includes a series of regular data and
performance reports, consultative support,
and organized sessions where the groups meet
jointly and share best practices. The reports al-
low groups to monitor their performance on the
quality bonus measures as well as current per-
formance relative to their budgets. This informs
their efforts to address clinicalwaste and toman-
age referrals more effectively.
Blue Cross’s reporting emphasizes unex-

plained practice pattern variations that are both
clinically and financially important. Reports in-
clude both condition-specific variations in treat-
ment provided in a given medical or surgical
specialty and potentially avoidable use of hospi-
tal resources. The analyses of condition-specific
practice pattern variations demonstrate how
physicians within a given specialty—for exam-
ple, cardiology—differ from their peers in their
use of particular technologies, treatments, or
diagnostic tests for patients with the same
underlying clinical status.
The methodology, drawn from the work re-

ported by Robert Greene and colleagues,19 has
been used to demonstrate unexplained varia-
tions in practice patterns such as treatment for
conditions like knee, back, and hip pain; use of
brand-name medications rather than generics;
use of cardiac catheterization and coronary ar-
tery bypass graft procedures; use of advanced
imaging; nonurgent emergency department
care; and treatment of gastroesophageal reflux
disease.
Using a similar approach, Blue Cross provides

participating groups with data on three catego-
ries of potentially avoidable hospital use: admis-
sions that could have been avoided by appropri-
ate outpatient care for conditions like asthma
and diabetes; readmissions within thirty days
of a hospital discharge; and nonurgent emer-
gency department use.

Operation Of The Alternative Quality
Contract
Provider Perspective Throughout the contract
year, groups arepaidona fee-for-servicebasis, as
they were before the Alternative Quality Con-
tract. All Blue Cross payments for medical ser-
vices, whether delivered by providers inside an
Alternative Quality Contract group or by unaf-
filiated providers, are debited against the
group’s budget. Fee-for-service ratespaidbyBlue
Cross differ widely across individual hospitals
andphysician groups, creating strong incentives

for groups to direct referrals to low-cost provid-
ers. At year’s end, Blue Cross conducts a final
reconciliationwith eachgroup, paying the group
its surplus or recouping any deficit relative to the
budget.
Enrollee Perspective At present, the Alter-

nativeQuality Contract applies only toHMOand
POS plan enrollees. Because enrollees in such
plans are required to designate a primary care
physician, attribution of patients to primary care
physicians and to the provider’s budget is rela-
tively straightforward.
Blue Cross members are not formally notified

when they select a primary care physician who is
part of an Alternative Quality Contract group.
This is consistent with general industry practice
of not notifying patients when physician incen-
tives change. The fact that their primary care
physician is part of this contractmay be invisible
to the member, whose benefits remain identical
to those of other HMO and POS enrollees. Like
any other Blue Cross HMO or POS enrollee,
members with physicians in the Alternative
QualityContractmay seek care fromanynetwork
provider if they obtain a referral from their pri-
mary care physician prior to receiving spe-
cialty care.
Enrollee cost-sharing requirements are not af-

fected by the Alternative Quality Contract or by
whether or not the provider a patient sees is part
of an Alternative Quality Contract group. Thus,
enrollees do not have financial disincentives to
see providers outside of the relevant group. The
absence of such financial disincentives has the
potential to create conflict between patients and
primary care physicians, who may want to limit
referrals outside their own network. As with any
HMO or POS member, enrollees who are dissat-
isfied with their primary care physician—based
on difficulty in obtaining a referral or for any
other reason—have the option of changing
physicians. Thus, the Alternative Quality Con-
tract does not lock patients into any provider
network, but neither does it allow unrestricted
patient choice.
In fact, a considerable amount of care deliv-

ered to Alternative Quality Contract patients—

The Alternative
Quality Contract does
not lock patients into
any provider network.
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generally about one-third, according to Blue
Cross data—is delivered by other primary care
providers, specialists, or hospitals outside the
patients’ Alternative Quality Contract groups.
However, Blue Cross reports no change in the
rate of patients who switch to a newprimary care
physician.

Medical Groups’ Participation In
The Alternative Quality Contract
As of the end of 2009, eight provider groups had
joined the Alternative Quality Contract; four
more have since joined. The groups are diverse
in terms of size, geography, organizational
form, and prior experience with risk contracting
(Exhibit 3).
The Alternative Quality Contract groups in-

clude one independent multispecialty group
practice, several independent practice associa-
tions that contract on behalf of multiple smaller
physician groups, and several physician-hospital
organizations. Three of the groups, and some of
the practices that composed a fourth group, con-
tracted with Blue Cross on a risk-sharing basis
prior to signing the Alternative Quality Contract
in 2009. The rest of the groups were previously
paid on a fee-for-service basis.
It is noteworthy that although all Alternative

Quality Contract physicians are part of some
organizational structure that contracts on their
behalf, about 12 percent of participating physi-
cians are in one- or two-physician practices. For
these physicians, the independent practice asso-
ciation or other organizational structure pro-
vides an important basis for contracting and ad-

ministrative functions aswell as for performance
improvement initiatives. In contrast, physicians
practicing in very small practices butwithout any
larger organizational affiliation—about 16 per-
cent of Blue Cross’s network—would probably
need to join an existing organization or form a
new organization in order to manage success-
fully under this type of contract.
The smallest Alternative Quality Contract

group has seventy-two physicians, and the larg-
est group has well over 1,300. Five of the groups
include hospitals. Three are independent physi-
cian organizations without a hospital.
In some of the groups, the majority of physi-

cians are employed physicians—meaning that
they are directly employed by the hospital or
large physician group—and in others, most of
the physicians are independent practitioners.
In 2009 the Alternative Quality Contract covered
about 1,600 primary care physicians, represent-
ing just over one-quarter of the primary care
physicians in the Blue Cross HMO and POS net-
work, who care for about one-third of Blue
Cross’s HMO and POS plan members.
Importantly, several of the largest provider

networks initially chose not to participate in
the Alternative Quality Contract, including the
physician networks affiliated with Partners
Healthcare, Beth Israel Deaconess, UMass
Memorial Healthcare, and the Lahey Clinic.
Their concerns included their ability to manage
risk and the overall generosity of payment. Yet
despite these concerns, Blue Cross’s discussions
with these groups are ongoing, and, in fact, Beth
Israel Deaconess has recently signed an Alterna-
tive Quality Contract that begins January 2011.

Exhibit 3

Groups Enrolled In The Blue Cross Blue Shield Of Massachusetts Alternative Quality Contract Through 2009

Group name Description
No. of primary care
physicians

No. of
specialists

Typical physician
group sizea

No. of
hospitals

Prior BCBSMA
risk contract

Atrius Health Multispecialty
group

400 444 Large 0 Yes

Caritas Christi Network
Services

PHO 276 843 Small 6 No

Hamden County IPA IPA 72 0 Small 0 No

Lowell General PHO PHO 80 200 Small 1 No

Mt. Auburn Cambridge IPA IPA with aligned
hospital

112 399 Small 1 Yes

New England Quality Care
Allianceb

Hospital-owned
IPA

369 982 Mixed 0 For some
providers

Signature Healthcare Integrated system 50 109 Large 1 No

South Shore PHOc PHO 98 281 Small 1 No

SOURCE Data from Blue Cross Blue Shield of Massachusetts (BCBSMA). NOTES PHO is physician-hospital organization. IPA is independent practice association. a
“Small”

means that the majority of physicians practice in groups of five or fewer. “Large” means that the majority of physicians practice in groups of twenty-one or more.
bOrganization works with Tufts Medical Center. cThe number of physicians was estimated by Blue Cross. Other groups reported numbers of physicians.
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The initial AlternativeQuality Contract groups
represent a wide range of baseline cost and qual-
ity performance compared with the network
average. These groups ranked between fourth-
highest and thirty-seventh-highest out of thirty-
nine groups for 2008 total medical expenses,
according to data that Blue Cross reported to
the Massachusetts attorney general’s office.20

Similarly, their 2008 quality scores ranged from
the high end to the low end of network per-
formance.

Discussion
Blue Cross’s primary motivation for the Alterna-
tiveQuality Contract was to reduce the growth in
medical spending and improve quality and out-
comes. Several features of this contract program
differentiate it from past capitation models, in-
cluding the five-year contract period and quality
bonuses.
Aims Of The Contract Period The five-year

contract period achieves two important aims.
First, under prior versions of capitation with
shorter contract periods, groups that success-
fully controlled use or services were often “pun-
ished” by having to adhere to a lower global
budget in subsequent years. Under the longer-
term Alternative Quality Contract, groups will
have longer to reap the benefit of successful ef-
forts to control use. Second, because the growth
rates for the global budgets are specified in the
contract, premium increases for purchasers of
health insurance become more predictable.
The effect of the Alternative Quality Contract

on spending depends on the negotiated global
budgets relative to spending that would have
occurred otherwise. Although it was Blue Cross’s
intention that the Alternative Quality Contract’s
declining budget increases would yield cumula-
tively large savings even after accounting for an-
ticipated quality bonuses, this result is uncertain
because the trend throughout the BlueCross net-
work cannot be predicted with accuracy over the
five-year contract period. Moreover, it is plau-
sible that spending in the Alternative Quality
Contract could be higher during the initial con-
tract period than in the rest of the network be-
cause some initial budgets were set at relatively
generous rates to attract early adopters.
Over longer periods, the Alternative Quality

Contract can reduce spending growth by influ-
encing delivery system structures and processes.
If contracted groups invest in new infrastructure
such as more health information technology,
reorient practice culture to place a greater em-
phasis on primary care, and develop more-
efficient care models during the five years of
their first contract, they could be poised to oper-

ate profitably under future budget growth rates
that track the growth of the rest of the economy.
Many policy makers believe that a larger ratio

of global payment arrangements relative to other
payment reforms will be needed to drive large-
scale reorganization of delivery systems. It is
likely that successful Alternative Quality Con-
tract groupswill want to enter into global budget
contracts with other payers, thereby generating
broader system effects. Whether this slows
spending growth over amuch longer timeperiod
will depend on whether these efficiencies affect
the rate atwhichgroups adopt andusenewmedi-
cal technology and how rates are set after
five years.
Challenges To The System There are several

challenges facing the Alternative Quality Con-
tract system. One will be attracting more large
physician groups on terms that are consistent
with the goals of the contract. A second will be
finding ways to effectively engage groups that
now have limited infrastructure for managing
risk contracts.
Another important problem to consider is the

fact that patients’ financial incentives are gener-
ally not well aligned with the goal of careful use
of health care resources that is central to Alter-
native Quality Contracts. This could create con-
flicts as groups aim to keep patient referrals
within their core provider networks. Blue Cross
and contracted groups are working to address
these issues but might not succeed in doing so.
Past global payment models have failed be-

cause physicians were unable to manage risk.11

In the first year of the Alternative Quality Con-
tract, Blue Cross reports that all groupsmet their
budget targets and, in fact, achieved savings.
Subsequent analyses will evaluate changes that
may have generated these savings and will mon-
itor groups’ success against budget targets dur-
ing the five-year contract. All groups are also
reported to have earned significant quality bo-
nuses in the first year.

In the first year of the
Alternative Quality
Contract, all groups
met their budget
targets and, in fact,
achieved savings.
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Even if the Alternative Quality Contract is suc-
cessful for Blue Cross, other payers might not
find it easy to replicate the model. Because Blue
Cross is the largest insurer in Massachusetts, its
market share may be sufficient to induce mean-
ingful changes in a provider organization’s clini-
cal and financial operations. Furthermore, a sub-
stantial proportion of the plan’s business is in
HMO and POS products, which allow provider
organizations greater control over patient refer-
rals. Finally, Blue Cross has long-standing rela-
tionships with provider organizations in the
state. In contrast, large national health plans
may have relatively limited market share in
any given local area and relatively limited rela-
tionships with most local providers.
Public payers such as Medicare may be able to

surmount the problemof providermarket power
and even compel providers—or give them strong
incentives—to participate in global payment sys-
tems.Yet public payers (and private payers with
less local knowledge)may find itmoredifficult to
tailor their model to different organizations and
to support those organizations with data. It is
likely that Blue Cross’s success will reflect its
ability to work with providers who face unique
situations and to change certain details of the
model as needed, based on deep knowledge of
the market and providers. Public and many pri-
vate payers are likely to find such flexibilitymore
difficult.
Nevertheless, the Alternative Quality Contract

represents one possible vision for paying
accountable care organizations. Alternative
Quality Contract groups are responsible for
delivering care for a defined patient population
within an agreed-upon budget, with financial
rewards for meeting quality thresholds. The pri-
mary care orientation is consistent with medical
home models. But the Alternative Quality Con-
tract does not require participating groups to
exhibit any particular structure, nor does it re-
quire that groups invest additional funds in pri-
mary care payment and infrastructure.

Differences From Medicare Shared Sav-

ings Model The Alternative Quality Contract
differs from the shared savings model proposed
for paying Medicare accountable care organiza-
tions under the Affordable Care Act in a number
of important ways. First, the Alternative Quality
Contract groups bear significant financial risk
for failure to meet budget targets. Medicare
ACOs may not bear significant financial risk if
they fail to meet budget targets.21

Second, Blue Cross members can be in the
Alternative Quality Contract only if they are en-
rolled in anHMOorPOSplan inwhich theymust
select a primary care provider. There is no such
requirement for Medicare fee-for-service benefi-
ciaries. There are many advantages to having
beneficiaries select their ownprimary carephysi-
cian. It allows primary care physicians and affili-
atedmedical groups toknowaheadof timewhich
patients they are responsible for.
In contrast, although the proposed method of

assigning Medicare beneficiaries to accountable
care organizations is consistent with the pro-
gram’s emphasis on freedom of choice, it con-
tinues a fundamental disconnect between ben-
eficiary responsibilities and the goals of care
systems.
Third, the Alternative Quality Contract is

based on negotiated payment rates and budgets.
Groups are paid differing amounts based on his-
torical differences in care patterns, severity of
patients’ medical conditions, and negoti-
ated rates.
BlueCross’s decision to set baseline budgets in

accordance with each group’s current spending
levels was considered necessary to attract volun-
tary participation. Nevertheless, provider mar-
ket power has become a major concern of both
employers and health insurers. Conceivably,
Blue Cross or other insurers could have difficulty
negotiating annual budget growth rates below
prevailingmedical trends, if providers retain suf-
ficient market power to dictate rates.
In contrast, the budget targets of Medicare

ACOs will probably be based on administered
prices that vary much less than Blue Cross’s ne-
gotiated rates. Spending growth will therefore
depend on congressional decisions about Medi-
care spending.
Conclusion The Alternative Quality Contract

represents a global payment model intended to
control spending growth and improve quality
and outcomes. The same goals are behind policy
makers’ efforts to encourage growth of account-
able care organizations.
Models like the Alternative Quality Contract

create stronger financial incentives for improv-
ing the value of care. By requiring that members
have a primary care physician, they also give
medical groups more ability to engage patients

Some form of provider
accountability for
resource use seems
essential to reining in
spending growth.
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and coordinate care.
Barriers to success of the Alternative Quality

Contract remain.Yet simply clinging to, or mod-
estly rearranging, the fee-for-service payment
systems of the past is not a viable option for
long-term sustainability. Some form of provider
accountability for resource use seems essential

to reining in annual health care spendinggrowth
rates that continually outpace income growth
rates. Pairing accountability for spending with
accountability for quality, as the Alternative
Quality Contract does, seems an important foun-
dation or design principle for the reforms that
will be tested in the years ahead. ▪

The authors thank Angela Li, Megan
Bell, Matthew Day, Deb Devaux, Pat
Gilligan, and Nicole DeVita, all of Blue
Cross Blue Shield of Massachusetts, for
their help in developing this manuscript.
Funding for this project was provided by
the Commonwealth Fund.

NOTES

1 Hillman A, Pauly M, Kerstein J. How
do financial incentives affect physi-
cians’ clinical decisions and the fi-
nancial performance of health
maintenance organizations? N Engl
J Med. 1989;321(2):86–92.

2 Stearns S, Wolfe B, Kindig D.
Physician responses to fee-for-
service and capitation payment. In-
quiry. 1992;29(4):416–25.

3 Shrank W, Ettner SL, Slavin PH,
Kaplan HJ. Effect of physician
reimbursement methodology on the
rate and cost of cataract surgery.
Arch Ophthalmol. 2005;123:1733–8.

4 Shafrin J. Operating on commission:
analyzing how physician financial
incentives affect surgery rates.
Health Econ. 2010;19:562–80.

5 Chernew ME, Cowen ME, Kirking
DM, Smith DG, Valenstein P,
Fendrick AM. Pharmaceutical cost
growth under capitation: a case
study. Health Aff (Millwood).
2000;19(6):266–76.

6 Oleske DM, Branca ML, Schmidt JB,
Ferguson R, Linn ES. A comparison
of capitated and fee-for-service
Medicaid reimbursement methods
on pregancy outcomes. Health Serv
Res. 1998;33(1):55–73.

7 Kralewski JE, Rich EC, Feldman R,
Dowd BE, Bernhardt T, Johnson C,
et al. The effects of medical group
practice and physician payment
methods on costs of care. Health
Serv Res. 2000;35(3):591–613.

8 Krieger JW, Connell FA, LoGerfo JP.
Medicaid prenatal care: a compari-
son of use and outcomes in fee-for-
service and managed care. Am J
Public Health. 1992;82(2):185–90.

9 Landon BE, Normand SL, Meara E,
Qi Z, Simon SR, Frank R, et al. The

relationship between medical prac-
tice characteristics and quality of
care for cardiovascular disease. Med
Care Res Rev. 2008;65(2):167–86.

10 Berwick DM. Quality of health care.
Part 5: Payment by capitation and
the quality of care. N Engl J Med.
1996;335(16):1227–31.

11 Robinson JC. The end of managed
care. JAMA. 2001;285(20):2622–8.

12 Mechanic D. The managed care
backlash: perceptions and rhetoric
in health care policy and the poten-
tial for health care reform. Milbank
Q. 2001;79(1):35–54.

13 Center for Studying Health System
Change. CTS physician surveys and
the HSC health tracking physician
survey [Internet].Washington (DC):
The Center; 2008 [cited 2010 Sep
28]. Available from: http://www.
hschange.com/index.cgi?data=04

14 Global payments for some Alterna-
tive Quality Contract groups do not
include mental health and substance
abuse treatment services. In those
groups, providers of those services
are paid on a fee-for-service basis,
and the expense is not counted to-
ward the group’s budget target.

15 The DxCG model is proprietary
software available from Verisk
Health. It is based on statistical
analysis of claims data. The model
generates a risk score for individuals
that predicts spending based on di-
agnostic codes that appear in claims
data. Because the risk adjustment is
based on concurrent claims, final
payment is not determined until the
middle of the following year. How-
ever, groups are given regular up-
dates of their risk profile and per-
formance during the year. For

example, the risk adjustment for
2009 was based on 2009 claims.
Those claims are considered com-
plete after April 2010, and analysis
lasts until the fall of 2010.

16 If the unit cost (price) changes for a
hospital used frequently by an Al-
ternative Quality Contract group, the
budget trend for that group is ad-
justed to account for that change.

17 For example, some groups may have
their budget increase adjusted so
that it never deviates from the overall
Blue Cross HMO trend by more than
a fixed amount (typically 2 percent).
This illustrates the flexibility that
Blue Cross uses in negotiating con-
tracts.

18 Because of risk adjustment, groups
that keep their patients healthier
may receive lower risk scores and
thus lower payments.

19 Greene RA, Beckman HB, Mahoney
T. Beyond the efficiency index:
finding a better way to reduce over-
use and increase efficiency in
physician care. Health Aff (Mill-
wood). 2008;27(4):w250–9. DOI:
10.1377/hlthaff.27.4.w250

20 Office of Massachusetts Attorney
General Martha Coakley. Examina-
tion of health care cost trends and
cost drivers [Internet]. Boston
(MA): The Office; 2010Mar 16 [cited
2010 Dec 7]. Available from: http://
www.mass.gov/Cago/docs/
healthcare/final_report_w_cover_
appendices_glossary.pdf

21 McClellan M, McKethan AN, Lewis
JL, Roski J, Fisher ES. A national
strategy to put accountable care into
practice. Health Aff (Millwood).
2010;29(5):982–90.

Accountable Care Organizations

60 Health Affairs January 2011 30:1

at BRANDEIS UNIV LIBRARY
 on January 3, 2013Health Affairs by content.healthaffairs.orgDownloaded from 



ABOUT THE AUTHORS: MICHAEL E. CHERNEW, ROBERT E. MECHANIC,
BRUCE E. LANDON & DANA GELB SAFRAN

Michael E. Chernew
is a professor of
health care policy
at Harvard Medical
School.

Michael Chernew, Robert
Mechanic, Bruce Landon, and Dana
Gelb Safran introduce Health
Affairs readers this month to the
Alternative Quality Contract, a new
payment model for providers
initiated by Blue Cross Blue Shield
of Massachusetts. All four authors
view payment reform as
fundamental to controlling cost
growth in health care, and they
believe that the Alternative Quality
Contract could influence similar
initiatives across the country.
The authors came together under

the auspices of Blue Cross Blue
Shield. Safran, who is the health
insurer’s senior vice president for
performance measurement and
improvement, sought a top-flight
evaluation of the program. The
result was what she describes as
this “trifecta” in health services
research, bringing together
Chernew’s expertise with global
payments, Landon’s work in quality
measurements, and Mechanic’s
research in the leadership and
culture of health care
organizations.
Lead author Chernew is a

professor of health care policy in
the Department of Health Care
Policy at Harvard Medical School
and also serves as the director of
Harvard’s program for value-based
insurance design. Chernew received

his doctorate in economics from
Stanford University and is a
member of the Institute of
Medicine.

Robert E. Mechanic
is a senior fellow at
the Heller School,
Brandeis University.

Mechanic is a senior fellow at
the Heller School for Social Policy
and Management at Brandeis
University and executive director of
the Health Industry Forum, a
national organization devoted to
developing strategies to improve
the quality and effectiveness of US
health care. Before joining
academe, Mechanic also ran a
strategic health care consultancy;
worked with the Massachusetts
Hospital Association; and was a
vice president of the Lewin Group,
where his practice focused on
hospital finance, state health
policy, and health care reform.
Mechanic holds a master of
business administration degree in
finance from the Wharton School,
University of Pennsylvania.

Bruce E. Landon is
an associate
professor of health
care policy at
Harvard Medical
School.

Landon, like Chernew, is a
member of Harvard Medical
School’s Department of Health
Care Policy, where he is an
associate professor. He also is an
associate professor of medicine at
Beth Israel Deaconess Medical
Center, where he practices internal
medicine. He holds a master of
business administration degree
from the Wharton School, and he
also completed his medical degree
at the University of Pennsylvania.
Landon is particularly interested in
studying organizational approaches
to improving the quality of care.

Dana Gelb Safran
is senior vice
president for
performance
measurement and
improvement at
Blue Cross Blue
Shield of
Massachusetts.

Safran leads the Blue Cross Blue
Shield of Massachusetts initiatives
to measure and improve health
care quality, safety, and outcomes.
She is also an associate professor
of medicine at the Tufts University
School of Medicine. Safran
received a doctorate in health
policy from the Harvard School of
Public Health.

January 2011 30: 1 Health Affairs 61

at BRANDEIS UNIV LIBRARY
 on January 3, 2013Health Affairs by content.healthaffairs.orgDownloaded from 


