
20  |  ALLIANCE FOR HEALTH POLICY HANDBOOK CHAPTER 3

Overview  
As discussed in Chapter 1 of this Handbook, bud-
getary pressures are spurring policymakers at every 
level to examine the drivers of high spending. In 2018, 
spending on hospitals and physicians accounted for 
33 and 20 percent respectively of U.S. national health 
expenditures (NHE) – or, over half of all health care 
spending (See Fig.3.1). Further, a recent analysis found 
that the U.S. spends an average of $6,624 per person 
on inpatient and outpatient services compared to 
$2,718 per person in comparable countries. This trend 
exists despite the U.S. having shorter average hospi-
tal stays and fewer physician visits per capita. Thus, 
a comprehensive discussion of health care spending 
must examine spending on, and payment rates for, 
hospital and physician services. 

For various reasons, rates for the same service 
can vary significantly across Medicare, Medicaid, 
and commercial plans, and also across states and 
regions. Additionally, underpayment for some 
services such as primary care, and overpayment 
for others, is a recurring issue. The impacts of 
high health spending and irregular provider rates 
are often felt most acutely by individuals and 
households through higher out-of-pocket costs or 
unexpected bills (so-called “surprise billing”). As 
health care spending rises and consumer issues 
come into sharper focus on the national stage, 
states and federal agencies are interested in 
understanding provider rates and the outcomes 
we pay for.  

3 | �Provider 
Rates

https://www.cms.gov/files/document/highlights.pdf
https://www.healthsystemtracker.org/brief/what-drives-health-spending-in-the-u-s-compared-to-other-countries/
https://www.healthsystemtracker.org/brief/what-drives-health-spending-in-the-u-s-compared-to-other-countries/
https://jamanetwork.com/journals/jama/fullarticle/2760721
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“Health care provider” is a broad term that encom-
passes the various people, entities, or companies 
that deliver a health care service to patients. These 
may include nurses, medical equipment, outpatient 

surgery clinics, etc. This Handbook focuses primarily 
on hospital and physician payments. 

The Medicare program relies primarily on fee-for-ser-
vice (FFS) payments to hospitals and physicians made 

Provider Payments  
in Medicare 

Figure 3.1 Health Spending by Type of Service or Product (2019)  

Source: “National Health Expenditures 2019 Highlights.” U.S. Centers for Medicare & Medicaid Services. December 16, 2020.  
Available at http://allh.us/N9bM.
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through prospective payment systems. The Centers 
for Medicare and Medicaid Services (CMS) establishes 
a base payment rate for a unit of service. The hospi-
tal and physician payment systems – formally named 
the Inpatient Prospective Payment System (IPPS), 
the Outpatient Prospective Payment System (OPPS), 
and the Medicare Physician Fee Schedule (MPFS) – 
are updated annually through a notice of proposed 

rulemaking (NPRM) process. These rules are usually 
submitted in the spring and summer for a comment 
period, and finalized in the fall. Implementation for 
these rules is meant to start the next fiscal year or 
calendar year, depending on the rule’s schedule.1 
Together, these systems establish how much Medicare 
will pay for more than 745 hospital diagnosis-related 
groups (DRGs) and 8,000 HCPCS/CPT codes. 

GLOSSARY OF TERMS
Inpatient Care: Treatment received only when 
a physician formally admits someone to a 
typically more specialized health care entity 
such as a hospital. Inpatient status ends when 
a physician formally discharges the patient. 

Outpatient Care (or Ambulatory Care): Clinics, 
doctor’s offices, urgent care centers, walk-in 
labs, and ambulatory surgery centers are 
considered outpatient settings. Care in an 
emergency department is usually considered 
outpatient, even though they are typically con-
nected to a hospital. 

Hospital Inpatient Services vs. Hospital 
Outpatient Services: Hospital inpatients typ-
ically are severely ill or have suffered severe 
trauma. Still, inpatients can receive more rou-
tine services such as non-emergency surger-
ies, x-rays, and infusion therapies. Conversely, 
people can obtain more routine care (such as 
diagnostic and treatment services) at a hospital, 
but be considered outpatients. The admittance 
distinction impacts how insurance plans will 
pay for them. Inpatient care is usually more 
expensive than outpatient care.

In-Network: The facilities, providers, and sup-
pliers a health insurer or plan has contracted to 
provide health care services. These entities are 
only considered in-network for a given insur-
ance plan as payers create their own networks 
on a plan by plan basis. 

Out-of-Network: Any facility, provider, or 
supplier that has not formally contracted with 
an insurer or accepted their negotiated rates. 
These providers are typically more expensive 
than in-network providers.

Fee-for-Service (FFS): Payment system in which 
clinicians and facilities are paid for each service 
performed and do not typically account for care 
management or coordination. The majority of 
the U.S. health care system is based on FFS 
payments. 

Value-Based Payments (VBP): Payment systems 
that attempt to move away from the FFS system 
and pay providers based on quality, cost of 
care, and other outcome metrics. There are var-
ious approaches and demonstrations, including 
pay-for-performance and alternative payment 
models (APMs).

1   Medicare rules are either fiscal year or calendar year rules. For example, IPPS is effective October (fiscal year) and OPPS is effective 
January 1 (calendar year).

https://www.cms.gov/Medicare/Medicare-Fee-for-Service-Payment/AcuteInpatientPPS
https://www.cms.gov/Medicare/Medicare-Fee-for-Service-Payment/HospitalOutpatientPPS
https://www.cms.gov/Medicare/Medicare-Fee-for-Service-Payment/PhysicianFeeSched
http://www.chqpr.org/downloads/SettingthePaymentLevel.pdf
https://www.cms.gov/Medicare/Fraud-and-Abuse/PhysicianSelfReferral/List_of_Codes
https://www.medicare.gov/coverage/outpatient-hospital-services
https://www.medicare.gov/coverage/outpatient-hospital-services
https://www.medicare.gov/Pubs/pdf/11435-are-you-an-inpatient-or-outpatient.pdf
https://www.cms.gov/CCIIO/Resources/Forms-Reports-and-Other-Resources/Downloads/uniform-glossary-final.pdf
https://www.cms.gov/CCIIO/Resources/Forms-Reports-and-Other-Resources/Downloads/uniform-glossary-final.pdf
http://hcp-lan.org/workproducts/apm-framework-onepager.pdf
https://innovation.cms.gov/innovation-models
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However, underpayment for some services such as 
primary care, and overpayment for others, is a peren-
nial issue. Given that these annual rules affect many 
health care stakeholders, they are contentious, as small 
updates or revaluing of services can change total expen-
ditures by billions. Medicare payment changes occur 
via regulation and within the parameters that Congress 
passed to establish the payment systems. Stakeholders 
approach congressional staff to discuss the impacts of 
proposed payment changes on providers, services, and 
technologies – and place pressure on CMS to advance 
or pull back proposed changes – or even to reverse or 
delay payment changes via legislation. 

Note that in 2015 Congress passed the Medicare 
Access and CHIP Reauthorization Act (MACRA) that 
established two new “pathways” or methodologies for 
calculating payment updates for physician services: 
the Merit-Based Incentive Payment System (MIPS) and 
the Advanced Alternative Payment Model (APM). While 
both aim to gradually link payment to the value of care 
delivered, the programs have been difficult to imple-
ment and may significantly reduce physician payments 
in the coming few years. If this is the case, physicians 
and other stakeholders are likely to continue pushing 
Congress to intervene – either to hold or blunt the 
cuts’ impacts in MIPS or extend bonus opportunities 
for those in the Advanced APM pathway.

While less is known about payment rates for hospitals 
and providers participating in the Medicare Advantage 
(MA) program, recent studies have found that they 

generally mirror those of Medicare FFS. Experts attri-
bute this to several facts, including MA plan rates are 
based on Medicare FFS spending, restrictions against 
balance billing for MA patients treated by out-of-net-
work providers, and greater acceptance among plans,  
hospitals, and providers of alignment in rates across 
the two. With one in three Medicare beneficiaries 
joining Medicare Advantage plans, changes to the pro-
gram and provider payment rates can have significant 
budgetary impacts.

For more information on how Medicare provider 
payment functions, visit Medicare Payment Advisory 
Commission (MedPAC)’s Payment Basics page. 

Provider Payments 
in Medicaid 

States have significant flexibility in setting provider 
payment rates in their Medicaid programs, yet there 
are general federal requirements. Rates must be 
consistent with the efficiency, economy, and quality 
of care, and be sufficient to supply access to care and 
benefits equivalent to the general population in the 
same geographic area. Payments can be made either 
through FFS, in which providers are paid directly for 
services received by beneficiaries, or through man-
aged care plans, in which states pay managed care 

Underpayment for some services such 
as primary care, and overpayment for 
others, is a perennial issue. 

https://www.everycrsreport.com/reports/R43962.html
https://qpp.cms.gov/about/qpp-overview
https://www.cbo.gov/system/files/115th-congress-2017-2018/workingpaper/52567-hospitalprices.pdf
http://allh.us/jkvB
https://www.kff.org/medicare/fact-sheet/medicare-advantage//
http://www.medpac.gov/-documents-/payment-basics
https://www.ssa.gov/OP_Home/ssact/title19/1902.htm
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plans for each beneficiary enrolled in the plan. The 
managed care plan then pays providers for the ser-
vices they deliver to beneficiaries. While over 80% of 
Medicaid beneficiaries receive some benefits or care 
through managed care, the majority of high-cost pop-
ulations and delivery of high-cost services still occurs 
in FFS. Thus the majority of state spending still occurs 
through FFS arrangements.

Under FFS, states use various methods (approved by 
CMS) to set inpatient payment rates, including reim-
bursement based on reported costs, number of hospital 
days, or diagnosis-related groups (DRGs). States have 
the latitude to set payments for physician services, 
with most using a fee schedule as with Medicare and 
commercial payers. In addition, states also make sup-
plemental payments in both FFS and managed care 
systems that are both separate and on top of services 
rendered. These payments aim to support quality or 

KEY PROVIDER PAYMENT ISSUES FOR THE 117TH CONGRESS
•   During COVID-19, Congress and the Administration took steps to make telemedicine more 

accessible by increasing payment rates for remote care and offering regulatory flexibilities. 
Providers and patient advocates are pushing for many of these changes to be retained 
indefinitely. However, Congress will likely weigh how to balance expanding access to telehealth 
with concerns about waste, fraud, and abuse. 

•   Conversely, several issues across the next two years could increase scrutiny over how provider 
payment rates are set and how they could be limited, including federal and state budget pressures, 
the Medicare Hospital Trust Fund’s potential insolvency, and calls for greater transparency about the 
results of the emergency financial aid given to provider entities during the pandemic.

•   Appeals from constituents and patient advocates are likely to intensify about addressing high 
consumer out-of-pocket costs beyond surprise billing, including lowering premiums, co-pays, and 
deductibles. Some policy approaches to reduce out-of-pocket costs involve reducing or capping 
provider and hospital rates. 

•   Data demonstrating a growing differential between commercial, Medicare, and Medicaid provider 
payment rates and consolidation as a primary driver will pressure policymakers to examine federal 
policy levers that could address these issues across all markets.

delivery system reform initiatives or may attempt to 
adjust total reimbursement for facilities that serve a 
complex patient population (rural or safety-net). 

The Medicaid and CHIP Payment and Access 
Commission (MACPAC) estimated that, on average, 
Medicaid FFS physician payment rates are two-thirds 
that of Medicare payment rates. As a result, there 
have been long-standing concerns that low Medicaid 
payment rates discourage provider participation in 
the program and can limit beneficiary access to care. 
However, once supplemental payments for hospitals 
and nursing facilities are taken into account, the ratio 
of Medicaid to Medicare payments evens out, and,  
in some states, Medicaid payment to hospitals may  
be higher.

For more information on how Medicaid provider pay-
ment functions, visit MACPAC’s Provider Payment and  
Delivery Systems pages.

https://www.macpac.gov/medicaid-101/provider-payment-and-delivery-systems/
https://www.macpac.gov/subtopic/provider-payment/
http://allh.us/dXby
http://allh.us/dXby
https://www.allhealthpolicy.org/pandemic-flexibilities-in-long-term-care/
https://www.allhealthpolicy.org/medicare-solvency-projections-and-potential-policy-solutions/
https://www.allhealthpolicy.org/an-expert-discussion-on-the-provider-relief-fund/
https://www.macpac.gov/medicaid-101/provider-payment-and-delivery-systems/
https://www.macpac.gov/publication/medicaid-hospital-payment-a-comparison-across-states-and-to-medicare/
https://www.macpac.gov/topics/provider-payment/
https://www.macpac.gov/medicaid-101/provider-payment-and-delivery-systems/
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Provider Payments 
in Commercial 
Plans 

Commercial plans set payment rates for providers 
primarily through negotiation with providers in a given 
region. While many commercial payers have based 
their payment systems – and even payment levels – on 
Medicare, several factors influence negotiated payment 
rates. These include the number of enrollees in the plan 
(their market share), geography, and relative size, or 
market concentration, of payers versus hospitals and 
physician practices in a given area. A market with one or 
two dominant insurers will have more negotiating power 
for lower rates relative to a different market with several 
payers and a more dominant health system with the 
ability to negotiate higher payment rates. 

Historically, payment rates between commercial plans 
and providers are also not usually public. Experts 
note that this can impede the identification of high-
value providers and can contribute to price increases 
without public scrutiny. For years, states have been 
implementing all-payer claims databases databases 
(APCDs) to advance cost transparency, better under-
stand geographic variations in price and utilization, and 
track healthcare spending trends, among other goals. 
APCDs are large databases used to collect medical, 
pharmacy, and usually dental claims, as well as eligi-
bility and provider files from private and public payers. 
Nearly 20 states have APCDs, with five more in the 
implementation phase. Yet data collected is typically 
incomplete, as only a handful of these state APCDs 
make the data public, and states cannot require fed-
erally regulated plans – typically large employer plans 
– to submit data. State cost transparency efforts are 
growing – and will continue to influence congressional 
discussions on price transparency for providers.

For more information about how commercial plan 
provider payment functions, see this Congressional 
Research Service report, as well as this America’s 
Health Insurance Plans’ Guide to Understanding Health 
Plan Networks. 

Provider Rate 
Disparities Between 
Private and Public 
Payers 

Given the various factors that can affect commercial 
plan and provider negotiations, there is significant 
variability in payment rates depending on a market’s 
characteristics. A 2020 study by the Health Care Cost 
Institute found that the average commercial costs 
for medical professional services range from 98% of 
Medicare in Alabama to 188% of Medicare in Wisconsin. 
Across the country, prices paid for inpatient and 
medical care have been rising rapidly. Among large 
employer plans, the cost of inpatient admissions for 

Given the various 
factors that can 
affect commercial 
plan and provider 
negotiations, 
there is significant 
variability in payment 
rates depending 
on a market’s 
characteristics.

http://www.chqpr.org/downloads/SettingthePaymentLevel.pdf
http://www.chqpr.org/downloads/SettingthePaymentLevel.pdf
https://www.apcdcouncil.org/publication/informing-health-system-change-use-all-payer-claims-databases
http://www.rwjf.org/content/dam/farm/reports/issue_briefs/2014/rwjf409988
https://www.apcdcouncil.org/state/map
http://allh.us/kTwX
https://www.ahip.org/wp-content/uploads/2018/08/ConsumerGuide_PRINT.20.pdf
https://www.ahip.org/wp-content/uploads/2018/08/ConsumerGuide_PRINT.20.pdf
https://healthcostinstitute.org/in-the-news/health-care-cost-institute-wide-variation-in-commercial-prices-vs-medicare-rates-across-within-u-s-states
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surgical care almost doubled from $25,054 to $47,345 
from 2008 to 2018 and from $11,545 to $21,395 for 
medical care over the same time period. While prices 
are rising everywhere, they vary widely (See Fig. 3.2). 
For example, the average cost of an inpatient admission 
for those in large employer plans ranged from $18,392 
in St. Louis to $31,744 in San Diego. 

A recent study also examined the relationship between 
Medicare and commercial physician payments and esti-
mated that a $1.00 increase in Medicare payments was 
associated with a $1.16 increase in commercial pay-
ments to physicians. The study illustrated the impact of 
Medicare on commercial payments and underscores 
why policymakers often view the Medicare program as 
a lever for commercial market changes. Neither growth 
in provider rates nor geographic variations in costs are 

new – but the pressure may be greater than before 
given the impacts on all markets and individual and 
family premiums and cost-sharing.

The price differential among payers – with commercial 
rates being higher than Medicare and Medicaid – has 
been studied extensively, especially in the hospital 
sector. However, there are concerns that the disparities 
in payments have increased in recent years (See Fig. 
3.3). A study of ESI plans recently found that in 2017, 
employers and private insurers paid 247% of what the 
Medicare program would have paid for services at the 
same facilities – up from 224% in 2016 and 230% in 
2017. These studies may increase calls for price trans-
parency or an examination of how Medicare can be a 
lever to reduce differentials between government and 
commercial rates.

Figure 3.2: Example of Price Variation Across Metropolitan Areas  
(C-Section Delivery, 2017) 

Source: “Past the Health Marketplace Index, Volume 1: Exploring the Actual Prices Paid for Specific Services by Metro Area.” Kennedy, K., 
Clayton, E., Johnson, B., et al. Health Care Cost Institute. November 2020. Available at http://allh.us/URXM. 

C-section delivery prices varied from $5,142 (Knoxville, TN) to $21,890 (San Francisco, CA).

Median Price $5,000 $15,000

http://allh.us/keDQ
http://allh.us/keDQ
https://www.journals.uchicago.edu/doi/full/10.1086/689772
https://employerptp.org/wp-content/uploads/2020/09/RAND-3.0-Report-9-18-20.pdf
http://allh.us/URXM
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State and Federal 
Policy Activity on 
Provider Costs

The last few years have seen an increase in state 
activity and national discussion on hospital and 
physician pricing. States have been more active on the 
issue and are implementing several policy changes. 
Policy approaches fall into broad themes, including 
market-based policies, consumer transparency efforts, 
and shifting to pay for performance or value-based 
payment systems.

Some states have been working with CMS and the 
Center for Medicare & Medicaid Innovation (CMMI) to 

address high spending by shifting payments systems 
to value-based models. These initiatives attempt to, 
among other things, pay providers based on the total 
cost of care and/or outcomes metrics. Maryland is the 
only state in the country to use an all-payer rate-set-
ting system for hospital services, which has evolved 
considerably since its inception in the 1970s. States 
are also using the Affordable Care Act Marketplaces 
to address provider pricing via public options – 
although their design varies widely from state to state. 
Washington is the first state to implement a public 
option-type approach, which caps provider and facil-
ity payments at 160% of Medicare costs (excluding 
pharmacy benefits). 

Health care market consolidation (i.e., mergers, acqui-
sitions, and other affiliations that reduce the number of 
competitors in a health care market) is often cited as 

Source: “How has U.S. Spending on Health Care Changed Over Time?” Kamal, R., McDermott, D., Ramirez, G., et al. 
Peterson - KFF Health System Tracker. December 23, 2020. Available at http://allh.us/njYK.

Fig 3.3 Cumulative Growth in Per Enrollee Spending by Private Insurance, Medicare,  
and Medicaid (2008–2019)
On a per enrollee basis, private insurance spending has grown much faster than Medicare and Medicaid spending.
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http://allh.us/8fxK
https://innovation.cms.gov/innovation-models/maryland-all-payer-model
http://allh.us/pPyw
https://www.healthcarevaluehub.org/advocate-resources/publications/addressing-consolidation-healthcare-industry
http://allh.us/njYK
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a noteworthy driver of hospital and physician pric-
ing issues. Examples of state options to address the 
impacts of provider consolidation include, collecting 
data via APCDs, creating independent or multi-agency 
review commissions, controlling costs by restricting 
facility fees, and tying rates for public purchasers to 
Medicare rates.

While state initiatives and experimentation are 
essential, policy discussions and changes must occur 
at both levels. State policymakers may better under-
stand local market considerations, but lack some of 
the broader policy levers and options available to the 
federal government. 

At the national level, recent congressional and admin-
istrative approaches have focused on increasing 
price transparency and addressing “surprise bills.” In  
2019-2020, one in five insured individuals received a 
“surprise bill” or unexpected bill from an out-of-net-
work provider, which spurred greater scrutiny over pro-
vider payment practices. Debate throughout the 116th 
Congress led to surprise billing legislation passing at 
the very end of 2020. The new law prohibits providers 
from billing patients more than in-network cost-shar-
ing for emergency and specific non-emergency care. 
Despite these new protections, ongoing discussions 
about addressing higher out-of-pocket costs more gen-
erally in the form of premiums, copays, and deductibles 
are likely to intensify. 

On January 1, 2021 – after extensive litigation from the 
hospital industry – a new CMS rule on hospital price 
transparency took effect requiring hospitals to publish 
consumer-friendly lists of their charges for their 300 
most “shoppable services” – including minimum and 
maximum rates negotiated with private payers. The 
rule applies to hospitals, excluding ambulatory surgery 
centers and individual providers not employed by a 
hospital. Additionally, in October 2020, a complemen-
tary rule was finalized imposing new transparency 
requirements on most group health plans (employ-
er-sponsored health plans) and health insurers in the 
individual and group markets. Congress and CMS will 
face ongoing pressure to strengthen the enforcement 
of these rules and broaden its scope. 

These state and federal actions will influence future 
policymaking – at least with continued calls for  
measures to address out-of-pocket costs. If Congress 
feels the pressure to respond to rising costs for com-
mercially and publicly insured patients, then efforts 
could broaden for federal policymakers to identify 
options to address pricing issues by leveraging 
Medicare, the ACA Marketplaces, or other national 
oversight mechanisms. 

This Handbook was organized by the Alliance for 
Health Policy in partnership with Health Affairs,  
and made possible with generous support from  
Arnold Ventures. 

While state initiatives and 
experimentation are essential, policy 
discussions and changes must occur at 
both the state and federal levels.

https://www.nashp.org/wp-content/uploads/2020/08/Vertical-Consolidation-8-4-2020.pdf
https://www.chcf.org/wp-content/uploads/2020/01/CommissioningChangeFourStatesAdvisoryBoards.pdf
https://www.arnoldventures.org/stories/a-lesson-from-states-curtailing-anticompetitive-health-care-consolidation/
https://institutes.kpmg.us/healthcare-life-sciences/articles/2020/price-transparency.html
https://jamanetwork.com/journals/jama/fullarticle/2760721
https://www.healthaffairs.org/do/10.1377/hblog20201217.247010/full/
https://www.healthaffairs.org/do/10.1377/hblog20201101.662872/full/
https://www.cms.gov/hospital-price-transparency
https://www.cms.gov/hospital-price-transparency
https://www.cms.gov/newsroom/fact-sheets/transparency-coverage-final-rule-fact-sheet-cms-9915-f
https://www.cms.gov/newsroom/fact-sheets/transparency-coverage-final-rule-fact-sheet-cms-9915-f
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