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Payment Considerations of 
Payor-Provider Convergence 
Best practices in negotiating convergence arrangements 

By john Barnes 

H ealth care re imbu rsemen t is going 
th rough a me tamorphosis. Payors are 
entering into arrange ments where they 

look more li ke provide rs. Likewise, providers 
are en tering into a rrangements whe re they 
look more li ke payors. Consequently, the long
established line between payors and providers 
is blurring. 

Payor-provide1- convergence takes many forms. 
Payors are acqui ring provider systems and operat
ing them as uni tary enterprises. The Highmark 
acquisition of West Pen n Allegheny Healtl1 
System in Pen nsylvania is a recent example of 
a payor getting into the business of providing 
health care. 

Otl1er payors are purchasing practice man
agemen t companies or forming narrow or tiered 
networks with p roviders and steering a signifi
cant portion of business to the preferred provid
ers. Alternatively, providers are becoming more 
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experienced in population health management 
and a re taking on more of the finan cial risk fo r 
patient care. 

T hese ar rangements take o n many forms, 
including capitation and shared risk arrange
ments, as well as more direct assumptions of 
risk, such as purchasing or sponsoring health 
plans. Sutter Health 's sponsorship of a lice nsed 
California health maintenance o rganization
Sutter Health Plus-is a recent example of a 
provider getting into the payor business. 

T he re a re multiple causes for the conver
gence of payors and providers. T he overarching 
cause is the industrywide recognition that the 
provision of health care in the Uni ted States is 
inordinately expensive in relation to its clini
cal outco mes, and that costs must be reduced 
significantly to keep the system sustainable . At a 
more granula r level, factors d riving convergence 
include: 

• In dustry acceptance that the fee-for-service 
model is a major contributor to ballooning 
health care costs; 

• Massive influx of patients into the m anaged 
care e nvironment caused by the imple
mentation of the Patient Protection and 
Affordable Care Act and the expansion of 
Medicaid; 
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• Medicare's e ndorsement of integrated payors 
and providers through the accountable care 
organization (ACO) and Medicare Shared 
Savings Program (MSSP) regulations; 

• Pressure on payors and provid e rs from large 
purchasers of health care to slow the growth 
of health care spending; 

• Pressure on provide rs to reduce costs from 
patients with consume r-driven , h igh-deductible 
health plans; and 

• Implementation of penalties for hospital read
m issions and hospital-acquired conditio ns. 

While the drive toward convergence is inevi
table, the road is li ttered with fai led attempts 
to in tegrate payors and providers. Capitation 
models have a checkered past and on ly recently 
have reemerged as provide rs and payors seek to 
partne r to reduce costs. 

Many providers resist being included in tie red 
provide r networks un less they are included in 
the tie r with the highest patient be ne fi t. From 
the provide r 's pe rspective, the narrow ne twork 
on ly works if the provider is included in the net
work, but getting into the ne twork may require 
sacrifices in reimburse ment levels that don 't 
make financial sense even if the steerage to the 
provider is increased. 

Most recently, the Pioneer ACO was intended 
to be a model of payor-provider convergence. 
Despite early e nthusiasm for the program, 
o n ly 19 of the original 32 Pio neer ACOs we re 
sti ll o perating in late 2014, demonstrating the 
challenges that accompany rapid innovation. 
[See Modern Healthcare, Sept. 25, 2014, http:// 
www. rnodernhealthcare. corn/ article/20 140925 I 
NEWS/309259938.] 

Compared with the traditio nal fee-for-service 
model that remains dominant in the health care 
industry, payor-provide r convergence still is in its 
infancy, and, as a result, the re is no such thing as 
a "template" agreement for such arrangements. 
At a min imum , th e agreement must be specifi
cally tailored to the business needs of the parties 
and the particular needs of the patie nt popula
tion. T hat said, the re are certain best practices 
that can be employed to give payors and provid
ers a better chance at a successful transition from 

the fee-for-se rvice model. Th is article addresses 
some of the payment, legal and other practical 
considerations involved with the convergence of 
commercial payors and providers. 

Background 
The trad itiona l fee-for-service model is a 

binary system. Provide rs submi t cla ims to payors, 
and th e payors adj udicate and pay the claims 
according to the parties' agreement. For cer
tain services, primarily inpatient adm issio ns, the 
payor performs uti lizatio n management on a 
concurrent or retrospective basis, in which the 
pa tient's medical condition is evaluated and 
d enials are issued when the plan believes that 
inpatient services were unnecessary. 

Largely absent from the fee-for-servi ce model 
are any incentives to manage populatio n health. 
Payors seldom coord inate patie nt care with pro
vide rs, and providers do not take on fin ancia l 
risk for a ny services received by patients (othe r 
than the risk that the payor may deny payment 
for services) . Financia l incentives are drive n by 
the volume of services, no t their qual ity. 

The convergence of payors and provid e rs 
breaks d own the traditio nal fee-for-se rvice system 
by requ iring provide rs and payors to share roles 
that forme rly were reserved for one party or the 
other. U nder these arrangeme nts, providers can 
be the payors for services, payors can be respon
sible for measu ring and tracking population 
health , a nd both parties share responsibi lities to 
manage patient care. T hree such convergence 
arrangements include cap itation, shared savings 
and clin ically integra ted networks. 

The Capitation Arrangement 
The most common convergence is the capita

tio n arrangement. Under the capitation arrange
ment, the provider accepts a fixed per member, 
per month amo un t in exchange for agreeing 
to be at financial risk fo r a specifi ed basket of 
services. Members select a primary care provider 
that is responsible fo r coordinating the patients' 
care. That provider is respo nsible to ei the r pro
vide the patie nts' services or arrange and pay for 
othe r providers to provide such services. Payors 
delegate to the provider the obligation to pay 
claims for referred services and also typically 
d elegate the care management and cred entia ling 
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Affiliation Agreements: 
Perks and Pitfalls 
Resident count cap-sharing considerations 

By Elizabeth N. Swayne 

A variet)' of ru les res tricts how teachi ng 
hospitals may tra in residen ts and still 
receive payment from the Medi ca re 

program. 

One way Congress and th e Cen ters for 
Med icare & Medicaid Services (CMS) limit pay
me n ts is based on a historic reside nt count cap, 
above which CMS wi ll not compensate th e hospi
tal no matter how large a program grows in resi
de n t coun t or cost for a given year. A seemingly 
rigid limitatio n , CMS pe rmits a margin of fl ex
ibili ty through the use o f affi liation agreeme nts, 
pe rm itting teaching hospitals to band together 
to c ross-train residents and pool a nd redistribute 
unused cap space to othe r hospitals if certain 
requ irements a re met. 
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GME Background 
Medicare re imbu rses teaching hospi tals for 

the costs of training residents in approved medi
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(CME) has two components: (1) di rect gradua te 
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graduate medical training, such as, resident sti
pends and be nefits, teaching physici an salaries, 
administrative costs and allocated overhead; and 
(2) indirect medical education (IME), which is 
intended to compensate hospitals forindirectcosts 
of graduate medical education, such as, highe r 
patie nt care costs due to more complex patient 
population and increased costs of speciali zed 
services (such as trauma centers and burn units). 
[Seegenerally42U.S.C.§1395ww(h) and 42 C.F.R. 
§ 413.75 et. seq. (DCME); 42 U.S.C § 1395ww(d) 
(5)(B) and 42 C.F.R. § 412. 105 (IME) .l 

As paid under the inpatien t prospective pay
ment system, a hospital 's DCME payments depend 
on the hospital 's number of full-tim e equiva
lent (ITE) reside nts, multiplied by the hospital
specific per resident amount (PRA), which is the 
average per resident costs that were incurred by the 
hospi tal during the first year in which the hospi tal 
pa rticipated in any residency tra ining program, 
otherwise known as the base year. [42 U.S.C. 
§ 1395ww(h); 42 C.F.R. § 413.76.] 

A resident who trains full time for an entire 
acad emic year may be coun ted for up to 1.0 FTE. 
[See 42 C.F.R. § 413.78(b) .] By contrast, IME 
payments a re percentage add-ons to a hospital's 
diagnosis-related group (DRC) payme nts, varied 
based o n the level of teaching intensity al the 
hospi tal, as measured by the hospital's resident
to-bed ratio. [42 C.F.R. § 412.105(e).] 

Under the Balanced Budget Act of l 997, 
with limited exception, the number of medical 
residents for whi ch a teaching hospital may claim 
re imburseme nt is capped at the number of ITE 
allopathic and osteopathic residents from the hos
pital's most recent cost reporting period ending 
o n or before Dec. 31, 1996. [Pub. L. No. 105-33, 
111Stat251 (1997) , 42 U.S.C. § 1395ww(h)(4)(F); 
see also 42 C.F.R. § 413.79(c) (2).] Separate FTE 
caps may exist at a give n hospital for DCME and 
IME purposes because, during the 1996 base 
period, residen ts training a t nonhospi tal sites 
were counted for DCME but not IME. Dental 
and podiatric residents are not capped. 

Hospitals that d id not train residents in 1996 
can establish a cap by meeting the requiremen ts 
of new medical reside ncy training programs. [ 42 
C.F.R. § 41 3.79(e).] If a hospital has not estab
lished a cap, or has a cap of zero, the n it cannot 
be re imbu rsed for training medical residents. 

T he cap was implemented by Cong ress in an 
effort to curb the rising costs of CME programs 
and can significa ntly limit both DCME and IME 
payments. Hospitals may expand the ir med ical 
residency programs but will not receive payment 
above the cap, regardless of cost. 

In additio n to the FTE cap limita tion , FTE 
cou nts for a given year also are based o n the aver
age of the coun t in the current year and prior 
two years. [See42 U.S.C. § 1395ww(d) (5) (B) .] For 
th e purposes of computing the three-year rolling 
average, a hospital is limited to its ITE cap for a 
given year, if its actual FTE coun t is hig her. 

Affiliation Agreement Basics 
Affiliation agreements, also known as cap-sha1ing 

agreeme nts, are contractual ways in which a hos
pi tal can train and be paid for residents in excess 
of its cap. Esse ntially, affi liation agreements allow 
two or more hospitals that are part o f an affili ated 
group to cross-train residents, share a total com
bin ed FTE cap and con tractua lly reapportion 
the cap slots among themselves. [See 42 C. F.R. 
§ 413.79(f) ("[a] hospital may receive a temporary 
adjustment to its FTE cap ... lo reflect residents 
added o r subtracted because the hospital is par
ticipating in a Medicare CME affi liated group."); 
42 C.F.R. § 412.105(£) ( l )(vi).] The aggregate ITE 
cap does not change; one hospital dona tes a por
ti on of its ITE cap to the other hospital, whose 
cap increases for the year(s) in which the affi lia
tion agreement is in e ffect. 

Although affi liation agreements allow hospitals 
to exchange cap space, they also affect (both posi
tively and negatively) the three-year rolling aver
ages for each parti cipating hospital. T ha t is, even 
if an affil iation agreement allows for a large swing 
in cap space, the actual payments will be re ined in 
based on prior year ITE counts. To account for 
this, participating group members may conside r 
negotiating compensatio n from the tra nsferring 
hospital for the additio nal training costs, at least 
in the initial years of an affiliation agreem ent. 

To form a n a ffi li ated group, the hospitals 
mu st be: 

l. Located in th e same geographic area; 

2. Join tly listed as the sponsor, primai-y clinical 
site or maj or participa ting institution for one 
o r mo re programs; or 
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3. U nder co mmon own ershi p. [ 42 C.F.R. 
§ 413.75(b).] 

Each hospital in th e affi liated group must 
maintain a "shared rotational arrangeme nt" with 
at least o ne othe r hospital in the group. [Id.; 42 
C.F.R. § 413.79(f)(2).] Affi liated groups may be 
made up of more than two hospitals, in which 
case a sha red rotational a rrangement requires 
that each hospi tal in the group rotates residents 
to at least one othe r hosp ital with in the group 
and th at each group membe r is connected 
by a se ries o f such connections. [ 42 C.F.R. 
§ 413.79(f).] 

A sin gle reside nt ro tating to a particular hos
pital can satisfy the sha red rotatio nal arra nge
men t. [See 42 C.F.R. § 413.75(b) (requiring that 
a ffili ation agreemen ts specify the adjustmen ts to 
hospi tals' FTE coun ts "resulting from th e resi
d ent's (or reside nts') parti cipation in a shared 
rotational arrangement") .] AJtho ugh there is no 
minimum number of residents that must partici
pate in an affi liated program, each hospital may 
only claim the proportio na te time spen t by the 
shared resident at its location, and no resident 
may be counted in the aggregate as more than 
one FTE. [Id.] T ha t is, if a residen t spends half 
of the year at Hospital A and the other half of the 
year at Hospital B, both hospitals would claim 
only 0.5 FTEs. 

T he rules related to the co ntents of affi li
ation agreemen ts are str ict. Affi liation agree
ments are contrac tua l docum ents; they must 
be wri tten , signed and dated , with a te rm of 
at least one year, beginnin g Jul. 1 (the typical 
sta rting da te of a residency program). [ 42 C.F.R. 
§ 4 13.75( b).] 

CMS has stated that "th ere is nothing to 
prohibit affili ation agreemen ts from be ing auto
matically renewable each year o r from being fo r 
te rms greater than o ne year in length ." [67 Fed. 
Reg. 49982, 50071 (Aug. 1, 2002) .] However, 
if hospita ls intend but fai l to extend the te rm 
beyond one year, each hospital will revert to the 
pre-affi liatio n cap , which may be zero. [See 42 
C.F.R. § 413.79( f) .] 

T he agree ment must identify paruc1pating 
hospi tals by name and provide r numbe r. [Id.] 
T he agreement must specify each participat
ing hospital's pre- and post-affi liation DGME 
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and IME FTE caps, as well as each participating 
hospi tal's adjusted FTE coun t resulting from 
the cross-training. [Id.] T he agreemen t must 
be submitted to CMS and the hospita ls' respec
tive Medicare admin istra tive con tractors (MACs) 
no later than Jul. 1 of the start of the training 
period. [42 C.F.R. § 413.79 (f). ] If a hospital is 
involved in multiple affi liation agreem ents, it 
should submit copies of its other agreemen ts as 
well so that CMS and the MAC can ensure that 
the p rovide rs do not exceed th e aggregate FTE 
cap. [63 Fed. Reg. 26318, 26340 (May 12, 1992).] 

CMS a llows hospitals to u pdate an affi liation 
agreement du ring the year to redistribute FTE 
cap slots to re fl ect ac tual FTE counts, if d iffe r
ent from that projected in th e o riginal agree
men t. [67 Fed. Reg. at 50071 ("[W]e expect that 
the modifications to the a ffiliation agreemen ts, 
whi ch shou ld be signed by all pa r ticipating hos
p itals and submitted to the fiscal inte rmedia ry, 
will reflect the reali ti es of what actually occurred 
as fa r as the number o f resid ents that rotated in 
and out of each hosp ital during the program 
year").] H owever, fa iling to meet any of the 
othe r above requirements (even if something 
as simple as fai ling to da te the agreeme nt or 
attempting to backdate the co ntract to Jul. 1) 
may mean that CMS finds the affiliation agree
ment void and thus reapplies the rigid , origi na l 
FTE caps. 

Rotation Timing Issues 
In many instances, a hospital's cost reporting 

pe riod may not match the academic year required 
by affiliation agreements (Jul 1 to Jun. 30). 
The re may, the refore, be questions about whe n a 
resident can (or must) rotate to the other hospi
tal, how the exchanged FTEs may be claimed and 
how the caps a re properly distributed . 

To illustrate, take the hypothetical example of 
H ospitals A and B, both with approved teaching 
p rograms. For ease of example, the hospitals will 
have the same cap for CME and IME purposes, 
altho ugh , in reality, that may not always be the 
case, and the affi liation agreemen t must specify 
the cap exchange for both. 

In the example, the affi lia tion agreement 
requires that 10 Hospital B residents will rotate 
to Hospi tal A for some portio n of the 2017 
academic year, and , in exchange, Hospita l A 
will increase and H ospital B will decrease their 
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respective ITE caps by five ITEs. (See Exhibit 1. ) 
Prior to the agreeme nt, Hospilal A h ad room to 
spare unde r its cap (that is, it could lrain more 
residents a nd be compensated accordingly), but 
H ospi tal B was tra ining in excess of its cap. T he 
affi liation agreement allows H ospital A to train 
more residen ts (while still staying under ils cap) 
and Hospital B to avoid extra training costs in 
excess of its cap by reducing its ITE coun ty. 
Notably, the total ITE cap (105 ITEs) does not 
change under the affi liatio n agreement. 

If both Hospital A and Hospital B have fiscal 
year ends (FYEs) of Sept. 30, 2016, and are in the 
first year of the affi liation agreement, the re may 
be concern over whe ther th e agreed-to residents 
must have rotated during the first three mo nths 
of the affiliation agreement (i.e., from Jul. 1 to 
Sept. 30, or the "stub period") in order for the 
hospitals to claim the be nefit of the cap transfers 
on the FYE Sept. 30, 2016, cost report. 

CMS has not directly answered this question, 
but the re is a significant amo unt of guidance 
indica ting that actual ro tati on during the stub 
period is not required as lo ng as some rotation 
occurs during the period covered by the affi li
ation agreeme nt (i.e., as long as the residents 
rotate during the 2017 academic year) . The 
regulations a t 42 C.F.R. § 413.79(f) (2) simply 
require that "each hospital in the Medi care GME 
affi liated group must have a sha red rotatio nal 
arra ngement .. . with at least one o ther hospital 
within the Medicare GME affilia ted group." 

In preamble la nguage, CMS further defines 
a ffi liation agreeme n ts and suggests that the rota
tion does not have to match the cost reporting 
period, but rathe r that the rotation match the 
te rm of the affiliation agreement. For example, 
CMS stated that "[t] here must be a rotati on of a 
resident{s) among the hospitals participating in 
the affil iated group during the term of the affiliation 
agreement, such that more than one of the hospitals 
counts the proportionate amo unt of time spent 
by the resident(s) in their ITE reside n t counts ... 

Hospital A 80 85 

Hospital B 25 20 

This requirement is in tended to ensure that th e 
partici pating hospitals maintain a 'cross-training' 
relationship during the term of the affi liation 
agreement." [67 Fed. Reg. at 50069 (emphasis 
added).] More d irectly, CMS stated that "[ i] f 
residents rotate from o ne hospital to a nother at 
some f1oint during the period of years requ ired to 
complete training in a particula r program, those 
hospitals have a 'shared ro tatio nal arrangement."' 
[67 Fed. Reg. at 50073 (emphasis added ).] 

Although under 42 C.F.R. § 4l3.75(b) an 
affili a tio n agreement must be at m ini mum one 
year, it may be longer. Therefore, in the context 
o f a three-year fami ly practice training program , 
CMS stated that a shared rotational arrangement 
might mean that reside nts: 

spend 3 months in [Program Year 1 
(PGYl )] at H ospital A a nd 9 months at 
Hospita l B, or, the residents may spe nd 
their entire PYl tra in ing at H ospita l A, a nd 
spend the ir e ntire PGY2 and PGY3 tra in
ing at Hospital B. In e ither case, H ospital 
A and Hospital B have a shared rotati onal 
arrangement because they rotate residents 
over the course ofa commo n trai ni ng pro
gram. H owever, if Hospitals A and B train 
reside nts at their respective hospitals but 
do no t rotate reside nts between the 2 hos
pitals, they do not meet the cross-training 
requirement. [67 Fed. Reg. at 50073.] 

Again, th is indicates that hospitals have flex
ibility on whe n a resident actually rotates. If 
Hosp ital B successfully rotates the 10 residents 
to Hospi tal A at some poin t during the 2017 aca
demic year beyond the FYE Sept. 30, 20 16, the 
question th en turns Lo what ITEs the hospitals 
may claim during the stub period (Jul. 1 to Sept. 30) 
on the ir Sept. 30, 20 J 6, cost reports. 

Hospital A can not cla im the LO residents who 
did not ye t rotate. However, the hospitals would 
get the benefit of the affi liatio n agreeme n t cap
sharing, to a point. That is, "[ i]f a hospital cost 

75 85 
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report does not correspond with a jul. 1to Jun.30 
residency train ing year, [CMS] will prorate the 
changes specifi ed in the [affiliation] agreement 
to each hospital 's FTE cap on the basis of a cost 
reporting period." [63 Fed. Reg. at 26339.] 

In the exa mple, because the affilia tio n agree
ment was o nly in effect for three mo nths of the 
hospitals' FYE Sept. 30, 2016, cost reporting peri
ods (i.e., three of 12 mo nths), the prorated cap 
sharing would a llow for one-fourth of the amount 
that would be all owed under a 12-mo nth pe riod. 
Because H ospital B agreed to give Hospital A five 
FTEs of its cap, Hospi tal B would reduce its FTE 
cap for Sept. 30, 2016, by 1.25 ITEs (5 multiplied 
by 0.25) , and Hospital A would increase its FTE 
cap for Sept. 30, 2016, by 1.25. 

If the affili ation agreeme n t lasted for o nly 
o ne year, H ospitals A and B would increase 
and decrease (respective ly) the ir FTE caps fo r 
Sept. 30, 2017, by 3.75 FTEs (5 multiplied by 
0.75) . If th e affiliation agreeme nt extended 
beyond one year (or if the hospitals agreed to 
another contractual term ), then each would get 
the benefit of the full fi ve FTE cap swing in future 
years. 

Allocating Training Costs 
Carrying fo rward the example, providers a lso 

may question whether Hospital A, which is train
ing 10 Hospital B reside nts (or the ir ITE equiva
le nt), must incur any of the d irect costs (e.g., 
residen t sala ries) in o rder to claim Hospital B's 
residen ts on its cost repo rt. T he short answer is 
no, Hospital A need no t incur the costs of train
ing Hospital B's 10 reside nts, altho ugh CMS has 
not directly resolved this question. 

After a hospita l's PRA is initially set, a hos
pital genera lly is re imbursed for DCME based 
on its PRA, without respect to any in crease (or 
decrease) in its costs. [See 42 C.F.R. §§ 413.76(a) 
and 413.77.] Regulations a re stringent for how 
resident tim e is counted fo r CME purposes, 
but not necessari ly reside nt cost. [See, i.e., 42 
C.F. R. § 413.78(b) ("A hospital cann ot clai m 
th e time spent by residents training at another 
hospital.") .] 

However, the regulation does not say that 
the hospital must incur the costs of the reside nt 
wh ile at the hospital , no r does it say that another 
hospital cannot incur the costs. Because CMS 
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does discuss cost in othe r circumstances (i.e., 
that for a hospital to count resident train ing at 
a nonhospital si te (freestanding clinic, nursing 
home or physicians' office), the hospital must 
pay, for example, salaries and fringe benefits of 
the resident while training at the site, 42 C.F.R. 
§ 413.78(g) ), but does no t in the context of 
affi li ation agreements between two hospita ls 
with approved teaching programs, a reasonable 
conclusion is that costs are inapplicable. 

Providers a lso may be wary of the "commun ity 
support principle," which requires that "[a] hos
pital must continuously incur costs of [DCME] 
o f residents training in a particular program 
at a training site since th e date the residents 
first began training in that program in order 
for the hospital to count the FTE residents" for 
CME reimbursement. [42 C.F.R. § 413.8l(b).] 
Community support is defined to mean "fundi ng 
that is provided by the communi ty and generally 
includes all non-Medicare sources of fund ing." 
[42 C.F.R. § 413.75 (b) .] 

Furthermore, "[ i] f the community has under
taken to bear the costs of medical education 
through community support, the costs a re not con
sidered CME costs to the hospital for purposes of 
Medicare payme nt. " [42 C.F.R. § 413.81 (a) (l) .] 
In o the r words, the Medicare program will not 
reimburse residency programs for which the 
community has assumed fi nancia l responsibil
ity. Thus, to avoid application of th e community 
suppo rt principle, a provide r must continuously 
incu r some (but not necessarily all) direct costs 
of the training program, even th ough hospitals 
are re imbursed based on the PRA statutory 
formula. 

Although most typi cally affecting the non
provider site setting, CMS has stated that the 
community support p rinciple no neth eless 
appl ies to hospita ls, a ltho ugh, in ra re circum
stances: "[W] e be lieve a redistributio n of all of 
th e direct CME costs fo r training that occurs in 
a hospital setting wou ld be rare. All of the direct 
costs of the program-resident salaries, teach
in g physician sala ri es, overhead expenses, e tc., 
wou ld need to be redistributed to an outside 
e ntity in o rder for the re to be a disallowance 
of d irect CME FTE residents for tra ining inside 
the hospital due to redistributio n of costs o r 
comm unity support." [68 Fed. Reg. 45346, 45445 
(Aug. 1, 2003 ).] 
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Nonetheless, CMS states that "there would be 
no redistribution of costs or community support if 
a hospital counts a resident when another hospital 
incurs the resident's salary, as long as the first hos
pital sti ll incurs other direct CME costs associated 
with the training of that residenL In any case . .. the 
principles of redistribution of costs and community 
support are not applicable to costs shifted between 
the hospi tals, only costs shifted between a hospital 
and other education institutions or other organiza
tions that are not Medicare providers." [Id.] 

Ultimately, the community support doctrine is 
unlikely to apply to the example Hospitals A and 
B, as CMS ind icates that it does not consider this 
to be a situation where the communi ty support 
principle would prohibit reimbursement for the 
resident's training because those costs are being 
incurred by another provider, not the community. 
Furthermo re, even if Hospital A does not pay sal
ary or fringe benefits, it is nonetheless likely incur
ring othe r direct costs associated with training the 
resident (i. e., even just overhead expenses). Thus, 
Hospitals A and B would be free to negotiate 
amongst themselves how the rotation of residents 
would be arranged and paid for. 

Payment Considerations .. . , from page 2 

fun ctions that would othe rwise have been per
formed by the payor. 

Capitation arrangemen ts are a critical demon
stration of payor-provider convergence because 
they inherently involve the provider accepting 
financial risk for services and agreeing to adju
dicate and pay claims fo r services, both of which 
traditionally are performed by the payor. 

Shared Savings 
Shared-savings a rrangemen ts are a form of con

vergence because they involve payors and provid
ers agreeing to partner to coordinate patient care 
and share in the savings derived from that coor
dination. Shared-savings arrangements take many 
forms, but the commo n thread is a predetermined 
"target" tl1at forms the basis for determining 
whether the provider will receive additional pay
ment or, in some arrangemen ts, a reduction in pay
ment. The target can be a fixed monetary amount 
or tl1e costs associated with a control group. 

Conclusion 
Affiliation agreemen ts are a great way for 

hospitals to cross-train by filling unused cap slots 
and reducing unre imbursed FTEs in a given year. 
However, providers should proceed with caution 
to before submitting thei r contracts to CMS and 
their MACs. 

Although CMS has stated that "affiliation 
agreements need not be lengthy d ocuments" 
and that it has received contracts ranging from 
two to 30 pages [67 Fed. Reg. at 50071 ) , providers 
should ensure that all required e lements are met. 
Should an error occur, a hospital risks reversion 
to its rigid FTE cap, which could have major 
finan cial implications fo r its program. • 
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In an "upside-only" shared-savings a rrange
ment, the provide r receives a po rtion of th e dif
ference between the target and the actual health 
care spends when the spend is less than the 
target but incurs no reductio n in payment, when 
the spend exceeds th e target. In an "upside
downsid e" sha red-savings arrangemen t, the pro
vid e r has the potential to both in crease reven ue 
as well as reduce revenue in th e event that the 
health care spend exceeds th e target. Usua lly, th e 
upside poten tia l for an upside-downside arrange
ment is higher than an upsid e-only arrangement, 
re fl ecting the provide r 's acceptance of a highe r 
level of risk. 

While primarily used in a fee-fo r-service envi
ronme nt, sha red-savi ngs arrangements can be 
adjuncts to a capitation arrangement. Providers 
and payors will agree tha t certain services as 
designated are not sole ly the provide r 's or the 
payor's financial risk but instead are "shared 
risk." As in the fee-fo r-service enviro nment, the 
capitated provider can have upside-only risk or 
agree to have upside-downside risk. 
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S hared-savings arrangements have appeal 
to providers because they are a step back from 
the fu lly capita ted enviro nme nt and its inhe r
ent risks, while providing some measure of 
in centive to the provider to be more effi c ient 
in the provision of care. Because the payor a nd 
provider share in any savings, th ese arrange
ments usua lly incl ude programs unde r whi ch 
the payor and provider cooperate to coordinate 
patient care. 

Clinically Integrated Networks 
C li nically in tegrated networks (CINs) a re 

combinatio ns of providers that sha re informa
tion and coordinate patient care along the 
continuum of services-from hospita ls and pro
fessional providers to skilled nursing faciliti es 
a nd home health agenc ies. Wh ile corporate 
practice of medicin e restrictio ns can be a hur
dle to payor participation in such arrangements 
in some states, it is becom in g more commo n 
fo r payors to sponsor and/ or participate in the 
operation o f CINs. 

A CIN arrangement with active payor partici
pation is particula rly attractive to providers that 
have limited experie nce with care management 
and want to leverage the payor's experience 
with these activities. CINs may have capitation 
arrangements, sha red-savings arrangements o r 
some combination of both . 

Best Practices in Negotiating 
Convergence Arrangements 

Best practices in negotiating conve rgence 
arrangements incorpo ra te multip le facto rs. 
Those factors include the issues of provider 
solvency, claims appeal manage me nt and qual ity 
me trics, a mong others, as outli ned below. 

Provider Solvency 
Entities accepting financia l r isk must be suf

fi cie ntly capitalized to accept such risk both at 
the time of initial contracting and throughout 
the contract pe riod. A major componen t of 
any capitation or o the r risk arrangement is the 
acceptance by the p rovider of the financial risk 
of not o nly the ir own services but a lso the ser
vices that the a t-risk provider arranges for othe r 
providers to provide. 

other providers due to cash flow issues. This 
causes major d isruption in patie nt care because 
other providers may refuse to accept referrals of 
patients. 

Depending o n applicable law, it also may 
leave the rendering provider without recourse 
fo r payment a nd th e payor potentially liable 
for "negligent delegation" of the obligation to 
pay fo r cla ims to a financially unsou nd at-risk 
provider. [Bu t See, e.g., Desert H ealthcare Dist. v. 
PacifiCare FHP, Inc. 94 Cal.App.4th 781 (2001) 
(unpaid p hysicians unable to seek payment 
fro m payor that de legated duty to pay fo r ser
vices to capitated IPA) .] 

Some states have e nacted solvency standards 
that are used by state insurance commission
ers and othe r enforcement agencies to measure 
the solvency of capitated providers. [See, e.g., 
42 C.F.R. § 422.359 (governing solvency of provider
sponsored Medicare Advantage organizations); 
28 Cal.Code of Regs. § 1300.75. l (California); 
Texas Insurance Code§ 1272.152 (Texas); Florida 
Ins. Statutes § 641.2261 (Florida). ] T hese stan
dards have a variety of metrics that permit the 
regulator to assess the current financial condition 
of the capitated provider and to assess whether 
the capitated p rovider is at risk of fa ilure. 

Financial solvency regulations typically require 
quarterly reporting, but some states requi re less 
frequent reporting. In some states, the enforce
me n t mechanism of solvency standa rds em power 
the insurance commissioner to demand that the 
capitated provider deposit a surety amount with 
the regulating agency or, in more serious situ
ations, unwind the risk arrangeme nt. [See, e.g., 
28 Cal.Code of Regs. § 1300.75.4.5(a)(7) .] 

Regard less of whether an arrangement 
between payors and provide rs is in a state that 
imposes fin ancia l standards on e n tities tha t 
accept financial risk, it is critical that payors 
a nd providers agree to contractual provisions 
that give o ne o r both parties "early warni ng" of 
impending insolvency. State regulations provide 
a good starting point for the information that the 
parties sho uld exchange on a routine basis. T he 
information can include: 

This brings with it the risk that the provider • Cash on hand ; 
wi ll become fina n cially in solvent a nd eithe r 
unable to pay othe r providers or slow in paying • Ratio of cash to cla ims; 
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• Net equi ty; 

• Incurred but not reported cl aims; and 

• Percentage of claims paid/ not paid with in 
regulatory time frames. 

Keeping tabs on the at-risk provide r's fin ancial 
solvency is critical in capitated arrangemen ts 
but also can be valuable in a n on-capitated 
shared-savings a rrangement in which the p ro
vide r accepts downside risk. While a sha red-risk 
a rrangemen t does not carry the risk of d issatis
fi ed d ownstream provide rs that is inherent to 
capitated a rrangemen ts (unless the shared-risk 
provider sub-capi tates for refe rred services) , there 
still are risks associated with the at-risk provide r 
be ing insuffi ciently capi talized , such as, the pro
vide r withholding med ically necessary care o r the 
failure of a key nen.vork provide r. Some payors 
see k to receive high-level information about p ro
vide rs in downside shared-savings arrangemen ts 
in orde r to ensure tha t sha red-risk provide rs 
remain able to provide services to members. 

Claims Appeal Management 
Anothe r best practice is to establish a n 

appeals ma nageme nt process. When a p rovider 
or other entity tha t is no t the payor is respo n
sible fo r processing and paying claims, it is inevi
table that the provide r will de ny claims and tha t 
the patie nt o r p rovid e r of the cla ims wi ll appeal 
the denia l. 

T he prevail ing standard is that tl1e enti ty 
that issued the denial will process the fi rst-level 
appeal. If tha t e ntity upholds the d enial after the 
first-level appeal, the agreemen t sho uld specify 
which entity is to p rocess the second-level appeal. 
In some instances, payors want to re ta in the right 
to adjudicate a ll second-level appeals. 

Some payors want to reta in the ultimate 
righ t to approve the p rovisio n of patie nt care 
or see the second-leve l appeal as the last oppo r
tun ity to avoid regula tory scrutiny and / or bad 
publicity. T he second-level appeal also is the 
payor 's last opportuni ty to manage utilization 
and control costs, particularly when the service 
in questio n is a service for whi ch the payor is a t 
fin ancial risk. 

Of course, providers may n ot want to ced e 
to the payor the ability to overturn d enia ls. 

This particularly is the case when th e se rvice 
in question is a service for which th e provider 
is fin ancially respo nsible. To avoid futu re d is
p utes over who is e ntitled to p rocess second
level appeals, the pa rti es ' arrangemen t sho uld 
include a matrix such as that shown in Exhibit 1 
that specifies the parties' respective rig h ts with 
respect to appeals. 

Claim authorizatio n X 

First-level appeal X 
(provider risk services) 

First-level appeal 
(plan risk services) 

Second-level appeal 
(provider risk services) 

Second-level appeal 
(plan risk services) 

x 

x 

Downstream Risk Agreements 

x 

Provide rs in all types of convergence a rra nge
ments may wish to e nter into additio nal risk 
arrangemen ts with "downstream" provide rs, 
which a re typically referred to as "subcapitation" 
a rrangements. T hese arrangemen ts carry with 
them many of the same risks that are inhe rent 
to the fi rst-level capitation arrangement. But 
subcapitation arrangemen ts also have the added 
danger tha t if the subcapitation arrangement 
falls apa rt or the subcapitated entity becomes 
insolvent, the first-level capita ted en tity may need 
to refe r pa tients to o ut-of-network or oth er non
con tracted providers to fulfill patie nt care needs. 
Medical costs to the primary a t-risk provide r 
under these circumstances will be substantially 
greater than unde r con tracted a rrangemen ts, 
and the first-level capitated provide r m ay very 
quickly fi nd itself in dire financial straits. 

To avoid such problems, the a rrangement 
be tween the payor and first-level cap ita ted pro
vid er shou ld specify whe the r that provide r is 
permitted to enter in to risk arrangemen ts with 
othe r -d ownstream p roviders. T he parties should 
conside r whe ther it is in the parties' best inte rest 
to limi t subcapitation arrangemen ts o r, a t a mini
mum, impose some level of financia l reporting 
requirements o n the d ownstream p rovide r. 
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Provider Departures from Networks 
As noted, the departure of providers from a 

risk arrangement has the potential to disrupt the 
ability of the at-risk entity to arrange for patient 
care. While any departure can be disruptive, the 
loss of certain services, such as bnaging or labora
tory providers, carries \Vith it the potential for a 
significant breakdo,vn in the ability of the payer 
or provider to arrange for necessary patient care 
and control costs. 

Parties can n1itigate the damage caused by 
departures by in1posing require1nents on the pro
viders to notify t11e participants \Vhenever a physi
cian or ancillary provider leaves the arrangen1ent 
or gives notice of the intention to do so. These 
notice provisions, in turn, can be tied to the n1ate
rial breach provisions of the agree1nent, giving the 
parties the ability to declare the arrange1nent over 
if the departure of a provider \.Vill materially affect 
the provision of care. 

Carve-outs for High-cost Outliers 
and Other Contingencies 

While many 1narkets no\v have co1nbinations 
of providers and provider groups that are \Vell
capitalized, on balance, the payor likely is ahvays 
going to be better ca pi tali zed than the provider 
and better able to predict and shoulder the 
insurance risk associated \vith high-cost cases. 

Consequently, soine arrange1nents place limits 
on the do\vnside risk that providers can accept. 
This can take the form of a dollar threshold 
liinitation or a loss percentage li1nitation (i.e., 
losses li1nited to 50 percent of health care cost') 
in excess of threshold). Stop-loss protection also 
can protect providers for unexpected, outlier 
cases, but costs for such protection can be steep. 

Another strategy is to carve out high-dollar 
cases fro1n the calculation of losses so that, high
cost cases do not affect the calculation of the 
potential savings. Providers, ho\vever, should be 
careful to only carve out high-cost clain1s fro1n 
the calculation of the shared savings a1nount
and not fro1n the calculation of the provider's 
do\vnside risk-other\vise, the provider may not 
be able to benefit fro1n the protections of any 
contractual li1nitations on the provider's do,vn
side risk. 

In addition to high-cost cases, there are cer
tain services that providers n1ay \Vant to decline 
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to accept financial risk for altogether \Vhen 
entering into a risk arrangen1ent. For exa1nple, 
it is difficult to predict a population's utilization 
of certain elective services, such as bariatric or 
infertility services. Many providers \Vill decline to 
enter into risk arrangements in \Vhich they are 
financia11y responsible for such services. Services 
that are carved out of capitation are the financial 
responsibility of the payor, and providers render
ing such services typically are paid on a fee-for
service basis for those carve-outs. 

The Role of Quality Metrics 
Most shared-savings arrange1nents use qual

ity metrics as a "gate" to the provider receiving 
shared savings. If the provider 1neets the quality 
standards established by the contract, the pro
vider \viii be entitled to a portion of the shared 
savings. 

The purpose of this gatekeeping function is to 
create strong incentives for the provider to focus 
on quality. Some shared-savings arrangements 
also use quality 1netrics as a "ladder," in \Vhich 
the degree to \vhich the provider perfor1ns rela
tive to certain quality measure1nents detennines 
the amount of shared savings received by the 
provider. Con tracts may have both gates and lad
ders or one but not the other. 

The n1ajor challenge in negotiating gate and 
ladder provisions is agreeing on the 1netrics that 
\Vill be used to n1easure quality. One option is to 
adopt the quality metrics used by the MSSP. The 
final rule for the MSSP adopted 33 quality mea
sure1nents in four domains: (I) patient-caregiver 
experience; (2) care coordination and safety; 
(3) preventive health; and ( 4) at-risk populations. 

Using these 1neasuremen ts as gates and lad
ders in a com1nercial contract makes sense for 
so1ne parties because many of the measuren1ents 
already are in use in other Centers for Medicare & 
Medicaid Services progran1s, so providers likely 
\Viii have systen1s in place to track their perfoP· 
1nance against the 1neasurements. 

There are, ho\vever, no requiren1ents that com-
1nercial 1\COs or other shared-savings arrange-
1nen ts use any particular quality 1neasure1nents, 
so the market has responded \Vith a \Viele range 
of quality measure1nents for non-Medicare busi
nesses. Son1e parties have decided that the 33 
MSSP-n1easured data points are too un\vieldy in 
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the commercial environment and have adopted 
different measuremen ts that are simpl er, less 
numerous or more closely aligned with the 
patient population in question. Others have 
ignored the MSSP measurements enti rely and 
have adopted their own quali ty measurements. 

T he focus on quality has placed an enormous 
premium on providers establishing and main
taining an information infrastructure that is 
robust, geared towards measuring q uality, and 
secure. Because the quali ty metrics like ly will be 
d ifferent dependin g o n th e payor, it also forces 
providers to develop information systems that 
are nimble and can track different quali ty met
rics depending o n the patien t population be ing 
measured. 

Providers must be mindful that agreeing to 
meet certain qua li ty metrics and actually track
ing performance towards meeting those goals 
are two en tirely differe nt things, and signifi cant 
ramp-up time will be need ed for a provider to 
establish an info rmation infrastructure tha t can 
effectively track performance. To address this 
reality, some plans and providers agree to track 
a smaller subset of quality metrics during the 
first year of a shared-savings agreement and fold 
in additio nal metrics in subsequent contract 
years. 

Data Reconciliation 
Whatever carve-outs or quali ty metrics pro

viders and payors agree to include, the pa rties 
need processes to reconcile cl aims and payment 
informatio n to ensure adherence to the terms 
of the arrangement. Claims adjudication and 
payment systems tend to pace be hind the inn o
vation curve, leaving providers in a precarious 
fin ancial state whe n probl ems deve lop in the 
revenue cycle. This is particularly problematic 
during the transi tion from more traditional 

payment models to capitation or shared-savings 
a rrangemen ts. 

T he time to negotiate any back-end process 
for reconci ling such data is not after a dispute 
has arisen . Instead, parties should attempt to 
agree in advance o n a process for reconciling 
claims data. The reconciliation process should 
include the following aspects: 

• A date certain for the provider or payor to 
submit a list of claims that are underpaid or 
overpaid to the other party; 

• Agreed-on data elements for the submission 
and a process for the parties to confer about 
add itio nal needed data elements; 

• An agreed-on time frame for the rece1v111g 
party to respond to the submission; and 

• A process for resolving d isputes. 

In Conclusion 
Payor-provider converge nce arrangeme n ts 

are here to stay, and best practices are just 
now starting to em erge. To avoid past fa il ures, 
payors and p rovider must carefu lly apportion 
risk and create mechanisms for early warning 
that the arrangemen t migh t fail. Time wi ll tell 
whether this emerging paradigm yields the cost 
savings that a re so necessary for the system to 
survive. • 
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