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Variation in Health Care Spending: It’s Real, and Health Care Providers
Should Be the Focus

BY DOUGLAS A. HASTINGS

I t has been well reported by BNA and others that the
Institute of Medicine, after a lengthy study,1 recently
rejected the notion of basing Medicare payments on

geographic area performance, or what has been termed
a geographic value index.2 The principal reason for this
conclusion is the evidence showing that substantial
variation in spending and utilization remains as units of
analysis get progressively smaller. In other words, there
is as much variation within geographic units as between
them. Thus, adjusting payments geographically, based
on aggregate or composite measures of spending or
quality, would unfairly reward low-value providers in
high-value regions and punish high-value providers in
low-value regions. What the IOM committee3 instead
suggests is that the focus for payment reform should

squarely be on health care providers and delivery sys-
tems. This new IOM report adds yet another strong
voice, backed by extensive research, in support of the
ongoing efforts across health care to increase coordina-
tion and accountability and decrease fragmentation and
variation.

Variation Is Real, Even After Adjusting for
Acceptable Factors

‘‘Geographic variation in spending and utilization is
real, and not an artifact reflecting random noise. The
committee’s empirical analyses of Medicare and com-
mercial data confirm the robust presence of variation,
which persists across geographic units and health care
services over time.’’ 4 This initial conclusion of the
study validates years of prior findings by Dartmouth re-
searchers and by the Medicare Payment Advisory Com-
mission. Thus, notwithstanding the IOM’s rejection of a
geographic value index, efforts to reduce variation and
to lower payments to high cost providers clearly will
continue. Indeed, ‘‘the committee’s empirical analysis
revealed that after accounting for differences in age,
sex, and health status, geographic variation is not fur-
ther explained by other beneficiary demographic fac-
tors, insurance plan factors, or market-level character-
istics.’’ 5 This robust presence of variation, even with
adjustment for more and more ‘‘acceptable’’ factors,
creates a presumption that inefficiency, fraud and other
‘‘unacceptable’’ factors are at work. This will not go un-
noticed by policy analysts and lawmakers, and will spur
further efforts to rein in high cost providers.

Post-Acute Costs Have a Large Impact on
Medicare Spending

‘‘Variation in total Medicare spending across geo-
graphic areas is driven largely by variation in the utili-
zation of post-acute services, and to a lesser extent by
variation in the utilization of acute care services.’’ 6

While this conclusion may not be surprising given the
needs of the Medicare population, it will drive further

1 Variation in Health Care Spending: Target Decision-
Makers, Not Geography, Committee on Geographic Variation
in Health Care Spending and Promotion of High-Value Care,
Institute of Medicine, July 2013. The report is available at
http://www.nap.edu/catalog.php?record_id=18393.

2 ‘‘IOM Says Congress Should Not Set Provider Payment
Based on Geography,’’ BNA’s Health Care Daily Report, July
25, 2013.

3 The members of the Committee on Geographic Variation
in Health Care Spending and Promotion of High-Value Care
are posted at http://op.bna.com/hl.nsf/r?Open=psts-9adnyh.

4 Variation in Health Care Spending: Target Decision-
Makers, Not Geography, Committee on Geographic Variation
in Health Care Spending and Promotion of High-Value Care,
Institute of Medicine, July 2013, at 2-12.

5 Id. at 2-23.
6 Id. at 2-27.
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focus on post-acute services, the payment for them, and
the need for greater coordination on handoffs between
acute care facilities and post-acute facilities. According
to the study’s findings, if there were no variation in
post-acute care spending, the variation in total Medi-
care spending across Hospital Referral Regions would
fall by 73 percent.7 That’s a big number, and likely will
draw further examination as to where cost savings op-
portunities lie and how Medicare payment should be
adjusted going forward. This is an opportunity for low
cost providers and a risk area for high cost/high utiliz-
ing providers.

Price Drives Variation in the Commercial
Insurance Market

‘‘Variation in spending in the commercial insurance
market is due mainly to differences in price markups by
providers rather than to differences in the utilization of
health care services.’’ 8 This finding of the committee
surely will add to the debate regarding the impact of
care coordination and better collaboration among
health care providers on consolidation in the health
care industry—and the antitrust issues such consolida-
tion raises. To me, this puts even more onus on com-
mercial market participants—purchasers, payers, pro-
viders, and consumers—to find collaborative and bal-
anced solutions to pricing and savings allocation going
forward, or enforcement agencies will do it for them.

Area-Level Quality Is Not Consistently
Related to Spending or Utilization in
Medicare or the Commercial Sector

The above conclusion of the study9 impacted the
committee’s view of a geographic value index, but also
is a strong reminder that high quality and high spend-
ing do not have a consistent relationship, despite some
assumptions by providers and consumers in that re-
gard. Providers will continue to be expected to lower
costs and improve quality simultaneously in the years
ahead.

Improving Value by Targeting Provider
Decision-Making Units

‘‘To improve value, CMS should continue to test pay-
ment reforms that incentivize the clinical and financial
integration of health care delivery systems and thereby

encourage their (1) coordination of care among indi-
vidual providers, (2) real-time sharing of data and
tracking of service use and health outcomes, (3) receipt
and distribution of provider payments, and (4) assump-
tion of some or all of the risk of managing the care con-
tinuum for their populations.’’ 10 Specifically, the IOM
report emphasizes that payment reforms need to create
incentives for behavioral change at the locus of care.
The report discusses the various payment reforms con-
tained within the ACA, including value-based purchas-
ing, bundled payments, accountable care organizations,
patient-centered medical homes and dual-eligible care
integration. Providers hoping to avoid the impact of
these efforts to move away from fee-for-service will not
find comfort in the IOM’s recommendations. Indeed,
the report recommends that CMS conduct ongoing
evaluations of these new payment models and use the
evaluation results to iteratively improve them.

Accelerating the Transition
‘‘If evaluations of specific payment reforms demon-

strate increased value, Congress should give CMS the
flexibility to accelerate the transition from traditional
Medicare to new payment models.’’ 11 The concluding
section of the report discusses possible mandatory
implementation of payment reform as a means to accel-
erate adoption. In the end, the IOM committee, recog-
nizing the challenging nature of translating pilot pro-
grams into national policy, opts instead for giving CMS
additional flexibility, as reflected in the recommenda-
tion above. But the committee clearly is suggesting ac-
celeration to bring these reforms to broader popula-
tions if evaluations of the pilot programs demonstrate
improvements in value. Specifically, the committee sug-
gests that Congress could direct CMS to authorize dif-
ferential payment updates for new payment models and
traditional Medicare fee-for-service.

Conclusion
While recommending against the adoption of a geo-

graphic value index, the report of the committee re-
sponsible for the IOM’s geographic variation study adds
strong support to the notion that unexplained variation
exists and that new payment models targeting provider
behavior should continue to be tested, and if proven to
improve value, expanded. Health care providers should
understand this report as a further strong signal to Con-
gress to pursue and strengthen the payment and deliv-
ery reform components of the ACA.

7 Id. at 2-23.
8 Id. at 2-15.
9 Id. at 3-14.

10 Id. at 4-6.
11 Id. at 4-16.
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