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CASE 30 SOLUTION (8/27/09)                              Copyright  2010 by FACHE 
 
 

COPPERLINE HEALTHCARE 
 

Capitation and Risk Sharing 
 

 
 
Case Information 
 
Type 
 
This case is nondirected, in that it does not contain a specific list of questions that students must 
answer. Rather, it contains general guidance or concerns expressed by various parties that 
students should consider when developing their solutions. If you want to convert this case to a 
directed case, you can provide your students with the applicable questions in the Case Questions 
section of the online material for instructors. 
 
Purpose 
 
This case permits students to examine the issues involved with payment allocation and risk sharing 
within an integrated delivery organization (PHO). Although there are many quantitative elements to 
the case, there also are numerous qualitative issues that merit discussion. 
 
Complexity 
 
This case is intermediate in complexity. The numerical work is not difficult, but many subtle issues 
are involved in the case. 
 
Model Description 
 
The model takes much of the busywork out of the case, enabling students to spend more time on 
interpretation and evaluation. Like most case models, the student and instructor versions differ 
mostly in regard to the input data. The instructor version contains the complete base case inputs, 
while these inputs are zeroed out in the student version of the model. In addition, the instructor 
version contains a scenario analysis with accompanying graph. 
 

The model uses assumptions about the premium distribution to calculate the dollar 
distribution to each of the provider categories and provides a framework for two risk pool 
illustrations. 

 
The model’s (instructor version) Input Data and Key Output sections are shown in the 

following tables: 
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Case Solution 
 
Because the case is nondirected, students have ample opportunity to be creative in their solution 
approaches. Thus, it is impossible to provide a single solution here that applies to every student’s 
work. As a starting point in evaluating students’ solutions, we provide a solution based on the 
questions in this manual. However, this solution is merely a starting point, and student work should 
be graded at least as much on thought processes, assumptions used, creativity, and the ability to 
express ideas coherently as on the resulting numerical answers. 
 
 Also, some questions address conceptual issues that most students understand but 
typically would not include in a case presentation/write-up. Such questions are ideal for instructors 
to use to extend the case discussion when students are working with the nondirected versions. 
These questions may be directed to the presenting team, if team presentations are used, or offered 
to the class in general. 
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1. What reimbursement method would you recommend for each of the following providers? Justify 

your answers. 
 a. Primary care physicians 
 
Some students may argue that primary care physicians should be paid by capitation. Although 
capitation encourages primary care physicians to shift patients to the other providers, the risk-
sharing arrangements create incentives to lower specialist and hospital utilization to those levels 
appropriate for the patient population. Other students may argue in favor of paying primary care 
physicians using a discounted fee-for-service methodology. This could provide greater incentive to 
provide comprehensive preventive care, which may help control/reduce costs in the long run. 
 
       b. Specialists 
 
Although some students might be inclined to capitate specialists, and hence level the playing field 
for all physicians, there are also strong arguments for the other side. The biggest problem is that a 
patient population of 50,000 requires a relatively small number of physicians in certain specialties. 
For example, Exhibit 30.1 in the case indicates that only 0.3 neurosurgeons and 0.4 thoracic 
surgeons are required. A total of 25 specialists is deemed optimal, but those with infrequent 
utilization would receive relatively low capitation payments from the PHO. Then, it would take only 
one or two high-cost patients to make capitation a big loser for the physician. Thus, it might be best 
to pay specialists on a discounted fee-for-service basis, perhaps set at about 80 percent of charges, 
which is a reduction from their current reimbursement percentage. 
 
 As an alternative, it might be possible to capitate some specialties but pay others on a 
discounted fee-for-service basis. 
 
       c. Hospital 
 
In general, managed care plans prefer to pay hospitals on a per diem basis and then create 
incentives for physicians to limit admissions and lengths of stay. Some students will argue that the 
hospital should be capitated. This is a viable option, but many managed care plans believe that they 
can control hospital utilization more effectively than can the hospital itself. Thus, the belief is 
common that per diem reimbursement would result in lower costs to the PHO over the long run than 
would capitation, if the PHO (in conjunction with the hospital) can aggressively manage utilization. 
 
       d. Other services 
 
Since the utilization of other services is relatively small and unpredictable and is often handled by 
out-of-area providers, the only practical way to reimburse these providers is by fee-for-service. 
Discounted contracts can be signed with those providers that are used most often, but many other 
services will have to be paid at charges. 
 
2. What allocation of premium dollars do you recommend for each provider? Justify your 

recommendations. 
 
Although there is much room for discussion here, a reasonable “first pass” allocation is to use a 
“typical” allocation. These percentages can be found in numerous sources. Ours is a slight 
adjustment of Table 17.4 of the fifth edition of the text Understanding Healthcare Financial 
Management. This approach was used to allow for risk pools, which were not included in the 
consultant’s recommendation contained in Exhibit 30.3 in the case.  
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Allocation of premium dollar (%):               Consultant Your Recommendation  
  PHO administration/overhead                        13% 16.0%  
  Paid to within-system physicians:     
    Primary care                                              10 11.0  
    Specialists  18 14.4  
    Ancillary services    5   5.0  
    Administration / profit    1   4.0  
  Paid to within-system hospital  38 29.7  
  Paid for prescription drugs  10 10.0  
  Paid to out-of-system providers    5   5.0  
  Professional services risk pool    0   1.6  
  Inpatient services risk pool    0   3.3   
   
    Total premium dollar                                   100%                    100.0%  
 
 Here is our logic. To begin, PHO administration/overhead and within-system physicians 
administration/profit should be allocated a greater proportion of the premium dollar than 
recommended by the consultant. If the PHO is to be paid a fixed payment and be responsible for all 
healthcare needs of the covered population, it must have the managerial talent and information 
systems necessary to control over its components. In addition, the PHO must establish reserves 
(overhead) to cover any payments to noncapitated providers that fall above those allocated. 
 
 Primary care physicians should receive a greater proportion, and specialists and the within-
system hospital ought to have lower proportions of the premium dollar than recommended by the 
consultant. The intent here is to establish risk-sharing arrangements within the PHO designed to 
reduce the amount of specialty and inpatient services provided in the future. If successful, the 
primary care physicians can actually increase their compensation above historical rates, but total 
compensation for specialists and the hospital must be reduced if the PHO is to succeed. If utilization 
for such services is reduced proportionally, or even more, specialist and hospital profitability could 
increase under the new contract. However, the proposed revenue distribution would place 
pressures on the hospital and specialists. Additionally, professional and inpatient services risk pools 
should be established to provide financial incentive for more efficient and cost effective practice 
patterns. The consultant’s recommendations for ancillary services, drugs, and out-of-system 
providers are probably reasonable because these are generally outside of the control of the PHO. 
 
 Note that it might be best to phase in the new premium allocation system. Rather than 
impose the recommended distribution in the first year, an alternative would be to move toward the 
indicated percentages over two or three years. This would give the specialists and the hospital time 
to adjust to the reduced reimbursements. Furthermore, it would give all parties the opportunity to 
understand and respond to the newly created incentives (risk pools) that would be part of the PHO’s 
strategy for handling the contract. 
 
 One way to create a less arbitrary distribution would be to estimate the total payments to 
providers using impartial charge data such as DRGs and CPT codes. Then, determine what dollar 
amount is available for distribution (total premium less administrative costs). Finally, each provider 
would receive the same proportion of charges, calculated as Total premium available/Total charges. 
These amounts, which give all providers the same proportion of charges, could then be adjusted to 
create the right incentives. 
 
3.  a. What proportion of the premium dollar would you allocate to the professional services risk 

pool? 
 
Typically, risk-sharing arrangements allocate 10 to 20 percent of each reimbursement dollar to one 
or more risk pools. Table 17.4 of the fifth edition of Understanding Healthcare Financial 
Management shows that the typical allocation of the premium dollar for specialists is 16 percent. 
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The PHO has never used risk pools before so it is prudent to start at 10 percent and perhaps 
increase the percentage over time, as the PHO providers gain experience with risk sharing. 
Therefore, 10% × 16% = 1.6% of the premium dollar is allocated to the professional services risk 
pool and the remaining 16% − 1.6% = 14.4% is allocated to specialists. 
 
 b. How would you split the professional services risk pool between primary care physicians 

and specialists? 
 
Any answer is acceptable here as long as it has a reasonable justification. For simplicity, we used a 
50/50 split in our solution. 
 
 c. What proportion of the premium dollar would you allocate to the inpatient services risk 

pool? 
 
Table 17.4 of the fifth edition of Understanding Healthcare Financial Management shows that the 
typical allocation of the premium dollar for hospitals is 33 percent. Similar to the professional 
services risk pool, 10% × 33% = 3.3% of the premium dollar is allocated to the inpatient services 
risk pool and the remaining 33% − 3.3% = 29.7% is allocated to the hospital. 
 
 d. How would you split the inpatient services risk pool among primary care physicians, 

specialists, and the hospital?  
 
Acceptable answers to this question can also vary widely. Again for simplicity, we divided this pool 
evenly among the three parties. 
 
4. Conduct a sensitivity analysis. More specifically, using your allocation of the premium dollars, 

determine how the total budgeted reimbursement compares to the total actual reimbursement 
to primary care physicians, specialists, and the within-system hospital: 

 a. If actual payments equal the premium allocation 
 
 
 
          Total Budgeted Reimbursement           Total Actual Reimbursement
            Primary care physicians:             Primary care physicians:
                Premium allocation $13,200,000                 Actual payment $13,200,000
                Professional services risk pool 960,000                 Professional services risk pool 960,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 1,320,000
                   Total $15,480,000                    Total $15,480,000
            Specialist care physicians:             Specialist care physicians:
                Premium allocation $17,280,000                 Actual payment $17,280,000
                Professional services risk pool 960,000                 Professional services risk pool 960,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 1,320,000
                    Total $19,560,000                    Total $19,560,000
            Within-system hospital:             Within-system hospital:
                Premium allocation $35,640,000                 Actual payment $35,640,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 1,320,000
                   Total $36,960,000                    Total $36,960,000

 
 
If actual payments do not differ from the premium allocation, the actual reimbursement is the 
same as budgeted reimbursement. 
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b. If both specialist and hospital payments are 10 percent greater than the premium allocation 

 
 
          Total Budgeted Reimbursement           Total Actual Reimbursement
            Primary care physicians:             Primary care physicians:
                Premium allocation $13,200,000                 Actual payment $13,200,000
                Professional services risk pool 960,000                 Professional services risk pool 96,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 132,000
                   Total $15,480,000                    Total $13,428,000
            Specialist care physicians:             Specialist care physicians:
                Premium allocation $17,280,000                 Actual payment $19,008,000
                Professional services risk pool 960,000                 Professional services risk pool 96,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 132,000
                    Total $19,560,000                    Total $19,236,000
            Within-system hospital:             Within-system hospital:
                Premium allocation $35,640,000                 Actual payment $39,204,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 132,000
                   Total $36,960,000                    Total $39,336,000

 
 
 c. If both specialist and hospital payments are 10 percent less than the premium allocation 
 
          Total Budgeted Reimbursement           Total Actual Reimbursement
            Primary care physicians:             Primary care physicians:
                Premium allocation $13,200,000                 Actual payment $13,200,000
                Professional services risk pool 960,000                 Professional services risk pool 1,824,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 2,508,000
                   Total $15,480,000                    Total $17,532,000
            Specialist care physicians:             Specialist care physicians:
                Premium allocation $17,280,000                 Actual payment $15,552,000
                Professional services risk pool 960,000                 Professional services risk pool 1,824,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 2,508,000
                    Total $19,560,000                    Total $19,884,000
            Within-system hospital:             Within-system hospital:
                Premium allocation $35,640,000                 Actual payment $32,076,000
                Inpatient services risk pool 1,320,000                 Inpatient services risk pool 2,508,000
                   Total $36,960,000                    Total $34,584,000

 
 
  Do the risk pools provide appropriate incentives to the primary care physicians and the 

specialists? 
 
If specialist and hospital actual payments are 10 percent over the budget premium allocation 
budget, the primary care physicians have done a poor job of controlling referrals to specialists, and 
the specialists have done a poor job of controlling hospital utilization. As a consequence, the actual 
reimbursement of both groups is less than budgeted reimbursement. 
 
 For the primary care physicians, the actual payment equals the premium allocation 
because the physicians are capitated. However, their poor specialist referral performance reduces 
the amount they receive from the professional services risk pool from $960,000 to only $96,000. 
Clearly, the primary care physicians have an incentive to reduce specialist referrals. 
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 For the specialists, the actual payment ($19,008,000) is greater than the premium 
allocation ($17,280,000) because the physicians are paid on a discounted fee-for-service basis. 
However, this increase is offset by a reduction in their share of the professional services risk pool 
from $960,000 to $96,000 because of the poor specialist referral performance of the primary care 
physicians. In addition, the poor hospital utilization performance of the specialists reduces their 
share of the inpatient services risk pool from $1,320,000 to $132,000. Clearly, the specialists have 
an incentive to reduce hospital utilization. The poor hospital utilization performance of the specialists 
also reduces the primary care physicians’ share of the inpatient services risk pool from $1,320,000 
to $132,000. 
 
 In general, the risk pools provide the right incentive for control of specialist referrals and 
hospital utilization. 
 
5. a. Should all of the physician hospital organization’s (PHO) physicians participate in the 

contract, or should subpanels be formed? 
 
From a pure financial perspective, it would make sense to create a subpanel of the PHO’s primary 
care physicians to handle only Plan patients. These primary care physicians would have only 
capitated payments, and hence they would not have the varying incentives created by serving 
patients with different reimbursement methodologies. Furthermore, the administrative burden of 
these primary care physicians would be greatly reduced because they would not have to maintain a 
staff for billing third party payers. Finally, the risk of each provider on the panel would be reduced 
because they would have a larger number of patients (capitated) from the plan. Of the total 57 
primary care physicians, 25 could be placed on the Plan contract, and the remaining 32 would work 
on non-Plan patients. 
 
 However, the subpanel would be difficult to create. First, it may be that the only primary 
care physicians willing to join the subpanel are those that do not currently have a full workload of 
patients. Some may have a low volume of patients because they are new, but others may have a 
low volume because they are poor physicians or have poor “bedside manners.” In any event, asking 
for volunteers could result in a subpanel consisting of the worst primary care physicians in the PHO. 
Furthermore, since these physicians would have full practice loads, Plan patients who are currently 
seeing other primary care physicians would be forced to change physicians as would non-Plan 
patients who are seeing the physicians selected for the Plan. This would create morale problems for 
physicians that would, on net, lose patients as well as create problems for patients who would have 
to change physicians. Indeed, if there is competition among managed care plans for the Plan’s 
current 50,000 enrollees, it is possible that restricting patients to a smaller set of primary care 
physicians could result in the Plan losing members, and hence in reduced PHO revenues. 
 
 Regarding specialists, it might be easier to create a subpanel for them than for the primary 
care physicians. Specialists could be polled to find out how many want to continue to serve the 
Plan’s members, recognizing that future reimbursement might be less than current reimbursement. 
As long as sufficient numbers were recruited within each specialty, a specialty subpanel could be 
created. Because specialists, for the most part, would continue to be reimbursed under discounted 
fee-for-service, billing and collection efforts would be unaffected. 
 
 b. If subpanels are formed, how should they be constituted? 
 
From a pure financial standpoint, the physicians selected for the subpanel should be those with the 
least costly practice patterns. For example, the physicians who have the lowest average hospital 
charges, as illustrated in Exhibit 30.2 of the case, should be selected. However, there would be a 
whole host of political and other factors to consider, and it is unlikely that a low-cost subpanel could 
be put together. The best approach might be to base the subpanel on other considerations and then 
strive to influence the physicians chosen to become low-cost providers. 
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6. Consider other actions the PHO could take to ensure that its contract with the Plan is 

successful. Specifically, comment on the advisability and feasibility of taking actions in the 
following areas: 

 a. Utilization review 
 
Perhaps the most critical key to managing PHO costs is utilization review. The PHO must have the 
information systems in place to know (1) individual physician referral costs, and (2) the cost and 
effectiveness of alternative treatment protocols. The best way to lower overall PHO costs is to 
convince providers that lower-cost treatments are as effective as higher-cost treatments, and then 
to encourage all providers to use the lower-cost protocols. Additionally, utilization review and 
authorization can be used to limit referrals and inpatient utilization to those that are clinically 
warranted. 
 
 b. Quality management 
 
Obviously, quality is important, and usually good quality leads to lower long-run costs. It is best to 
do the correct procedure and to do it right the first time. Also, stressing quality throughout the PHO 
leads to better patient satisfaction, which not only ensures contract renewal with the Plan, but also 
can be used as a rationale to negotiate higher payments. 
 
 c. Information systems 
 
It should be no surprise that all of the above actions require good clinical and financial information. 
Without information, it is impossible to operate the PHO in a coherent, coordinated, and efficient 
manner. Thus, it is imperative that the PHO establishes an information system capable of capturing 
all elements required for successful management. This task is neither easy nor inexpensive, but 
PHO success will depend on its ability to manage patient populations, and this feat is impossible 
without adequate information. 
 


