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Abstract

The Institute of Medicine, in its 2001 Crossing the Quality Chasm report, recommended greater integration and coordi-
nation as a component of a transformed health care system, yet relationships between acute and post-acute providers have
remained weak. With payment reforms that hold hospitals and health systems accountable for the total costs of care and
readmissions, the dynamic between acute and post-acute providers is changing. In this article, we outline the internal and
market factors that will drive health systems’ decisions about whether and how they integrate with post-acute providers.
Enhanced integration between acute and post-acute providers should reduce variation in post-acute spending.
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1 Introduction

In its 2001 Crossing the Quality Chasm report, the Institute of Medicine (IOM) recommended increased integration and
coordination of care as one way to improve the quality of care ™. This would “address the need to manage smooth
transitions from one setting to another or from a health care to a self-care setting”. Despite this recommendation, the
continued use of fee-for-service payments incentivized health care providers to maximize the volume and intensity of
services rather than enhance coordination or reduce the costs of post-discharge care. As a result, relationships across the
continuum of care and especially between acute and post-acute providers have remained weak .

Hospital administrators primarily focused on the patient’s experience and outcomes from admission until discharge
from their institution . There was minimal coordination across unaffiliated institutions and, to date, little incentive to
implement it. Furthermore, most hospital-based health systems focused (and still focus) on maximizing the referral base of
hospital admissions through acquisition of outpatient physician practices ! which has a much more direct return on
investment in the current fee-for-service reimbursement environment, compared to integration with post-acute resources.

The Affordable Care Act (ACA) has forced providers to contemplate the care a patient receives for the 30, 60 or even 90
days post-discharge through readmission penalties, bundled payment models and total cost of care measures. In this article,
we examine a framework within which health systems can think about how they relate to post-acute providers. First we
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will provide background on the changing dynamics, both financial and organizational, to catalyze change. Then we will
discuss internal and market-level factors that likely guide health systems’ decisions about their interactions with post-acute
providers.

2 Evolving attitudes toward post-acute care

2.1 Policymakers are focused on post-acute spending

In the June 2007 MedPac report to Congress, hospital readmissions were identified as a substantial and potentially
avoidable cost ™. Specifically, “the failure to adequately attend to the care transition at discharge from the hospital
results in additional Medicare spending; 17.6 percent of admissions result in readmissions within 30 days of discharge,
accounting for $15 billion in spending. Not all of these readmissions are avoidable, but some are”. The report goes on
to outline a two-step process to reduce readmissions, starting with public reporting and transitioning to new payment
methodologies.

The first of the payment methodology changes, readmission penalties, went into effect on October 1, 2012. According to
some reports ), the first seven years of readmission penalties could save Medicare up to $8.2 billion. However, with a
relatively meager average penalty of only $125,000 per hospital, there is still little financial incentive to dedicate
significant resources to post-acute investments.

2.2 Financial risk outside the hospital walls

Penalties can reduce overall health system costs by motivating practice changes to reduce readmissions, but additional
incentives are necessary to materially affect quality. Specifically, according to the Centers for Medicare and Medicaid
Services (2013), hospitals must have more financial risk/incentives to drive more systematic change .

Within the post-acute care sector, one integration catalyst may be the Medicare Spending per Beneficiary (MSPB)
measure recently endorsed by CMS. The MSPB Measure assesses the cost of services performed by hospitals and other
healthcare providers during an MSPB hospitalization episode, which comprises the period immediately prior to, during,
and following a patient’s hospital stay [®!. By putting the total cost of care from the inpatient stay to 30 days post-discharge
at risk, health systems will need to reevaluate the discharge planning process, which will include the resources devoted to
coordination with post-acute care providers.

2.3 Health systems are not structured for financial risk

Health systems developed in large part to take advantage of economies of scale, but had limited incentives to operate in
a truly integrated fashion. Recent and proposed payment system changes are catalyzing health systems to move from
confederations of hospitals to clinically integrated networks across the continuum of care. According to a Cain Brothers
report (2012), hospitals can no longer passively discharge patients to post-acute providers, but must become accountable
for quality and resource control in the post-discharge period [”.

Change of this magnitude in medical care financing requires a parallel change in the organizational structure of health
systems. The vast majority of health systems are not structured to accept financial risk for the total costs of care, yet a 2013
Advisory Board survey found that the percentage of hospitals accepting such risk-based contracts rose from 14% in 2011
to 35% in 2013 1. There was also an increase from 16% to 27% in the percentage of hospitals adopting bundled payment
contracts. The survey report goes on to state, “the trend toward greater provider accountability is not likely to abate”. The
emergence of accountable care organizations, bundled payments and other payment reforms will drive the change desired
by the IOM, increased integration and coordination, and will also drive organizational changes to manage risk and care
transitions.
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3 Broadening the definition of the health system

3.1 Health systems started with physician practice acquisitions

Integrating continuum of care components is not new to acute providers, as the “upstream” market for purchasing medical
practices has been very active [*1. However, “upstream” integration has a much greater financial benefit than coordination
of care for patients after discharge even though that is where the risk is now located. Acquisition of post-acute resources is
different from acquiring physician practices in several ways.

First, physician practices are sufficiently localized, meaning an acute provider is acquiring an entire practice with local
authority in the negotiation process. On the other hand, post-acute providers are frequently parts of larger national chains,
which can have an entirely different, and often more complicated, acquisition cost associated with them. Second, post-
acute care exists along an evolving continuum, often with independent organizations providing the different services
(home health, long-term care, skilled nursing, independent rehabilitation), meaning acute providers must think through
their strategic position regarding each service type and how patients transition through each. Third, the financial reward, in
a fee-for-service model, associated with acquiring post-acute assets is limited as compared to the potential upside of a
primary care practice referring new inpatient volume to a facility. Fourth, post-acute provider acquisition carries with it
substantial fixed asset risk, since the “bricks and mortar” are likely to have greater bed capacity than the hospital needs to
ensure high quality discharges of its patients. Finally, few, if any, health systems have core competency in the post-acute
space.

While acquisition of primary care practices differs from post-acute, “upstream” integration will remain fundamental in
reducing post-acute costs, as both primary care and post-acute resources are essential components of a clinically integrated
network .

3.2 Hospitals are not enough

Many health systems are still simply confederations of hospitals and their investments have focused on acquiring
“upstream” ambulatory care providers. The ambulatory networks exist to expand a health system’s market presence and,
ultimately, to fill beds. If maximizing inpatient revenue is the primary goal, there is no need to integrate with post-acute
providers. In other words, a relationship with a post-acute provider would not enhance market strength or mitigate
financial risk.

Payment reform has changed the equation. Health systems now bear financial risk for the total cost of care post-discharge
and reputational risk through public reporting of readmission rates. As a result, despite hospital’s best efforts to push
back [, the definition of the health system has changed and in turn the decision process regarding investment in
post-acute assets. If a hospital is at risk for the total cost of care 30 days post-discharge or incurs a readmission penalty, the
cost-benefit of where the hospital focuses attention materially changes. Now, the quality of the post-acute provider matters,
as does the hospital’s level of integration and coordination with the post-acute provider. As a result, many providers are
contemplating vertical integration into the post-acute landscape 2.

3.3 Post-acute providers preparing for integration

In a May 2013 report from Sawgrass Partners, LLC entitled “Developing Successful Hospital Partnerships”, the authors
outline specific strategies for skilled nursing facilities to partner with hospitals 1. They first suggest each skilled nursing
facility (SNF) assess its own internal readiness for a hospital partnership. Of the key areas to address in the readiness
assessment, they include:

e Assessment of strategic opportunities with local hospitals

e Access to funding for IT improvements and connectivity
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e Inventory of physician relationships

e Assessment of clinical care programs

e Continuum of care service offerings

e  Organizational structure and leadership capabilities

. Historical readmission rates and current clinical outcomes

As post-acute providers prepare for and seek out more integrated partnerships, hospitals that are not prepared to act may be
left with a portfolio of lower quality providers. While historically, post-acute providers could have been described as more
“passive” participants in the continuum of care due partly to a lack of financial risk, the implementation of the readmission
penalty, even though initially just for hospitals, has changed the dynamic for all participants.

3.4 Lessons from the auto industry

Vertical integration has been a strategic component of most business models in industries defined by complex systems. In
the auto industry, research by Monteverde and Teece (1982) ™ hypothesized that “assemblers will vertically integrate
when the production process, broadly defined, generates specialized, non-patentable know-how”. They further state that
“the existence of transaction-specific know-how and skills and the difficulties of skill transfer mean that it will be costly to
switch to an alternative supplier”. In order to maximize profit, auto makers are at risk for the total cost of production. As a
result, the auto makers will vertically integrate if the complexity of a production process for a component provides the
supplier with an “exploitable first-mover advantage”. Monteverde and Teece (1982) go on to state, “clearly, design and
implementation for any system as complex as an automobile must be tightly coordinated”. As the transaction cost
increases, the level of integration must increase to the tipping point where the “make” versus “buy” decision is made.

There is one very big distinction to be made between the auto industry and the health care system. The supplier, in this
case the post-acute provider, cannot exert pricing pressure on the hospital, because they do not have control over price,
which is set be CMS. Therefore, the transaction cost in an acute/post-acute referral is related to the coordination of efforts
required for the transition, as well as the contract management costs if the hospital decides against full integration. That
is, developing systems and processes and possibly contractual obligations to stay connected to a patient post-discharge
requires both financial and human capital.

Hospitals have the necessary information at discharge to evaluate the complexity of patients in regards to their risk of
readmission ®, yet our healthcare system, on average, has been far from tightly coordinated. As a result, there are
missteps and errors in patient care, especially for those with complex medical needs ™. If health care were to learn from
the auto industry, then the level of coordination and integration should increase as the complexity of the patient (and thus
the transaction cost) increases, thus influencing a hospital’s decision process related to its relationship with post-acute
providers.

3.5 Form follows function

One reason that the health care industry has been slower to adopt more coordinated care has been the traditional fee-
for-service approach to payment. With limited focus on quality-based financing, hospitals have had little incentive to
differentiate based on quality of patient experience outside the hospital.

Structurally, the traditional incentives have created governance and operational models which are institution and finance
centric. A survey by Jha and Epstein (2010) found that, on average, in 2007-2008, quality performance was on the agenda
at board meetings 63% of the time while financial performance was on the agenda 93% of the time *°. Health systems are
structured to gain access to new referrals, rather than focusing on improving the health of a population and/or reducing the
total cost of care across the continuum.
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Payment reform has merged finance and quality through a focus on accountability. Accountable Care Organizations
(ACOs), bundling and risk contracting will force institutions to expand their operating models outside the walls of the
hospital and consider the care transitions along the continuum which can often add undue cost and negatively affect quality.
This is leading to more integrated approaches to post-acute care. Research has shown that even in the absence of an
explicit preferred provider network, hospitals that concentrate their discharges on select SNFs can demonstrate better
quality via reduced readmissions ¢!,

4 Mechanisms to control the total cost of care

4.1 Transitions of care considerations
Controlling the cost of care involves more tightly integrated transitions of care. Most research on this subject addresses

discharge from hospital to home ™!, yet many of the same principles can be extrapolated to the hospital to post-acute
transition. In a January 2014 report on Care Transitions from the Center for Healthcare Research and Transformation **), a
partnership between the University of Michigan and Blue Cross/Blue Shield of Michigan, the author summarizes the
following best practices in care management:

*  Comprehensive discharge planning

e Complete and timely communication of information

*  Medication reconciliation

*  Patient/care giver education using the “teach back” method

*  Open communication between providers

*  Prompt follow-up visit with an outpatient provider after discharge

In addition to the above list, when considering discharge from hospital to SNF, it is important for hospitals to know the
PAC providers’ readmission rates.

4.2 One size does not fit all

Following the model of the auto industry, the institutions that should consider a tightly integrated approach to post-acute
care would be those with higher transaction costs; discharging more complex patients who pose the greatest risk for a
readmission or other costly post-acute events. These patients will require more coordination across institutions and more
caregiver involvement, perhaps, even an inter-disciplinary team of physicians and care managers.

Jeff Goldsmith (2011) wrote about the case for flexible partnerships between health plans and providers, considering three
types of health services; primary medical care, unscheduled care, and specialty care [*81. A similar analogy can be made in
looking at integrating post-acute resources, where the complexity of the patient population drives the level of investment
required. Hospitals are left with three primary strategies (which are not mutually exclusive):

*  Steering: consolidating referrals to higher quality providers

e  Bundling: establishing a contractual partnership with mutual obligations

* Integrating: buying or building a SNF or home health care network

Health systems can implement one or several of these strategies. Some examples of health system/post-acute coordination
strategies include:
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e Altrius Health (Eastern/Central, MA) — Steering (Preferred Partner)

In 2012, Altrius created a preferred network of skilled nursing facilities to improve coordination of care. The
goals of the network were to improve communication and sharing of information between the SNFs and the
primary care physicians to reduce SNF length of stay and readmissions. The selection process included the
following criteria: location of care, facility rating, facility attributes, willingness to collaborate, and value to
patient. After visiting more than 100 facilities, Altrius narrowed their preferred network to about 50 SNFs.
Readmission rates for Altrius patients sent to SNF decreased from 12% in 2012 to 8.7% in 2013, resulting in just
under $1 M in savings.

e Geisinger Health System (Danville, PA) - Bundling !

Geisinger has developed a ProvenHealth medical home model which bundles services for patients within their
system. The medical neighborhood includes “360° care systems” for SNF, Home Health, Inpatient Hospital, and
ED. As part of the effort to improve communication with nursing homes, the ProvenHealth model includes daily
presence of advanced nurse practitioners in nursing homes.

e ProMedica/ManorCare (Toledo, OH) — Integration (joint venture) 2!

ProMedica and ManorCare signed a collaborative agreement to build a preferred provider, joint venture skilled
nursing and rehabilitation center. The facility will be built on one of ProMedica’s campuses. One of the key
provisions is forming a quality committee with clinical staff from both institutions. The collaboration is intended
to reduce preventable and unnecessary rehospitalizations and improving both patient care and satisfaction.

e Partners Health Care (Boston, MA) — Integration (full ownership) %!

Partners Health Care has chosen the full integration model in which post-acute resources are combined within a
separate corporate entity with management control and responsibility for total range of post-acute services. The
organization utilizes the ANEXT web-based system to support transitions of care from acute to post-acute.

Each of the strategies help to control the total cost of care, but have varying levels of transaction cost requirements based
on several key criteria including; patient complexity, the useful life of the asset, the cost of errors, and market-specific
considerations. Each of these is described in more detail below.

4.2.1 Patient complexity

The complexity of the patient is the first consideration for a hospital or health system looking to integrate with a post-acute
partner. Institutions discharging patients with greater complexity will require greater coordination, as the transaction cost
of the transfer increases [**. Hospitals with low levels of patient complexity, while still requiring communication across
sites, do not necessarily have to be integrated in a tightly coordinated manner.

4.2.2 Useful life of the asset

In the decade after introduction of SNF prospective payment system (PPS), the number of hospital-based SNFs dropped
from about 2,500 to about 1,000, since hospital-based SNF costs were generally much higher than SNF PPS rates . As a
result, hospitals and health systems will cautiously pursue a full integration post-acute strategy. Furthermore, with care
increasingly moving to lower cost settings, and post-acute care situated along a continuum, most predictions expect a
continued trend toward home health or other lower cost post-acute providers. If a hospital or health system has barely
enough volume today to fill a SNF, they will be left with an underutilized asset as more of their discharges go to less costly
settings, or a SNF with a moderate to large percentage of inappropriate admissions which do not provide adequate
financial return. This, again, points to the level of complexity of the discharged patient. Those institutions with a high
volume of complex patients are better positioned to have a longer-term trajectory of referrals to the SNF setting, although
ownership will necessarily continue to present financial challenges since hospital based SNF costs historically are much
higher than free-standing facilities.
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4.2.3 Costs of errors

The second consideration is the reputational and fiscal cost of an error. In a highly competitive market, a significantly
higher readmission rate could affect the overall performance of a hospital or health system as payers, employers and
even patients begin to make more informed choices about who is in their network or with whom to contract. Additionally,
payment reform and risk contracts will have a direct influence on the decision process. Hospitals with greater accounta-
bility for the total cost of care will pursue post-acute partners differently, but should not lose sight of the long-term
trajectory of the asset.

4.2 .4 Market-specific considerations
Each provider will have market-specific considerations related to the SNF bed supply and quality of the local post-acute
providers. In a market with relatively lower levels of SNF capacity, a health system may prefer to acquire beds in order to
guarantee access, unless the contractual situation includes some level of access guarantee. In markets with oversupply or
consolidation of assets, the preference would most likely be to contract for an established “partnership”, as long as the
quality of the provider is sufficient (see the figure).

Favorable
(high
quality, Bundling
adeguate
bed supply)
Market ‘ Integration
Conditions
Unfaveorable Steering
[ low
. gquality,
Figure. Conceptual framework of Aeeniers
post-acute integration options based bed supply)
on market conditions and health
SyStem/hOSpital CharaCteriStiCS Unfavorable (low volume, Favorable (high volume, high
low complexity) complexity)
Source: Authors’ COHCEth&' framework Health System/Hospital Characteristics

Bed supply and quality often go hand in hand, as higher volume SNFs demonstrate lower readmission rates *. Regardless,
if there is adequate quality in the market, the effort to own beds and duplicate supply would be wasteful, and the decision
should more often be to contract for access or develop preferred networks. If the post-acute providers are lower tier ®), the
hospital would need to exert more control over the provider to ensure improvements, which may translate into the need to
establish an ownership situation.

Based on the decision framework criteria, the providers that should be considering the integrated solution are those that
have high transaction costs most likely characterized by high volumes of complex patients discharged from their facilities.

Smaller volume hospitals most likely do not have the volume necessary to sustain a SNF under an integrated or even
bundled arrangement. However, these facilities could consider steering referrals either independently or as part of a
broader ACO framework in order to reduce readmission rates and the total cost of care.

4.3 Potential barriers

There are several potential barriers to post-acute care integration. First, any partnership arrangement must meet the
requirements in the federal anti-kickback statutes. “The Office of the Inspector General views joint ventures in particular
as susceptible to fraud and abuse if the parties are in a position to make or influence referrals directly or indirectly to the
other party or the jointly held company” 27 Stark regulations, depending on the arrangement, will change the transaction
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costs associated with referrals to an independent entity. Thus, a hospital or health system may choose an acquisition so as
to mitigate the regulatory risk.

Additionally, patients demand choice in their healthcare decisions. Preferred provider network may limit patients’ choice
of post-acute provider. However, if the decision framework is aligned with optimal outcomes, then patients that are
“steered” to preferred providers may be willing to forego choice for documented superior quality.

While the Deficit Reduction Act of 2005 led to the development and demonstration of the Community Assessment Record
and Evaluation (CARE) Item Set !, the tool is not yet widely utilized. Therefore, it is costly to coordinate efforts across
multiple post-acute providers. Implementation of the CARE tool, or similar common assessment systems, could help to
reduce the overall transaction costs to the acute providers.

Most hospitals do not have the analytical expertise to adequately assess which SNFs in their particular market provide
higher quality care and minimize 30-day post-acute costs. Additionally, hospitals and post-acute providers may not have
integrated clinical information systems that allow electronic medical records to be seamlessly integrated across sites. This
can lead to medical errors, such as problems with medication reconciliation or sharing results of imaging and/or laboratory
test results.

A final barrier is one of post-acute readiness. Many post-acute providers do not have the internal capabilities to execute a
more coordinated strategy with an acute partner. Furthermore, if the post-acute market is fragmented across the continuum,
the hospital will have to manage multiple relationships with individual components, again increasing the transaction cost
of coordination.

5 Discussion

Payment reform has changed the nature of acute/post-acute relationships. Historically, acute providers have focused
on care that occurs within their institution, such as reducing length of stay. Patients were often discharged to post-
acute providers with minimal, if any, coordination with complex patients often suffering adverse consequences after
discharge . Focus on accountability and the total cost of care, including post-discharge care, alters the dynamic,
catalyzing the necessary structural changes to manage care transitions and financial risk through tighter integration with
post-acute providers.

Li et al. (2012) demonstrated improved quality, as measured by reduced readmissions, at higher volume SNF providers °.
While they did not distinguish between “practice makes perfect” or “selective referrals” as the primary cause, it should
not matter to a hospital considering a more tightly coordinated relationship. Rahman et al. further demonstrated that
concentrating referrals to a select number of post-acute providers can improve quality through reduced readmissions ™!,
Given the implementation of PPACA, readmission penalties, and payment reforms, hospitals and health systems are
looking at their post-acute relationships differently.

A transaction cost decision process to preferred provider networks should help hospitals to make the optimal choice to
minimize cost and maximize quality outcomes. Hospitals and health systems with adequate volumes of complex patients
will most likely pursue integration via tightly managed contracts or acquisition of post-acute resources. Those with less
complex discharges will most likely seek concurrent strategies in which they will seek preferred providers for high
complexity patients which may involve contractual relationships and referring the remaining patients to high quality (or
best available) providers with less coordinated solutions.

The ACO framework could be a mechanism for preferred providers, as those providers, in particular, are most likely to
have the ability to accept risk within the ACO framework or even within a bundled payment initiative. This may also
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provide smaller hospitals with a structure in which they can consolidate referrals without many of the additional costs
associated with managing a post-acute network.

Upon first blush, many providers may see integration of a post-acute provider via acquisition as a necessary step to reduce
readmission. However, the decision process must take a longer term view and consider the useful life of the asset and the
transaction costs required based on the types of patients discharged from the facility (or network of facilities for a system).
This will leave many providers with the ultimate decision to simply consolidate referrals by selecting a number of high
quality providers, rather than taking on the risk of owning another institutional asset which has a limited useful life as
volume continues to shift to lower cost post-acute settings.

6 Conclusion

The Affordable Care Act has forced health systems to broaden their span of control and focus to include post-acute
providers. CMS-initiated payment reforms will motivate hospitals to integrate with post-acute providers to reduce post-
discharge costs and improve the quality of care. With more coordination between acute and post-acute providers, from
simple steering to more complex integration strategies, health systems have the potential to reduce variation in post-acute
spending and reduce costly readmissions.
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