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Reference Pricing: A
Bipartisan Solution to High
Hospital Prices?
KEY TAKEAWAYS
• Research consistently finds that high and rising prices drive health care
spending increases.1
• Hospital and drug prices had the highest cumulative price increases in
recent years, and price increases account for most of the excess health
spending growth above inflation.2
• Price competition is failing in the wake of hospital consolidation and tactics
such as “surprise” out-of-network billing.3
• Purchasers and policymakers are responding with a range of strategies,
including:
−
−
−
−
−
−

transparency initiatives
value-based payment
network and plan design changes
reference pricing
“public option” health plans
antitrust enforcement

• Reference pricing, particularly Medicare-based reference pricing, is a
strategy to rein in price increases and price variation, and promote price
transparency. It could also lower administrative costs.
• Concerns over Medicare-based reference pricing and transparency include:
− Medicare rate-setting may not be completely appropriate for the private
sector without adjustments
− transparency could spur low-priced providers to raise prices
− consumers lack information and choices to be “smarter shoppers”
− reference-pricing by public entities is government rate-setting
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WHAT IS REFERENCE PRICING?
It’s a benchmark

patients harmless from out-of-network
billing could cause an unwelcome “surprise”
through higher premiums.

It can serve as a limit

Another context in which policymakers are
using Medicare reference pricing to promote
affordability is in the design of “public
option” health plans.7 Public employee
benefit purchasers may also seek to use
their size and authority as public entities to
restrain provider prices by Medicare reference
pricing.8 Many purchasers want to know the
prices they pay providers to understand what
they are paying for and be smarter purchasers.
Contract language and state laws may bar
them from seeing prices. Medicare reference
prices can facilitate price comparisons.9

Reference pricing is the use of an external
benchmark to set an upper bound price,
or to guide parties to a negotiated price.
In health care, commercial payers may use
Medicare rates as a reference price in their
negotiations with providers to build their
provider network.

Some insurers and purchasers incorporate
reference pricing into plan benefit design to
encourage price competition and consumer
sensitivity to price differences. Reference
price plan designs tie both the provider
payment and the amount of patient costsharing for a service to a benchmark rate.4
Patients are liable for their share of any
amount charged by the provider above the
reference rate. Cost savings are generated
when patients choose providers with prices
at or below the reference price, and when
providers with prices above the reference
price respond by lowering their prices.
Reference price plan designs can pose
problems for patients if there is limited
provider participation in the network
and quality and price tools for comparing
providers are unavailable. Communication
with plan participants to explain the plan
design is also necessary.5

It can promote affordability, empower
purchasers as competition diminishes

To promote affordability, state and federal
policymakers are considering reference
pricing to set limits on provider prices. For
example, legislation to protect patients from
“surprise” out-of-network bills may allow
payers to limit payment to out-of-network
providers to an amount pegged to Medicare,
an in-network median, or other benchmark.6
Without reasonable benchmarks for paying
out-of-network providers, efforts to hold
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DO WE NEED REFERENCE PRICING
IN HEALTH CARE?

1. Health care prices, particularly hospital
and drug prices, drive health care
spending higher
From 2014 through 2018, the prices of
prescription drugs, hospital services, and
professional services all rose above inflation,
while the growth in utilization of all services
was modest, according to the Health Care
Cost Institute.10 Cumulative price increases
totaled 15%, while utilization grew only 3.1%
over the same period. Medical service price
growth accounted for roughly 75% of that
increase above inflation, or $453 per person.11
Hospitals account for the largest share of
health care spending, so when hospital
prices rise, they have a large impact on
overall cost growth for individuals and
families, employers, and public budgets.12
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NOTE: Utilization and average prices account for changes in the type or intensity of services used, with the exception of prescription drugs. Prescription
drug spending is the amount paid on the pharmacy claim, which reﬂects discounts from the wholesale price, but not manufacturer rebates.
SOURCE: Health Care Cost Institute. 2020
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Hospital and physician services represent half of total health spending
Relative contributions to total national health expenditures, 2018
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Hospitals
33%
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Other Health
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Physicians
and Clinics
20%

Prescription Drugs (9%)

NOTE: ‘Other Health’ includes spending on other non-durable products, residential and personal care, administration, and other state and
federal expenditures. Total does not add to 100% due to rounding.
SOURCE: Kaiser Family Foundation analysis of National Health Expenditure (NHE) data
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2. Competition isn’t working

Consolidation among hospitals has been a
trend since the 1990s, but has accelerated
in the last ten years.13 When health systems
become large in geographic and service
line markets, evidence suggests they
extract much higher prices relative to
hospitals in less consolidated markets.
Prices at monopoly hospitals were found
to be 12% higher than prices in markets
with four or more hospital competitors.14
There is almost no evidence that
economies of scale gained from mergers
are passed on to purchasers and patients
in lower prices. A recent study could find
no gains in quality after hospitals merge.15

“Price increases of

over 50%

have been documented in
highly consolidated hospital
markets.”
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Signiﬁcant Consolidation Activity in Hospital Sector in Recent Years
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of Healthcare Management
(NIHCM) Foundation, 2020
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Signiﬁcant Evidence that Hospital Consolidation Increases the Price of Care
Within-Market Consolidation

Cross-Market Consolidation

Rich Body of Resarch over Many Years

Findings from Emerging Research

PRICES INCREASES OF 20-40%
documented by many studies
...and INCREASES OF 55-65% reported
in some instances
Generally ﬁnd larger price impacts when
merging hospitals are located closer to
one another

Same Market
(CBSA)

Different
Markets in
Same State

Different
States

Also evidence that rival hospitals raise
prices after their competitors merge

Hospital Mergers, 2000-2012
SOURCE: National Institute of Healthcare Management (NIHCM) Foundation, 2020
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PRICES RISE 7-9% on average at acquiring
hospitals after merging with a hospital in a
different market in the same state...
...but no signiﬁcant price impacts when
acquired hospital is out of state
PRICES RISE BY 17% when a hospital is
acquired by an out-of-market hospital
system; nearby rivals raise their prices, too
PRICES RISE BY 6-7% when merger
leads to hospital systems competing in
multiple common markets

3. Hospital prices vary widely, are
opaque
Prices for similar health care services are
also highly variable across providers, and
shielded by contracts between insurers and
providers. A study done for West Health
Policy Center found the top 10% of California
hospitals ranked by price receive rates more
than 3.5 times higher than Medicare rates,
and the lowest priced 10% of hospitals receive
rates averaging .89 of Medicare rates.16
A coalition of employers has been
evaluating how much employers pay for
hospital services across several states. With
researchers at RAND, the Employers Forum
of Indiana found that employers were paying
241% of Medicare on average for hospital
services in 2017, with large variations

within and across states. Relative prices for
hospital outpatient services were almost
3 times Medicare rates—much higher than
inpatient prices—which were twice as much
as Medicare rates on average.17 Moreover,
relative prices of hospital care vary widely
among hospital systems, from around 150%
of Medicare at the low end to 400% of
Medicare at the high end.
The RAND study also looked at the
association between hospital prices and
quality using Medicare hospital quality “Stars”
ratings. A higher percentage of high-priced
hospitals—21%—received 5 stars, compared
to only 9% of low-priced hospitals. In contrast,
40% of the relatively low-priced hospitals
scored 4 or 5 stars. The distribution of such
high value hospitals may not be even across
states and markets, however.
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SOURCE: Kronick and Hoda Neyaz, "Private Insurance Payments to California Hospitals More Than Double Medicare Payments," 2019
Westhealth Policy Center
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Relative price for inpatient
and outpatient hospital care
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on average, employers
were paying

241%

more than Medicare

RAND study, Prices Paid to Hospitals
by Private Health Plans, 2019

4. Reference pricing as a solution to
rising, variable, and opaque prices
One solution to rein in high commercial
prices is to establish reference prices.
Conservatives, progressives, and pragmatists
are coalescing around versions of this
reform.18 Establishing a reference price as an
upper limit or benchmark gives policymakers
and purchasers a tool to better manage
price increases, address price variation,
and protect patients and purchasers from
unexpected prices while making them more
aware of prices.
Using Medicare payment rates to benchmark
commercial prices facilitates greater
price competition and gives purchasers a
standardized tool for evaluating hospital
prices and trends. Medicare reference pricing
is also compatible with value-based payment
models that measure episode costs or total
costs of care.
There are costs associated with setting up
and maintaining a reference price system,
but there are also potential ongoing savings
and simplicity relative to opaque, complex
pricing practices common in the commercial
sector. A Medicare-based rate schedule (with
geographic adjustments) made available to
payers, purchasers, patients, and providers,
could lower administrative costs for all
parties, and narrow the wide rate variation
observed across hospitals.
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MEDICARE IS AN APPEALING
REFERENCE PRICE FOR HOSPITAL
SERVICES, SUPPORTS PRICE
COMPARISON

Medicare rates can serve as reference prices
for hospital services because they are public,
and the process for setting them is also public.
Medicare rates are updated annually, set
prospectively using input price indexes, and
accepted almost universally by hospitals.
Medicare’s inpatient “diagnostic related
groups” (DRGs) combine services commonly
associated with treating different diagnoses
into different rates. These standardized
groupings support price comparisons
across hospitals. Hospitals file annual cost
reports to inform Medicare rate-setting,
which is designed to compensate “efficiently
operated” providers adequately.19 Medicare
rates are also adjusted for geographic
variation in wages, and include add-ons for
teaching hospitals and other factors which
could be included in a reference price.20

CONCERNS OVER USING
MEDICARE RATES FOR REFERENCE
PRICING, RATE TRANSPARENCY
Medicare rate-setting limitations

Medicare rates are not always accurate,
however, and sometimes overpay or
underpay for particular services.21 For
example, Medicare rate-setting for
professional services results in rates that
undercompensate primary care providers.22

Purchasers could address these concerns by
varying the proportion over, or even under,
the Medicare rate to set as a reference price
for individual services or groups of services.
Reference pricing could undermine
innovation. Medicare’s process for paying
for new technology can be slow, but add-on
payments are available for new technology
that meets certain criteria. Purchasers
are demanding more evidence for new
technologies, which can slow adoption and
introduce additional risk for developers of
new technologies. Organizations such as the
Institute for Clinical and Economic Review
(ICER) review evidence under a transparent
framework, and promote greater alignment
among purchasers on coverage decisions.23
Nevertheless, concerns persist that
reference pricing and transparency efforts
could undermine innovation.

Price transparency interferes with
private contracts, not useful to
consumers

Providers and insurers both express concerns
about price transparency, and generally want
to limit it to patient cost-sharing amounts.
Privately negotiated rates have been
considered “trade secrets” under most state
trade secret laws.24 The hospital industry is
challenging a price transparency rule issued
by the Trump Administration that requires
disclosure of negotiated rates on grounds
that it violates the First Amendment.25
Some economists worry that price transparency
could have the unintended consequence of
raising prices if lower priced providers hike
their prices to match higher priced providers.26
Other economists urge lawmakers and
antitrust enforcement agencies to increase
price competition by banning anti-steering
and anti-tiering clauses in provider contracts.
These clauses prevent purchasers from building
networks that favor lower cost providers.27

Why Medicare
as reference
price for hospital
prices?
ཟ Rates are published and
updated annually, publicly
available

ཟ Almost all hospitals accept
Medicare

ཟ Inpatient rates bundle services
based on diagnostic-related
groups (DRGs)

ཟ Hospitals file annual cost reports,
also publicly available, to inform
rate-setting
ཟ Rates are geographically
adjusted for wages

ཟ Rates are adjusted for teaching
status, other factors

ཟ Special payment methodologies
address challenges faced by
rural hospitals

There is little evidence that consumers are
using available price transparency tools to
shop for lower prices. The development
of better tools could help.28 Research
on high-deductible plans suggests few
people proactively ask about or search for
lower-cost care.29 Many patients are not
comfortable with or successful at asking for
price estimates and bargaining a lower rate.
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Mandating price estimates in advance could
address part of this problem, but it may be
unrealistic or even unfair to expect individual
patients to bargain lower prices when large
intermediaries have not done so.

A BURGEONING (AND BIPARTISAN)
REFERENCE PRICING TREND:
1. STATE EMPLOYEE PLANS AT
FOREFRONT

• The California Public Employee
Retirement System (CalPERs) was one
of the first and largest purchasers to
use reference pricing.30 Beginning in
2008, CalPERs set a reference price
at a midpoint measure of prices for a
group of procedures. CalPERs was able
to generate savings and prompt highpriced facilities to lower their prices.
Private employer Safeway adopted
similar reference pricing to include
labs and imaging. Using CalPERs’ and
Safeway’s experience with a small set of
services, James Robinson and coauthors
estimated that roughly 20% of the total
spending across services ranging from
knee and hip replacements to cataract
surgeries to imaging could be saved if
reference pricing was expanded across all
employers for these services.31
• More recently, other state employee plans
have been leaders in reining in hospital
prices using Medicare reference pricing:
• After the legislature mandated that
it find savings, in 2016 Montana’s
state employee plan pegged rates for
hospitals to a multiple of Medicare
rates.32 When hospitals resisted, plan
leadership took steps to send some
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patients out-of-state. Union leaders
urged hospitals to agree to reference
prices. Hospitals ultimately agreed to
rates of 234% of Medicare on average.
Reference pricing was estimated to save
Montana approximately $13.6 million in
2018. Price disparities across hospitals
were also reduced.33
• In 2019, the Oregon legislature
authorized the Oregon Employee
Benefit Board to contract with hospitals
at 200% of Medicare rates.34 The new law
sets the out-of-network rate lower than
200% of Medicare rates, encouraging
hospitals to participate in the network.
• The Treasurer of North Carolina, who
manages the State Health Plan covering
720,000 public employees and retirees,
proposed Medicare reference price
contracts with providers for the 2020
plan year. His Clear Pricing Project would
have also posted prices to help plan
participants make smarter choices.35
The Treasurer faced strong resistance
from the State’s hospital systems, who
ultimately did not agree to Medicarebased rates for 2020. Thousands of
physicians and a few independent
hospitals did sign contracts with the
health plan using rates benchmarked
to Medicare. Rates for primary care and
behavioral health professionals were
increased in recognition of their impact
on health outcomes.36

“One [knee replacement] came in at
$30,000 and one at $105,000

I just kept asking
‘why, why?’”
Marilyn Bartlett

Former Administrator, Healthcare and Benefits,
State of Montana

2. INSURERS ALREADY USE
MEDICARE REFERENCE PRICING

• Insurers offering fully-insured plans have
a strong incentive to secure lower prices
since they bear financial risk. Some carriers
serving the small group and individual
markets use Medicare reference prices. In
2018, Blue Cross of North Carolina offered
a fully insured product in the individual
and small group markets with a provider
network paid using Medicare reference
pricing. Premiums were 30% lower than
similar plans.37
• In Colorado, the Peak Health Alliance, a
nonprofit organization, has negotiated
rates based on multiples of Medicare
for individuals and small businesses
in Summit County. The nonprofit has
contracted with Bright Health to offer
its plan in 2020 on Colorado Connect
for Health, the official marketplace for
Affordable Care Act plans.38

Medicare Advantage plans authorized
to pay Medicare rates for out-of-network
hospitals
• Insurers serving beneficiaries enrolled
in Medicare Advantage (MA) plans are
permitted by law to pay Medicare rates to
out-of-network hospitals, and hospitals are
prohibited from balance-billing Medicare
patients.39 Research suggests that hospitals
do indeed accept rates closer to 100%
of Medicare rates for patients enrolled in
Medicare Advantage.40

3. PRIVATE SECTOR EMPLOYERS
ADOPTING MEDICARE REFERENCE
PRICING41

• Pacific Steel & Recycling, a Montanabased employer, began using a reference
pricing plan design in 2013. Hospitals
initially refused, but physicians signed
on to the plan. Over time, the plan has
adjusted rates to ensure providers make

a profit margin without overpaying. A
proponent of Medicare reference pricing,
Dave Chase, says primary care physicians
can gain from reference pricing by “being
upfront about outcomes and willing
to negotiate rates” and working with
employers to lower or even eliminate
patient cost-sharing.42
• Some self-insured plans are using
Medicare reference prices to negotiate
provider rates.43 Some third-party
administrators (TPAs) are using a nonnetwork approach that offers a Medicarebased cash price to providers. In return
for fast and easy payment, the provider
agrees not to balance bill the patient
beyond in-network cost-sharing. These
TPAs report that a high percentage
of hospitals agree to the Medicarebased cash price. The approach is risky
for patients, however, as they are not
protected from balance billing unless the
hospital agrees to the Medicare-based
cash price.
• In a sign that the uptake of reference
pricing could grow, large benefit consultants
such as Mercer are advising employers on
Medicare reference pricing.44

In addition to saving money,
reference pricing is about
“getting rid of secret contracts,
and pushing the power to the
consumer”
Dale Folwell

North Carolina Treasurer
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4. REFERENCE PRICING CAN
ADDRESS OUT-OF-NETWORK
BILLING, SHINE LIGHT ON PRICES

• At the state level, Republicans and
Democrats support legislation that uses
a Medicare reference price or in-network
median rate to address “surprise bills.”
California’s AB 72, enacted in 2017,
protects consumers while requiring
insurers to pay out-of-network physicians
the greater of 125% of Medicare or
the average contracted rate.45 In North
Carolina, Republicans sponsored an outof-network bill that would permit insurers
to reimburse out-of-network providers at
the Medicare rate.46
• After seeing the RAND study data showing
Indiana has high hospital prices, in 2020
Indiana lawmakers enacted comprehensive
legislation to address hospital prices,
including creation of an All-Payer Claims
Database, “surprise” medical billing reform,
hospital billing transparency, and banning
non-compete agreements.47

A CONTINUUM OF OPTIONS:
PURCHASING POWER,
TRANSPARENCY, REGULATION AND
LITIGATION
Policymakers and purchasers who want to
understand price drivers and enlist market
mechanisms to spur price competition are
relying primarily on transparency strategies.
Other state policymakers are concluding
that market failures require more aggressive
approaches, including regulation and
litigation to rein in prices.
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TRANSPARENCY FOR PURCHASERS,
POLICYMAKERS, CONSUMERS
• Establish an All-Payer Claims Database
(APCD), including Medicare claims, with
data access rules that enable analysis
of negotiated commercial rates and/or
paid claims.48 Use APCD data to highlight
median rates and high priced outliers for
commonly provided services.

• Establish a health care cost benchmarking
process, including provider level cost
and revenue reporting, to monitor cost
drivers and trends, and evaluate policy
and payment reforms. First created by
Massachusetts49, other states are now
adapting the model to their own state
goals, including Delaware, Oregon,
Connecticut and Rhode Island.

PURCHASING POWER

• Legislators can give public employee
plans more negotiating clout with
providers by authorizing or supporting
them to contract with Centers of
Excellence, adopt telehealth, steer patients
to lower priced settings and providers,
and to use Medicare reference pricing
along with value-based purchasing for
more predictable, sustainable spending.
Assist small public employee groups to
form purchasing coalitions or leverage the
state plan’s purchasing clout.

• Empower the Affordable Care Act
marketplace to be an “active purchaser,”
as California does, by using a request
for proposal (RFP) process to evaluate
plan and provider quality and costs (this
requires a state-based ACA marketplace).
Allow narrow networks that leverage
strategies such as enhanced primary care,
value-based payment, and telehealth.
Share data with other state and local
purchasers, and align strategies and
tactics when feasible.
• Sponsor a “public option” health plan
that generates savings through the
use of Medicare reference pricing for
providers, with flexibility to vary rates
to support rural providers and invest
in primary care. Both Colorado and
Washington State are implementing a
version of a public option plan.50
• Invest in primary care by increasing rates
and using alternative payment models
that support expanded access, team
care, prevention, and chronic disease
management.51
• Short of rate regulation, states can
support their own purchasing efforts
as well as private purchasers by
publishing Medicare fee schedules for
high frequency and high cost services,
adjusted by geographic wage indexes
and other factors for providers within
their state.

REGULATORY AND LEGAL TOOLS

• Enact strong “surprise” billing consumer
protections for consumers to protect
them from excessive out-of-network bills,
while also encouraging provider network

participation with the use of benchmarks
set to Medicare and/or median innetwork rates.
• Explore combining federal waivers
with state authority to address prices
and total costs directly. Maryland has a
hospital global budgeting system to align
incentives for more efficient, communityfocused, high quality care.52 Pennsylvania
has based a rural hospital payment
approach on Maryland’s model, and
received federal approval to test it.53
• Enforce antitrust laws against providers
and insurers who exhibit anti-competitive
behavior that drives up prices. California
Attorney General Becerra joined a lawsuit
filed by union purchasers against Sutter
Health, the largest hospital system in
Northern California. A settlement was
announced that includes $575 million in
compensation and requires Sutter to end
contracting practices that restrict purchasers
from using lower priced providers. There will
also be ongoing monitoring and oversight
of Sutter’s behavior.54

NO SILVER BULLETS, BUT TAILORED
STRATEGIES AND TACTICS CAN
BEND THE TREND
There is no silver bullet that can lower
hospital and other health care prices and
improve the overall affordability of health
care costs for purchasers, consumers,
and patients. In our 2018 Affordability
report55, the National Coalition on Health
Care reviewed cost drivers and a range of
strategies to contain cost pressures.

Reference pricing is a strategy that deserves
consideration among the other promising
strategies being tried and evaluated to lower
cost growth in the commercial sector, and
generate more affordable coverage options.
Value-based payment adoption should also
continue, but purchasers must acknowledge
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the modest results thus far. Evaluations and
research to date suggest that total cost
of care models, with shared upside and
downside risk, show the most promise for
lower cost trends.56
Addressing health care cost drivers takes
political will, along with aligned and
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coordinated action on the part of purchasers.
Patient engagement strategies are necessary
to give patients more voice in their care and
more tools to engage. Organized consumer
and labor voices must play an active role in
advancing the goals of affordability, access,
and system accountability for greater value.
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