
Why are new payment models needed?
The new care models described in the Five Year Forward View are predicated on 

the idea that early and co-ordinated access to care will benefit patients in terms 

of both experience and outcomes. However, these models are also required to 

help ease the £30bn funding gap forecast between NHS spend and available 

resources by 2020/21 (NHS, 2014). There is some evidence that integrated care 

supported by new payment methods results in the two objectives of reduced 

costs and better outcomes for patients1. However, experience shows that these 

new contractual and delivery models will not resolve some of the significant 

financial problems that are currently being experienced in the NHS, without 

careful planning and management of contractual risk. 
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         The new care models 
described in the Forward 
View are expected to give 
benefits to patients and 
reduce long-term costs. 

This paper explores the different payment systems that have been used by the NHS and the risks and 
benefits of moving to a new type of payment system, known as capitated payment.

The ‘Five Year Forward View’ proposes a number of new clinical models 
of care. Two of the new models are the ‘Primary and Acute Care System’ 
(PACS) and ‘Multi-Specialty Community Provider’ (MSCP) model. Both 
of these types of delivery systems aim to achieve more seamless patient 
pathways, greater efficiencies and, as a result, better patient outcomes. 
In order to create the right economic incentives to support a new care 
model, new payment systems will be needed. 
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Using capitated payment systems in the NHS

1For example, a Harvard Medical Group study found that members of the Massachusetts Alternative Quality 
Contract (global budget with outcomes incentives) received higher quality of care than national averages and  
that the plan achieved significant cost savings, with 10% savings compared to the control group by year four 
(Song, 2014). 



Current payment models 
The NHS has utilised a number of different payment models 

over the years, and there is currently some variation in how 

different types of providers are reimbursed. The introduction 

of ‘Payment by Results’ (PbR) in the acute sector in 2003/4, 

transformed how organisations thought about health care 

delivery, financially incentivising providers to work through 

their waiting list backlogs, maximise efficiencies and improve 

quality of care. PbR helped address some of the specific issues 

facing the NHS during that time, such as long waiting times, 

and helped create greater transparency and performance 

measurement throughout the acute sector.

However, this type of payment model, similar to the ‘fee for 

service’ model in the United States, can have some negative 

consequences. As payment for acute care is on a per unit of 

activity basis, and everything else being equal, the provider is 

incentivised to carry out more interventions. Indeed, that was the 

original rationale for its introduction. Today, however, this means 

that health communities wishing to focus on early, preventative 

care are likely to find that their clinical priorities and financial 

incentives are mis-aligned. In addition, this type of payment 

means that the provider is not incentivised to offer an integrated 

service. The revenue it receives is associated with a specific 

intervention only and not a pathway of care2 and whilst providers 

may choose to work together, joined-up behaviour is not actively 

supported by the payment model. 

In contrast, community and mental health providers are 

typically paid on a different model - the ‘block’ contract, 

whereby a provider receives a fixed amount for all the services 

it provides for its cohort of patients in its care, regardless of 

activity levels. So rather than being financially incentivised to 

carry out more activity, arguably a provider operating under a 

block contract is incentivised to reduce the volume or quality 

of activity to increase its bottom line profitability.

In summary, as shown in the diagram below, providers on block 

contracts are incentivised to reduce activity and push activity 

to those who are paid on a per unit of activity basis. 

Current contractual arrangements

Of course in the real world, providers do not act simply in 

accordance with incentives or contractual models - clinicians 

and managers work hard to deliver the best outcomes for 

patients, regardless of how the money flows. However, it 

is worth noting that, under the current system, providers 

delivering care to patients along a pathway are not financially 

incentivised to work together and are paid in ways that do not 

support clinical priorities. 

As we discuss below, there are better payment models 

available, that align the aims of clinicians, managers and the 

needs of patients and make it easier for clinicians to provide 

the right care for patients in the right setting. 

What is capitation?
Capitation is not a new concept in the health sector – it is used 

in the UK to determine some of the payments made to GPs and 

to Clinical Commissioning Groups, and has been used in the 

US, particularly in the Managed Care setting.3 

In essence, capitation models pay providers on a per person 

basis to cover the entire costs of each person’s care for a 

defined time period (one year, for example). Depending on the 

organisational form of the provider, this can cover a range of 

care through from acute and community to social care and 

mental health. When implemented in conjunction with an 

outcomes-based payment element, providers are financially 

incentivised to deliver high-quality care within an agreed financial 

envelope which should in turn, encourage prevention and earlier 

intervention rather than later acute interventions. Encouraging 

earlier intervention requires cross-system collaboration. 

Capitation can therefore provide greater incentives for providers 

to work together in the interests of patients.  

The diagram below shows how a capitated payment model will 
change the incentives for care providers.

Capitated payment model
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Under the current system, providers are not 

incentivised to work together and are paid in 

ways that do not support clinical priorities. 

2We note that there are some specific exceptions to this as some tariff payments are ‘bundled’ i.e. incorporate more than one intervention or episode of care

3A managed care organisation (MCO) can have a variety of definitions but in this paper the term is used to refer to a health care delivery organisation that manages the financial risk for 
its population and providers services across the range of care settings using a network of providers. There have been a number of organisational forms considered to incorporate MCO 
arrangements including Health Maintenance Organisations (HMOs) and Preferred Provider Organisations (PPOs).  
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However, the use of capitated models must be carefully 

thought through as past evidence, predominately from the 

United States, teaches us some important lessons. 

The U.S. experience of capitation
Experiments with capitation by Managed Care Organisations 

(MCOs) in the US during the 1990s were largely driven by the 

objective of cost containment. These models used a global 

capitation payment (where all elements of care are paid for 

as part of a flat fee on a per person basis) that passed the 

financial risk to providers. Payers were under no obligation to 

meet any additional costs incurred by providers (subject to 

service exclusions). Whilst the model did see some successes 

and became fairly widespread, the additional financial risk 

led to consolidation in the provider market, a number of 

high profile bankruptcies and a move back to fee for service 

arrangements4. In addition, these contracts did not typically 

include monitoring of quality or performance which in part, 

contributed to a perception that services were being restricted 

and outcomes deteriorating under MCO models. 

So when looking to apply capitated models to the NHS in the 

current financial climate, care must be taken to ensure that 

providers do not take on unmanageable financial risk and that 

outcomes are closely monitored. Recent innovation in the US, 

building on the experience of MCOs, offers some insights into 

ways in which this can be achieved. The Affordable Care Act 

(ACA) has provided incentives and mechanisms for providers 

to move to Accountable Care Organisation (ACO) models. The 

ACA contains provisions for providers to form contracts with 

both shared savings (where any savings delivered through 

activity reductions are shared) and capitated payments. 

Providers wishing to form ACOs under a shared savings 

model must meet certain criteria with the aim of ensuring that 

providers are sufficiently mature in terms of governance and 

risk management, patient-centred care and quality and cost 

reporting (Centers for Medicare and Medicaid Services, 2014).  

The “Pioneer Model” (also introduced as part of the ACA) 

introduces population-based capitation payments to replace 

some or all of a provider’s current fee for service payments. 

The ACA includes provisions for minimum numbers of “aligned 

beneficiaries” (meaning insured individuals) in the Pioneer 

Model sites (15,000 in non-rural areas) and monitoring of 

quality measures. In the UK, there are currently no eligibility 

or minimum population requirements, as each area is seeking 

to develop the best model for its own local needs. Whilst this 

flexibility provides the option for local areas to tailor their 

approach according to local circumstances, it could also lead 

to sub-optimal arrangements with too few patients within the 

contract. 

Results of the Pioneer scheme, which allows for the 

introduction of a 50% population-based payment in the 

third year of the scheme, have been mixed. Although 

quality measures showed some improvement, a third of 

the participants dropped out with some citing the financial 

arrangements as a contributory issue5. Depending on how 

the capitated payment is set, management of the resulting 

contractual risk can present difficulties. If these risks are not 

properly managed then new payment models can contribute to 

the financial distress facing providers rather than ameliorate it. 

Lessons for the NHS
In order to address this risk, commissioners in the UK need to 

work with providers to determine both the appropriate level 

of financial risk that should be borne by the provider of the 

new model of care along with the right quality measures to 

determine whether the new care model is delivering its quality 

objectives. Commissioners will need to phase the introduction 

of capitation appropriately and consider ways to share the risk 

in the early phases as providers gradually change their models 

of care and mature their risk management processes. 

To this end, including performance and quality monitoring 

in contracts is essential to ensure providers are meeting the 

specified outcomes. Part of the reason capitated models fell out 

of favour in the US was because of the perceived reduction in 

care standards as outcomes were rarely built into contracts. In 

our view, it is imperative that commissioners looking to develop 

new contractual models in the UK seek to incorporate outcomes 

measurement as part of their payment mechanism, thereby 

helping keep financial incentives aligned with the best interests 

of patients. 

Depending on the selected model, organisations may need a 

critical mass of patients to spread the financial risk associated 

with capitation payment models. In the past (as mentioned 

above), some MCOs consolidated to form larger organisations 

as providing services to a larger population allows more 

effective sharing of risk and for the potential to ‘average out’ 

the volatility inherent within small patient cohorts. 
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Providers and commissioners will want to 

undertake a population segmentation exercise 

to ensure that they fully understand the risks 

associated with each cohort of population and that 

services and resources are targeted appropriately. 

4 Frakt & Mayes, 2012 

5 See for example: http://www.modernhealthcare.com/article/20140925/NEWS/309259938
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Conclusion
The Five Year Forward View and the resulting momentum represent a significant opportunity for the NHS. It has helped to 

establish a consensus that new models of care and new organisational forms are required to meet the financial and clinical 

challenges facing our health sector. In order to make sure that these new models provide the right incentives and deliver on 

these challenging objectives, the right financial incentives and contractual structures are key. 

Current payment models have been useful to solve some of the problems faced by the NHS in the past, but new models of 

care will require commissioners and providers to explore different innovative payment models such as capitation. Capitation-

based contracts can provide benefits to both commissioners and providers, with commissioners achieving greater certainty 

over their financial outgoings and providers achieving greater flexibility over the provision of services. But these contracts, by 

definition, move financial risk around the system and therefore need to be carefully structured to mitigate against the risks 

of unintended consequences. Systems will be required to work together to ensure that capitated contracts contain the right 

financial incentives and clinical objectives, to encourage integration and delivery of high quality, efficient patient care. 

Risk-adjusted payments offer an alternative way for providers 

to mitigate the financial risks associated with capitation. 

If commissioners adjust capitation rates so that patients 

requiring more intensive treatment are associated with a 

higher payment, then providers can allocate an appropriate 

amount of resources and cost to those individuals, whilst 

being reimbursed appropriately. To do this, providers 

and commissioners will want to undertake a population 

segmentation exercise to ensure that they fully understand the 

risks associated with each population and that services and 

resources are targeted appropriately. The simplest approach 

is to segment the population and then form a contract and 

clinical model to support entire cohorts e.g. frail elderly, within 

a specific geographical area and agree a single payment, per 

capita, for all costs associated with the care of that population. 

However, in some circumstances it may be appropriate to 

identify indications of ‘riskier’ types of individuals and adjust 

payments accordingly so that providers are more properly 

reimbursed for the costs of care. As always, of course, there 

is a trade-off between accuracy of the capitated payment for 

the various “sub-groups” and the simplicity of the payment 

mechanism.
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