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Some health plan sponsors are 
trying to control costs and create 
more engaged consumers by 
paying a fixed amount or limiting 
their contribution for specific 
health care services.

by | Paul Fronstin, Ph.D., and M. Christopher Roebuck, Ph.D.

B
etween the late 1970s and 2010, the percentage 
of workers with only a defined contribution re-
tirement plan increased from 16% to 69%.1 These 
plans allowed employers more control and pre-
dictability over most or all of the costs associated 

with providing retirement benefits to employees.2 As a result 
of those experiences, employers have been talking about us-
ing a defined contribution approach in their health benefits 
for a few decades now.3

Employers have been interested in and have tried to im-
plement the defined contribution concept for health benefits 
in a number of different ways. Those that provided health 
coverage with a health reimbursement arrangement (HRA) 

or a health savings account (HSA) contributed money to an 
account that workers and their dependents could use to pay 
for health care services. These account-based health plans 
are forms of defined contribution.4

More recently, there appears to be a trend toward pri-
vate health insurance exchanges, where employers provide 
a fixed amount of money for workers to use toward the cost 
of health coverage.5 This funding of benefits through private 
health insurance exchanges can also be considered a form of 
defined contribution health plan.

Account-based health plans and private health insurance 
exchanges attempt to use a defined contribution to create 
more engaged shoppers of health care services and coverage. 
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Reference 
Pricing: 
New Twist on the D efined Contribution 
Concept in Health Benefits

Another defined contribution approach is reference pricing 
(RP). Under RP, plan sponsors either pay a fixed amount or 
limit their contribution toward the cost of a specific health 
care service. If a plan member chooses a health care provider 
or service that costs more, he or she must pay the difference. 
In 2012, 11% of employers with 500 or more workers were 
using some type of RP, and another 16% were considering 
it.6 Well-known examples of RP implementations include the 
California Public Employees’ Retirement System (CalPERS) 
knee- and hip-replacement program7 and Safeway’s colonos-
copy and lab programs.8

In this article, we examine the theory and expectations 
behind RP as well as the potential savings from an RP design.

Theory and Expectations
When health plan enrollees use traditional health care 

services, patient cost sharing typically is in the form of co-
payments or coinsurance, once any deductibles have been 
met. In 2013, 74% of workers had copayments for primary 
care and 72% had copayments for specialist office visits, 
while one-fifth of workers had coinsurance for office visits.9 
Coinsurance is much more common for hospital admissions: 
About 60% of workers had coinsurance for hospital admis-
sions in 2013.10 Coinsurance is typically subject to an out-of-
pocket (OOP) maximum, whereas copayments are not.

RP represents a different type of cost-sharing arrange-
ment than that to which most workers and their dependents 
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are accustomed. Rather than fixing the patient’s OOP cost 
through a copayment, RP caps the plan sponsor’s or health 
plan’s payment for a specific health care service or provider. 
And, in contrast to what is typical with coinsurance—under 
which a patient’s cost sharing is limited by any OOP maxi-
mum—patient cost sharing is not capped for services subject 
to RP. If a patient selects a health service or provider with a 
cost that is greater than the reference price, he or she is re-
sponsible for paying the entire difference.

RP is not an all-encompassing substitute for copay-
ments or coinsurance. It can be used alongside traditional 
cost-sharing arrangements within a health plan for different 
health services or providers. When utilized, RP typically is 
applied to very specific types of services—those with sub-
stantial variation in price but with very little difference in 
quality or else fairly uniform care-delivery protocols.

The goal of RP is to reduce or at least limit the plan spon-
sor’s health care spending by creating a more engaged health 
care consumer. Copayments limit patients’ financial expo-
sure to the cost of treatment because there usually is no con-
nection between the total cost of a health service and its co-
payment. Similarly, coinsurance shields patients from health 
care costs because once a patient reaches an OOP maximum, 
he or she incurs no additional costs. Moreover, although li-
able for a deductible, patients are still insulated from cost 
sharing for health services that exceed the deductible. The 
lower the level of patient cost sharing, the greater the like-
lihood that insured individuals will make inefficient health 
care consumption choices. RP seeks to address this issue by 
sensitizing patients to the overall cost of health care.

One of the benefits of RP relates to patient choice of pro-
vider or health care service. Members may apply their em-
ployers’ contributions toward payment for any providers or 

health care services. This helps plan sponsors avoid restrict-
ing costs by reducing choices in moving to preferred provid-
ers. RP could, of course, also be coupled with narrow net-
works, which might then be used to negotiate lower charges 
with providers.

RP might also serve to drive down overall health care costs 
if higher priced providers respond by reducing prices. The 
introduction of RP for knee and hip replacement in CalPERS 
resulted in a shift from high-priced to low-priced facilities 
and a 34.3% decline in prices charged to CalPERS members 
at high-priced facilities.11 Low-priced providers also reduced 
prices by 5.6%, and RP was responsible for a 20.2% decrease 
in hospital prices for knee and hip replacement. After RP was 
introduced, some hospitals renegotiated contracted rates in 
the broader market.12 Average costs declined 13% for hip re-
placements, 20% for knee replacements and 23% for non-RP 
providers of hip replacements, and quality was deemed to be 
better or equivalent—as measured by postsurgery complica-
tions, infection rates and hospital readmission rates.13

RP may not necessarily have desirable effects on provider 
prices, however.

First, high-cost health care providers may be reluctant to 
reduce prices unless they expect offsetting gains in volume, 
and those with sufficient market power and/or strong patient 
relationships may be successful in standing their pricing 
ground. Providers may move to increase prices of non-RP 
health services in order to fill the revenue hole.

Second, the notion that reduced prices will emerge from 
RP assumes that the prices of high-cost providers are well 
above the cost of care—an empirical question in need of anal-
ysis. Of course, this also raises the issue of whether or not the 
high-cost providers’ services are indeed of higher quality. 

Third, the implementation of RP may prompt providers 
currently below the reference point to increase prices to a 
“shadow price” at or near the reference price, particularly if 
patients are insensitive to variations in prices at or below the 
reference price. However, lower priced providers may con-
tinue to charge lower prices to be competitive, especially if 
patients have coinsurance below the reference price.

Fourth, patients who value high-priced providers may 
choose to pay the higher cost share.

The effectiveness of RP could also be limited in geographic 
regions where there are few providers (or just one) with sig-
nificant market power. Plan sponsors may also be hesitant to 
use RP in geographic regions where there are few providers if 
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they are concerned about changing plan 
design in such a way that affects worker 
recruitment and retention. RP could, 
however, be used to encourage patients 
to travel to lower priced providers when 
facing high-cost, nonemergency local 
services.

Plan sponsors are interested in RP 
because there may be substantial varia-
tion in prices that are not explained 
by differences in quality or outcomes. 
Price variation motivated Safeway to 
adopt RP for colonoscopies.14 A recent 
white paper concluded that spending 
among the population with employ-
ment-based health benefits would fall 
by 3.5%—or $36 billion—if prices for 
300 “shoppable” procedures were re-
duced to their median price.15

In our own work, we found potential 
aggregate savings could reach $9.4 bil-
lion (1.6% of all spending among people 
with employment-based health benefits) 
if all employers adopted RP for hip and 
knee replacements, colonoscopies, mag-
netic resonance imaging (MRI) of the 
spine, computerized tomography (CT) 
scans of the head or brain, nuclear stress 
tests of the heart and echocardiograms.16 
Hip and knee replacements account for 
about 40% of the savings. These services 
were chosen because they have fairly 
uniform protocols, which make price 
comparisons easier for patients.

We assumed that all health care pro-
viders whose prices are currently below 
the reference price would remain below 
the reference price. Savings would also 
materialize through the combination of 
patients choosing providers at the refer-
ence price, patients paying the difference 
between the reference price and the al-
lowed charge through cost sharing, and 
providers reducing their prices to the 
reference price.

Issues to Consider
Plan sponsors should consider a 

number of issues as they weigh adopt-
ing RP.

First, how is the reference price de-
termined? CalPERS set the reference 
price for knee and hip replacement at 
$30,000, which was higher than the 
prices charged by about two-thirds of 
the hospitals in the preferred provider 
organization network.

The ramifications of this decision are 
complex. If reference prices are set rela-
tively high, patients will have more pro-
viders to choose from that are below the 
RP, but the savings potential will be less. 
Moreover, fewer providers will have an 
incentive to lower their prices. If refer-
ence prices are set relatively low, patients 
will have fewer providers to choose 
from that are at or below the RP, unless 
provider prices fall. Artificially low ref-
erence prices may also trigger consoli-
dation among providers, which would 
increase negotiating power among pro-
viders. If providers are unable to reduce 
the cost of services subject to RP, they 
may increase prices of other services.

Plan sponsors will also need to con-
sider whether reference prices are set 

locally, regionally or nationally. A na-
tional or global reference price is easier 
to communicate but will not allow for 
variations in pricing across regions 
that are independent of either practice 
patterns or quality. More research is 
needed to better understand the impli-
cations of varying reference prices.

If plan sponsors adopt RP, will pro-
viders charging prices currently be-
low the reference price increase their 
prices to the reference price or near it? 
Ultimately, this may depend on how 
plan sponsors structure patient cost 
sharing in conjunction with RP. Un-
der RP, employers could pay the full 
cost below the reference price. Alter-
natively, some form of cost sharing 
could be imposed below the RP. For 
example, patients could be required to 
pay coinsurance of 10% or 20% up to 
the reference price and then the dif-
ference between allowed charges and 
the reference price, were they to use a 
provider charging prices above the ref-
erence price. CalPERS imposed both a 
deductible and 20% coinsurance up to 
a $3,000 OOP maximum even when 
providers below the RP were used. To 
the degree that patients are required 
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•   Under RP, plan sponsors either pay a fixed amount or limit their contribution toward the cost 

of a specific health care service. 

•   The goal of RP is to reduce or at least limit the plan sponsor’s health care spending by creat-
ing a more engaged health care consumer.

•   RP might serve to drive down overall health care costs if higher priced providers respond by 
reducing prices.

•   For a variety of reasons, RP may not necessarily have desirable effects on provider prices; its 
effectiveness might be limited where there are few providers with significant market power.

•   The ramifications of how the reference-based price is set are complex. Among other things, 
plan sponsors need to consider how many providers will be available to participants at that 
price and the savings potential.
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to pay coinsurance, they will likely be more engaged, and 
providers will be less likely to raise prices closer to the ref-
erence price. If low-priced providers increase prices to the 
reference price or near it, potential savings will not mate-
rialize.

Of course, communication to plan members is key to ef-
fectively implementing RP. Individuals will need comparable 
information on prices and quality in order to make informed 
decisions regarding provider selection. Compared with the 
past, lists of doctors and hospitals either in preferred net-
works or with prices at or below the RP today can be more 
easily disseminated through mobile apps and websites.  
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