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“Knowing is not enough; we must apply. 
Willing is not enough; we must do.” 

—Goethe

Advising the Nation. Improving Health.
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xiii

Foreword

This report is the third in a series called Pathways to Quality Health
Care. Led by the Committee on Redesigning Health Insurance Performance
Measures, Payment, and Performance Improvement Programs, these reports
promote a health system that meets patients’ needs and is based on sound
scientific evidence. The Pathways series extends the work inaugurated by
the Institute of Medicine (IOM) in its 2001 report Crossing the Quality
Chasm. That earlier report laid out a blueprint for reforming health care
through systems improvement. The new series of reports provides strategies
for creating and implementing change that will help bridge the quality
chasm.

The Committee on Redesigning Health Insurance Performance Mea-
sures, Payment, and Performance Improvement Programs was composed of
23 individuals who are among the top experts and leaders on health care in
the country. They and IOM staff carefully reviewed the literature and gath-
ered data on measurement, quality improvement, and pay for performance
to provide an evidence base for the Pathways reports. Although the com-
mittee members come from different backgrounds, disciplines, and perspec-
tives, they reached a common understanding of the problems to be ad-
dressed, shared a sense of urgency, and converged on three major sets of
recommendations. The committee saw the need to reform health care pay-
ment methods that promote inappropriate or inefficient behaviors and that
impede progress toward better quality care. Their central ideas about pay-
ment that rewards higher quality, establishment of a National Quality Co-
ordination Board to guide performance measurement, and restructuring
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xiv FOREWORD

Quality Improvement Organizations to offer technical assistance in the best
methods to increase quality all point to a better-performing health system.

Requests for this report, as well as the preceding two in the Pathways
series, were embedded in the Medicare Modernization Act, and therefore
focus on Medicare programs. The committee’s recommendations, like the
Medicare program itself, ramify beyond Medicare’s direct beneficiaries.
Implementation of these recommendations by the Medicare program could
influence adoption by other purchasers and payers of care. Medicare’s use
of particular performance standards can eventually raise the quality of care
all Americans receive.

Chairman Steven A. Schroeder has skillfully guided this committee
through three important studies. He and all of the committee members de-
serve our thanks for so generously contributing their time and expertise.
They served as volunteers for more than 2 years, and their individual and
collective commitment to improving the quality of health care is laudable.
By implementing their recommendations, we can convert their service into
results that benefit all Americans.

Harvey V. Fineberg, M.D., Ph.D.
President, Institute of Medicine
August 2006
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xv

Preface

Rewarding Provider Performance: Aligning Incentives in Medicare is
the third and final report of the Committee on Redesigning Health Insur-
ance Performance Measures, Payment, and Performance Improvement Pro-
grams. This committee’s efforts have been in response to two separate
congressional mandates embodied in the Medicare Prescription Drug, Im-
provement, and Modernization Act of 2003 (Public Law 108-173, Sections
109 and 238). These mandates provided the Institute of Medicine with the
opportunity to build on an earlier series of reports, called the Quality Chasm
series, which created a goal for the American health system of health care
that is safe, effective, patient-centered, timely, efficient, and equitable. This
committee’s three reports form a new series, called Pathways to Quality
Health Care, which offers strategies for achieving that goal.

The first report in the Pathways series, Performance Measurement: Ac-
celerating Improvement, focused on measuring the quality of health care
services. Many individuals and organizations, as well as health care provid-
ers, are working on creating, implementing, and reporting measures to de-
termine how well health care is delivered. The committee perceived a na-
tional need to standardize measures in order to minimize the burden on
providers of collecting and reporting data and to facilitate the use of this
information by consumers and purchasers of services. Thus, it recommended
a starter set of performance measures and areas in which measures need to
be developed. To coordinate the implementation of a standard set of per-
formance measures, further the research and development needed to create
and implement new measures, and facilitate public reporting, the commit-
tee recommended a National Quality Coordination Board.
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xvi PREFACE

In its second report, Medicare’s Quality Improvement Organization
Program: Maximizing Potential, the committee examined the Quality Im-
provement Organization (QIO) program in Medicare. It concluded that the
QIO program could form a critical infrastructure to help improve provid-
ers’ performance and their reporting of measures. Given the growing em-
phasis on performance measurement and public reporting of those mea-
sures for a broad range of health care providers, as well as payment
incentives, the committee expects providers to increasingly seek assistance
from their local QIO. The committee recommended that the program be
restructured to focus on technical assistance to health care providers and to
strengthen the governance of QIOs and program management.

For this third report, the committee examined the evidence concerning
various public- and private-sector programs designed to align payment in-
centives to promote better-quality care by rewarding providers who per-
form well. Because the current basic payment systems reward overuse of
services and use of high-cost complex procedures and do not acknowledge
the wide variations in quality across providers, the committee concluded
that payment reforms are needed now to recognize care that is of high
clinical quality, patient-centered, and efficient. To help implement payment
incentives within Medicare, the committee proposes a phased approach and
offers guidance on creating pools of funds to reward performance and sub-
mission of performance data, and mechanisms for monitoring of implemen-
tation to avoid unintended consequences. The committee believes that
implementation of the recommendations in all three reports would provide
a strong start toward improving the quality of care for all Americans.

It has been an honor to serve as chair of the Committee on Redesigning
Health Insurance Performance Measures, Payment, and Performance Im-
provement Programs, and I am grateful to all the committee members and
staff for their hard work, willingness to reach consensus, and ability to
produce such an ambitious series of reports. I especially want to recognize
the members of the Subcommittee on Pay for Performance and its co-chairs,
Robert Reischauer and Gail Wilensky, for their contributions to this report.
Also, Rosemary Chalk deserves particular thanks for taking over as project
director. Our collective efforts have produced these three reports; it is now
up to you, our readers, and your various communities, along with Congress
and the Centers for Medicare and Medicaid Services, to make the vision
contained in these reports a reality.

Steven A. Schroeder, M.D.
Chairman
August 2006
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1

The overall quality of health care delivered to Americans is worse than
it should be. While many quality improvement efforts have been under-
taken, their success has been limited by current payment systems. The exist-
ing systems do not reflect the relative value of health care services in impor-
tant aspects of quality, such as clinical quality, patient-centeredness, and
efficiency. Nor do current payment systems recognize or reward care coor-
dination, an omission reflected in such shortcomings as the limited focus on
prevention and the treatment of chronic conditions as patients move across
various care settings. Fundamental changes in approaches to health care
payment are necessary to remove impediments to and create incentives for
significant quality improvement.

The Institute of Medicine (IOM) report Crossing the Quality Chasm: A
New Health System for the 21st Century made the case for changes in the
health care system, including restructuring of payment methods, to close
the quality gap. Five years later, however, the concerns raised in that report
persist. The report identified six aims for health care that should guide
quality improvement efforts—safety, effectiveness, patient-centeredness,
timeliness, efficiency, and equity—and noted that payment systems sup-
porting the organization and delivery of the nation’s health care services do
not align incentives to support the realization of these aims. Instead, current
payment policies reinforce the existing organizational structure and deliv-
ery processes of the American health care system by paying according to the
number and complexity of services by setting rather than recognizing the
relative value of those services. New payment incentives must be created to
encourage the redesign of structures and processes of care to promote higher

Summary
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2 REWARDING PROVIDER PERFORMANCE

value. Although the magnitude of incentives necessary to achieve significant
and sustainable change while avoiding adverse consequences is uncertain,
steps can be taken now to begin to address the deficiencies of current
payment systems and encourage progress toward significant quality
improvement.

STUDY CHARGE AND SCOPE

This study is the third in the IOM’s Pathways to Quality Health Care
series, which offers tools for implementing the vision of improved health
care delineated in the Quality Chasm report. The first report in the Path-
ways series, Performance Measurement: Accelerating Improvement, recom-
mended a strategy for developing and implementing a comprehensive per-
formance measurement system, including creation of a national board to
coordinate that effort. The second report, Medicare’s Quality Improvement
Organization Program: Maximizing Potential, recommended an emphasis
on technical assistance to providers for quality improvement. The present
report builds on those studies and offers an operational plan for introduc-
ing into Medicare payment incentives that would encourage and reward
high-quality care. While alignment can occur in many areas, this report is
limited to examining the link between payment incentives and provider
performance.

In the context of current efforts to test pay for performance in both the
public and private sectors, the U.S. Congress, as part of the Medicare Pre-
scription Drug, Improvement, and Modernization Act of 2003 (Public Law
108-173, Section 238), directed the IOM to identify and prioritize options
for aligning performance with payment in the Medicare program under
Title XVIII of the Social Security Act (42 U.S.C. 1395 et seq.). The congres-
sional mandate identified three topics for the study to address:

• The performance measure set to be used and how that set should be
updated.

• The payment policy that should be used to reward performance.
• The key implementation issues involved, such as data and informa-

tion technology requirements.

In response to this mandate, the IOM Committee on Redesigning
Health Insurance Performance Measures, Payment, and Performance Im-
provement Programs explored the design and implementation of payment
rewards for performance in Medicare. It considered both specific topics
involved in introducing pay for performance within Medicare and the im-
plications of using this payment approach as part of a long-term multipayer
effort to better align the health care system with a vision of quality.
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SUMMARY 3

PAY FOR PERFORMANCE: AN IMMEDIATE OPPORTUNITY

The objective of aligning incentives through pay for performance—pay-
ing providers for higher-quality care as measured by selected standards and
procedures—is to create payment incentives that will:

• Encourage the most rapid feasible performance improvement by all
providers.

• Support innovation and constructive change throughout the health
care system.

• Promote better outcomes of care, especially through coordination of
care across provider settings and time.

Pay for performance is not simply a mechanism to reward those who
perform well or to reduce costs. Its purpose is to align payment incentives
to encourage ongoing improvement in a way that will ensure high-quality
care for all. Pay for performance will not necessarily reduce the cost of care,
but it will help ensure that what is paid for will be more beneficial to pa-
tients. In theory, payment incentives induce certain predictable responses or
behaviors. The notion that paying more for some attribute of a good or
service will stimulate further production of that attribute is fundamental in
most sectors of the economy, but the explicit linkage of incentives to quality
and performance in health care markets is a relatively new concept. There-
fore, introducing payment incentives to reward high quality in a national
health care program requires attention to effects on providers, purchasers,
health plans, and consumers.

More than 100 reward and incentive payment programs have been
launched in the private health care sector. Most of these efforts have not
yet been fully evaluated. The Centers for Medicare and Medicaid Services
(CMS) in the U.S. Department of Health and Human Services (DHHS)
has also initiated a series of demonstration projects to explore the poten-
tial of pay for performance to achieve quality improvement in Medicare.
Some of these programs have begun to show that providers respond posi-
tively to payment incentives that promote and reward quality improve-
ment practices, but it remains unknown whether the improvements seen
will be significant and sustained. The literature evaluating the effective-
ness of pay for performance consists of fewer than 20 studies, yielding
mixed conclusions on overall impact. Some studies have shown a positive
effect on the quality of care, but others have not demonstrated this rela-
tionship. In general, the effect of most of these programs has not been
examined sufficiently. Despite these uncertainties, however, Medicare pay-
ment systems, if left unchanged, will pose a barrier to improved health
care quality.
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4 REWARDING PROVIDER PERFORMANCE

MEDICARE AND PAYMENT INCENTIVES

Medicare, the government health program for the elderly (ages 65 and
over) and qualified disabled populations, covered nearly 42 million Ameri-
cans in 2004. Medicare is the nation’s largest single payer for health care
services, with total expenditures of $309 billion in 2004, and this amount is
estimated to grow rapidly. Although Medicare is federally administered and
largely federally financed, its beneficiaries are served almost entirely by pri-
vate providers. For services provided to the 88 percent (approximately 37
million) of beneficiaries enrolled in the traditional fee-for-service option,
Medicare pays providers amounts that are set prospectively on the basis of
resource cost and complexity of services delivered. For the remaining 12
percent of beneficiaries who have opted to receive their Medicare services
from private plans participating in the Medicare Advantage program, Medi-
care pays a fixed, risk-adjusted monthly amount per beneficiary to the plans,
which in turn pay providers via diverse methods.

The current Medicare fee-for-service payment system is unlikely to pro-
mote quality improvement because it tends to reward excessive use of ser-
vices; high-cost, complex procedures; and lower-quality care. Through
bundled and prospective payment arrangements for institutions, Medicare
has attempted to create incentives for efficiencies, but significant price and
payment distortions persist.

Services that contribute greatly to high-quality care that are labor- or
time-intensive and rely less on technical resources, such as patient educa-
tion in self-management of chronic conditions and care coordination, tend
to be undervalued and are not adequately reflected in current payment ar-
rangements. Little emphasis is placed on efficiency (achieving high clinical
quality with a given amount of resources). The lack of incentives for com-
prehensive, coordinated care discourages services targeting early interven-
tion and prevention that can ultimately reduce the use of expensive services,
such as avoidable hospitalizations. Providers often miss opportunities for
collaboration since the payment system rewards neither team management
nor the integration of services across care settings. Medicare’s fee-for-service
payments, the relative profitability per service, and most private purchas-
ers’ payment mechanisms create incentives for providers to specialize in
fields that are more resource-intensive at the expense of primary care, which
has not fared well under the current Medicare reimbursement systems.

Aligning payment incentives with quality improvement goals represents
a promising opportunity to encourage higher levels of quality and provide
better value for all Americans. However, pay for performance needs to be
closely monitored because it could have unintended adverse consequences,
such as decreased access to care, increased disparities in care, or impedi-
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ments to innovation. Careful monitoring of implementation should mini-
mize any such adverse consequences. The committee thus reached two key
conclusions regarding pay for performance as a new payment strategy for
Medicare:

The systematic and deliberate use of payment incentives that recognize and
reward high levels of quality and quality improvement can serve as a powerful
stimulus to drive institutional and provider behavior toward better quality.

The incentives introduced by pay for performance, by themselves, will not
be sufficient to achieve the broad institutional and behavioral changes needed
unless certain operating conditions are met, such as the use of electronic health
records, public reporting, beneficiary incentives, and education of boards
of directors, which could lead to significant and synergistic gains in quality
improvement.

INITIAL IMPLEMENTATION: A PHASED APPROACH

While an evidence base is not yet available for determining with cer-
tainty what type of payment incentive strategy would best advance the qual-
ity improvement agenda, experiences with pay for performance to date have
been promising. Consequently, the committee favors an approach that
would capture key lessons from these early experiences and maintain the
flexibility to make subsequent changes where necessary. Specifically, the
committee concludes pay for performance should be introduced through a
phased approach: rewarding performance in selected settings, with a small
level of funding, on specific measures, and moving eventually to include all
provider settings, with a larger level of funding, on more measures. Such a
phased approach requires attention to the timing and pace of implementa-
tion for specific settings, reward amounts, and measures. A phased approach
also provides an opportunity to examine other long-term approaches.

Pay for performance in Medicare can help address current problems
and stimulate complementary quality improvement strategies. Indeed, the
long-term potential of pay for performance may lie in its ability to encour-
age the use of mutually reinforcing quality improvement strategies, such as
technical assistance, use of information technology, professional certifica-
tion, public reporting, and provider and consumer education. Pay for per-
formance cannot significantly improve quality and reduce costs in isolation
from other changes in the Medicare system, and could in fact pose a barrier
to achieving the transformational changes required to improve care if imple-
mented in ways that would reinforce the current fragmented delivery sys-
tem. The hope is that payment incentives can offer a stimulus to move
health care practices overall from the status quo toward new organizational
and individual behaviors that will result in better quality of care.
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6 REWARDING PROVIDER PERFORMANCE

Recommendation 1: The Secretary of the Department of Health and
Human Services (DHHS) should implement pay for performance in
Medicare using a phased approach as a stimulus to foster compre-
hensive and systemwide improvements in the quality of health care.

Achieving the promise of pay for performance to recognize and reward
quality in Medicare requires answer to questions about several key design
features, including:

• The sources of revenue for rewards.
• The types of performance measures that should receive preferential

treatment in the early stages of implementation.
• The appropriate design of the reward system.

The performance measurement framework will have to be sophisticated
and nuanced to account fairly for complex clinical situations, such as the
treatment of patients with multiple chronic diseases, in which the accepted
care for one condition may be in conflict with that for another. Complex
measures to address concerns about efficiency and patient-centeredness will
require attention. Providers in different institutional settings (e.g., hospitals
or skilled nursing facilities), diverse organizational environments (e.g., man-
aged care or solo practices), and different specialty fields will need new capa-
bilities (e.g., databases, information tools, and technical assistance) to com-
ply with new reporting and payment procedures. If payment incentives are
not carefully aligned with desired outcomes or if adequate resources or risk
adjustments are not readily available, some providers may avoid accepting
patients whose conditions could jeopardize their performance rating.

Recognizing the complexities of current circumstances, as well as the
demand for action, the committee emphasizes the importance of introduc-
ing pay for performance not only through a gradual and phased approach
that varies by setting, amount of reward, and measure, but also within a
learning system that can evaluate experience with early efforts. Caution
must be exercised to ensure that the proposed phased approach does not
widen current gaps in performance among providers and domains of care.
A learning system depends on monitoring and evaluation and collaboration
between the private and public sectors that enables all stakeholders to learn
from experience. Ultimately, major restructuring of basic Medicare pay-
ment systems beyond the incentives discussed in this report will be neces-
sary. Such restructuring, which could require a transformation away from
fee-for-service payments, could include elevating the value of integrated care
management, relying more heavily on electronic health records, and facili-
tating payment that rewards high performance and coordination of services
across care settings. Because measures and information systems needed to
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monitor both meaningful outcomes of care and the health status of patients
across different care settings are not yet available, this shift would have to
occur in the future. Further research will be necessary to develop bench-
marks that can guide the process of phased implementation and restructur-
ing of payment arrangements.

FUNDING OF PAY FOR PERFORMANCE

There are three potential sources of funding for a pay-for-performance
program in Medicare: (1) existing funds, (2) generated savings, and (3) new
money. Combinations of these sources are used in current pay-for-
performance experiments, though new money is rarely agreeable to payers.
Existing funds represent monies that are already projected to be part of the
payment system. Payment incentives could be financed by reducing the base
payments of all providers or by reducing scheduled payment increases. These
funds would then be awarded to high-quality providers. Alternatively, a
portion of each payment could be withheld, with the balance returned to
those providers who achieved quality goals. However, rewards would ini-
tially be small; for example, modeling reductions in all payments by 2 per-
cent for three clinical conditions resulted in physician rewards averaging
$88 per physician per year (assuming that half of treating physicians would
qualify for rewards). The generated-savings model creates a reward pool
through cost-reducing reforms and efficiencies; however, these efficiencies
have not yet been adequately demonstrated in pay-for-performance efforts.
The new-money model taps the Medicare Trust Funds or calls for a sepa-
rate appropriation of general revenues that would be awarded as bonuses
to high-quality providers in addition to the scheduled base payments and
updates all providers receive.

The committee used four criteria to assess the appropriateness of these
three possible funding sources: adequacy, stability, fairness, and impact. In
addition, the committee gave overall priority to funding approaches that
would be budget conscious (or, preferably, budget neutral), ensuring that
budget concerns would be explicitly recognized and addressed.

Recommendation 2: Congress should derive initial funding (over
the next 3–5 years) for a pay-for-performance program in Medi-
care largely from existing funds.

• Congress should create provider-specific pools from a reduction
in the base Medicare payments for each class of providers (hos-
pitals, skilled nursing facilities, Medicare Advantage plans, di-
alysis facilities, home health agencies, and physicians).
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8 REWARDING PROVIDER PERFORMANCE

• Congress should ensure that these pools are large enough to cre-
ate adequate motivation for improved performance on selected
measures. Because of unique challenges of physician payment
relating to the sustainable growth rate (SGR), investment dollars
may be necessary to create adequate resources to effect change.

• Initial funding should be budget conscious in taking into ac-
count the resources needed for both funding the pools and imple-
menting the program.

Because the proposed pools would be created by reducing base payments
for all Medicare providers in each setting, all should have the opportunity
to participate in the performance reward program. New money may ini-
tially be necessary in some provider settings to create adequate resources to
influence change. The feasibility of using other funding sources, particu-
larly the generated-savings model, should be tested and evaluated over the
next 3–5 years to assess the likely impacts and consequences.

One of the primary goals of new payment incentives should be to stimu-
late collaboration and shared accountability among providers across care
settings for better patient-centered health outcomes. Although the imple-
mentation of pay for performance will most likely begin with pools created
by setting, CMS should build toward an ultimate vision of aggregating funds
for rewards into one integrated pool that would accommodate shared ac-
countability and encourage coordination of care.

Recommendation 3: Congress should give the Secretary of DHHS the
authority to aggregate the pools for different care settings into one
consolidated pool from which all providers would be rewarded when
the development of new performance measures allows for shared ac-
countability and more coordinated care across provider settings.

STRUCTURE OF REWARDS

CMS will have many issues to consider in the distribution of rewards,
such as what measures to use in assessing performance and how perfor-
mance should translate into rewards for individual providers. The magni-
tude and relative distribution of rewards should depend on program priori-
ties; little evidence exists to guide the distribution of rewards. Continuous
monitoring and adjustment will be necessary to ensure that providers are
appropriately rewarded for the care they deliver. In the absence of evidence,
the committee provides recommendations in two key areas: rewards for
specific domains of quality and performance objectives.
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Rewards for Specific Domains of Quality

The ultimate goal of pay for performance is to improve quality and
patient outcomes. However, current capabilities focus largely on measuring
processes of care. Many providers are skeptical that reliable and valid per-
formance measures can be introduced for complex clinical processes. They
are also doubtful that incentives can be instituted to reward performance in
areas that truly matter—those necessary to improve the health and care of
their patients. A major challenge confronting the introduction of pay for
performance, therefore, is overcoming the fear that efforts to improve upon
one domain of performance may lead to reductions in quality in other do-
mains. Under a new payment mechanism, for example, improved efficiency
may greatly benefit the overall quality of the system, yet more important, it
may also compromise clinical quality or patient-centered care. Similarly,
many purchasers and public officials are concerned that focusing on en-
hancing clinical quality or patient-centered care will not adequately address
concerns about the growing costs of health services or reduce current waste
and inefficiencies.

To create new payment incentives that can foster overall quality im-
provement and better patient outcomes, the committee consolidated the six
quality aims of the Quality Chasm report into three domains—clinical qual-
ity, patient-centered care, and efficiency. Eventually, if pay for performance
is found to have positive effects, other aspects of care should also be mea-
sured and rewarded.

Recommendation 4: In designing a pay-for-performance program,
the Secretary of DHHS should initially reward health care that is of
high clinical quality, patient-centered, and efficient.

Performance Objectives

Two categories of performance benchmarks deserve consideration in
designing a payment incentive program: (1) improvement—rewarding all
providers who demonstrate significant improvement, and (2) excellence—
rewarding those providers who meet or exceed a recognized threshold of
desired quality. Current private-sector pay-for-performance programs have
reward structures that utilize one or both of these categories.

Recommendation 5: The Secretary of DHHS should design a pay-
for-performance program that initially rewards both providers who
improve performance significantly and those who achieve high
performance.
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10 REWARDING PROVIDER PERFORMANCE

The distribution of rewards for both improvement and excellence would
allow providers at all performance levels to find at least one of these goals
within reach. The fraction of rewards allocated to improve on a given mea-
sure set should be reduced over time to only reward care that is truly of high
performance. As providers make significant improvements on basic mea-
sures, the allocation of rewards for those measures should shift in favor of
higher payments for more complex indices of performance. Rewards should
also shift to reflect progress in the development of new measure sets and
changes in priorities. Even when measure sets or priorities are stable, the
focus of rewards should be altered to ensure that providers do not focus
their performance improvement efforts too narrowly.

IMPLEMENTATION

CMS will also need to address procedural and technical issues, includ-
ing the following:

• The procedures by which comparative information on provider per-
formance will be released to the public.

• Ways of overcoming the barriers to participation.
• The process of improving care coordination among providers serv-

ing the same patient.
• The role of information technology use in supporting better care

delivery and a performance-based payment strategy.

Public Reporting and Transparency

Beyond merely collecting data on provider performance, CMS should
make such data publicly available so that consumers will have the opportu-
nity to fully characterize the performance of providers when making health
care decisions. Public disclosure of information, with necessary patient pro-
tections, can also stimulate higher levels of quality by showing providers
how their performance compares with that of their peers. While the evi-
dence remains mixed, peer comparisons may be a more powerful force than
monetary incentives in encouraging providers to adopt practices that im-
prove quality of care. However, payment incentives are necessary as a key
stimulus to foster widespread public reporting.

Recommendation 6: Because public reporting of performance mea-
sures should be an integral component of a pay-for-performance
program for Medicare, the Secretary of DHHS should offer incen-
tives to providers for the submission of performance data, and
ensure that information pertaining to provider performance is
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transparent and made public in ways that are both meaningful and
understandable to consumers.

The committee proposes that public reporting requirements precede
changes in payment strategies to allow time for providers to give feedback
on performance results and comparisons. To advance the pace of adoption,
incentives should be offered for the submission of performance measure-
ment data that contributes to public reports. Public reports can inform con-
sumer choices only if they are presented in a manner that is meaningful and
easily understandable. Over time, payment incentives for the submission of
routine data should be phased out so that this pool of funds can be redi-
rected to the development of measures for areas that are more difficult to
assess.

Ways of Overcoming Barriers to Participation

In its deliberations, the committee recognized the importance of estab-
lishing the expectation that all Medicare providers would participate in
public reporting and pay for performance. However, it also recognized that
the pace of implementation, the breadth of measure sets applicable to spe-
cific types of providers, and the size and distribution of reward pools would
need to vary depending on the availability of measures and the organiza-
tional and technological challenges faced by different providers in carrying
out performance measurement and reporting.

Many types of Medicare providers, including hospitals, home health
agencies, and Medicare Advantage plans, are already submitting perfor-
mance data for public reporting. For these providers, CMS should begin
pay-for-performance programs on existing measures immediately, and move
toward comprehensive performance assessment systems and sizable reward
pools during the next 3 years.

Although skilled nursing facilities are already publicly reporting data to
CMS, the performance measures reflecting their treatment of Medicare ben-
eficiaries are not yet adequate to support pay for performance. There are
also currently few, if any, performance measures for other providers, such
as clinical laboratories and ambulatory surgical centers. Efforts should be-
gin immediately to develop and test performance measure sets so that these
providers can begin to participate in public reporting and pay for perfor-
mance as soon as possible.

CMS has already begun a voluntary reporting program for physicians
on selected measures. CMS should immediately develop and implement a
strategy for ensuring that virtually all physicians participate—on at least
some measures—as soon as possible. This strategy will need to be sensitive
to differences across specialties in the availability of performance measures
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12 REWARDING PROVIDER PERFORMANCE

and the diversity of information systems and operational supports in vari-
ous practice settings. Financial incentives adequate to ensure early and broad
physician participation in the submission of performance measures and pub-
lic reporting should be used. Consideration should be given to benefits such
as linking accelerated payments or the physician annual payment update to
public reporting. Initial measure sets for pay for performance may need to
be limited in some physician settings. In establishing the size of the reward
pools proposed above, CMS will need to strike a balance between provid-
ing financial incentives sizable enough to lead to near-universal participa-
tion and recognizing that initial measure sets are narrow, presenting an
incomplete picture of a provider’s performance.

The transformational changes in the health care delivery system envi-
sioned in the Pathways series of reports will depend upon the adoption of
both longitudinal measures of quality that cut across settings and payment
rewards that are substantial. The pay-for-performance strategy should move
as soon as practical from a relatively narrow, provider-specific approach to
a more comprehensive, longitudinal set of measures and substantial rewards
that encompass all Medicare providers.

A monitoring system should be incorporated into the implementation
process to inform future decisions about the pace of expansion of perfor-
mance measure sets and make it possible to determine whether the volun-
tary approach initially recommended for physicians is achieving the goal of
near-universal participation.

Recommendation 7: The Secretary of DHHS should develop and
implement a strategy for ensuring that virtually all Medicare pro-
viders submit performance measures for public reporting and par-
ticipate in pay for performance as soon as possible. Initially, mea-
sure sets may need to be narrow, but they should evolve over time
to provide more comprehensive and longitudinal assessments of
provider and system performance. For many institutional provid-
ers, participation in public reporting and pay for performance can
and should begin immediately. For physicians, a voluntary ap-
proach should be pursued initially, relying on financial incentives
sufficient to ensure broad participation and recognizing that the
initial set of measures and the pace of expansion of measure sets
will need to be sensitive to the operational challenges faced by
providers in small practice settings. Three years after the release
of this report, the Secretary of DHHS should determine whether
progress toward universal participation is sufficient and whether
stronger actions—such as mandating provider participation—are
required.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


SUMMARY 13

Care Coordination

Rewarding providers on the basis of performance will require that
Medicare know which providers delivered care to specific patients. Patients
frequently interact with more than one provider, and treatment of complex
conditions often requires consultation with multiple specialists. On aver-
age, Medicare beneficiaries are treated annually by 5 physicians; beneficia-
ries with the chronic conditions of chronic heart failure, coronary artery
disease, and diabetes see an average of 13 physicians annually. Enhancing
care coordination is essential to improving quality.

Recommendation 8: The Centers for Medicare and Medicaid Ser-
vices (CMS) should design the Medicare pay-for-performance pro-
gram to include components that promote, recognize, and reward
improved coordination of care across providers and through entire
episodes of illness. Thus, CMS should (1) encourage beneficiaries
and providers to identify providers who would be considered their
principal responsible source of care, and (2) pay for and reward
successful care coordination that meets specified standards for pro-
viders who take on that role.

Not all providers treating Medicare beneficiaries would be willing or
able to provide this coordinating function; thus CMS should design a strat-
egy to reward those who are capable of and willing to assume this role.
Beneficiaries should be encouraged to designate their responsible sources of
care through incentives such as reductions in their Medicare Part B premi-
ums. All such activities should protect patient confidentiality and be carried
out in compliance with regulations of the Health Insurance Portability and
Accountability Act.

Information Technology

Information technology has enormous potential to be used as a trans-
formative tool in systems change toward improving the quality of health
care. Pay for performance can influence the rate of information technology
adoption, but information technologies are not a necessary component of
pay for performance. While promising, the infrastructure required to auto-
mate patient-specific clinical information has not yet fully been embraced.
Without clear standards, experimentation will likely continue slowly, in a
piecemeal fashion.
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Recommendation 9: Because electronic health information tech-
nology will increase the probability of a successful pay-for-
performance program, the Secretary of DHHS should explore a
variety of approaches for assisting providers in the implementation
of electronic data collection and reporting systems to strengthen
the use of consistent performance measures.

MONITORING, EVALUATION, AND RESEARCH

Monitoring, evaluation, and research should be integral components of
any pay-for-performance program. Issues to be addressed include use of
current data to evaluate impact; processes for developing robust perfor-
mance measures; and development of real-time monitoring systems to iden-
tify unintended adverse consequences. A successful pay-for-performance
program must also encompass the elements of a true learning system, in-
cluding having strong leadership, a shared vision, and an environment that
allows for action in response to observations.

Recommendation 10: The Secretary of DHHS should implement
a monitoring and evaluation system for the Medicare pay-for-
performance program in order to:

• Assess early experiences with implementation so timely correc-
tive action can be taken.

• Evaluate the overall impact of pay for performance on clinical
quality, patient-centeredness, and efficiency.

• Identify the best practices of high-performing delivery settings
that should be shared with others to improve care throughout
the nation.

This active learning system should be complemented by a research
agenda identified through consensus among the major stakeholders to cre-
ate the context for future investigations as actual experience raises new
questions. Research should also be aimed at building an evidence base to
guide the design of future pay-for-performance programs.

Collaboration between the public and private efforts is critical. While
multiple stakeholder groups are now developing reliable, valid, and accu-
rate performance metrics in the area of clinical quality, these efforts are not
coordinated and often produce competing and inconsistent measures that
are burdensome to providers.

CMS should conduct demonstration projects to evaluate different op-
tions that are theoretically sound but untested. Such projects could limit risks
and accelerate progress in payment realignment by confirming benefits and
minimizing the risk of undue hardship for beneficiaries or providers.
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Health care quality in the United States falls short of its potential. Pa-
tients do not always receive the care that is best suited to their needs, and
increased spending for health services does not always result in higher-qual-
ity care or better patient outcomes (IOM, 2000; Fisher et al., 2004). In
some cases, the care provided can in fact be harmful; services that are not
necessary, safe, or timely can put the lives and well-being of patients at risk.
As a result, not only the quality but also the overall value of health care
services has become questionable. In two seminal reports—To Err Is Hu-
man: Building a Safer Health System and Crossing the Quality Chasm: A
New Health System for the 21st Century—the Institute of Medicine (IOM)
recognized these disquieting realities and called for a restructuring of the
health care system (IOM, 2000, 2001).

The Quality Chasm report identified ten rules for redesigning health
care processes to improve performance (see Box 1-1). The report also rec-
ommended the alignment of public and private payment methods to build
incentives for quality enhancement. In response to the Quality Chasm re-
port, numerous reform efforts were undertaken with the goal of improving
the quality of care. These efforts yielded modest gains in some areas, but
have not resulted in the fundamental improvements Americans deserve. In
the 5 years since the report was published, the quality of health care has
remained poorer than it should be (Leape and Berwick, 2005). Transforma-
tional changes throughout the health care system are essential to close the
quality gap, and these needed changes include the restructuring of payment
methods.

1

Introduction
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BOX 1-1 Ten Rules for Redesigning
Health Care Processes

1. Care based on continuous healing relationships. Patients should
receive care whenever they need it and in many forms, not just face-to-
face visits. This rule implies that the health care system should be re-
sponsive at all times (24 hours a day, every day) and that access to care
should be provided over the Internet, by telephone, and by other means
in addition to face-to-face visits.

2. Customization based on patient needs and values. The system
of care should be designed to meet the most common types of needs,
but have the capability to respond to individual patient choices and
preferences.

3. The patient as the source of control. Patients should be given the
necessary information and the opportunity to exercise the degree of con-
trol they choose over health care decisions that affect them. The health
system should be able to accommodate differences in patient prefer-
ences and encourage shared decision making.

4. Shared knowledge and the free flow of information. Patients
should have unfettered access to their own medical information and to
clinical knowledge. Clinicians and patients should communicate effec-
tively and share information.

5. Evidence-based decision making. Patients should receive care
based on the best available scientific knowledge. Care should not vary
illogically from clinician to clinician or from place to place.

6. Safety as a system property. Patients should be safe from injury
caused by the care system. Reducing risk and ensuring safety require
greater attention to systems that help prevent and mitigate errors.

7. The need for transparency. The health care system should make
information available to patients and their families that allows them to
make informed decisions when selecting a health plan, hospital, or clini-
cal practice, or choosing among alternative treatments. This should
include information describing the system’s performance on safety,
evidence-based practice, and patient satisfaction.

8. Anticipation of needs. The health system should anticipate pa-
tient needs, rather than simply reacting to events.

9. Continuous decrease in waste. The health system should not
waste resources or patient time.

10. Cooperation among clinicians. Clinicians and institutions should
actively collaborate and communicate to ensure an appropriate exchange
of information and coordination of care.

SOURCE: IOM, 2001:8–9.
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STUDY CHARGE AND SCOPE

A unique opportunity to examine the contribution of and experience
with pay-for-performance strategies was provided by the Medicare Prescrip-
tion Drug, Improvement, and Modernization Act of 2003 (Public Law 108-
173, Section 238). In this legislation, the U.S. Congress asked the IOM to
conduct a study that would identify and prioritize options for aligning per-
formance with payment in the Medicare program under Title XVIII of the
Social Security Act (42 U.S.C. 1395 et seq.). The congressional mandate
identified three topics for the IOM study to address:

• The performance measure set to be used and how that measure set
should be updated.

• The payment policy that should be used to reward performance.
• The key implementation issues involved, such as data and informa-

tion technology requirements.

In response to this mandate, the IOM charged the Committee on Rede-
signing Health Insurance Performance Measures, Payment, and Performance
Improvement Programs to explore the implementation of rewards for pro-
vider performance in Medicare. In carrying out its charge, the committee
considered the role of payment strategies within a broader set of interde-
pendent performance improvement efforts that include performance mea-
sures, public reports, use of innovative technologies, technical assistance,
provider and consumer education, provider certification processes, and new
organizational structures; these efforts may all be tied to financial incen-
tives. Taken together, these performance improvement strategies have the
potential to transform the quality of health care services and the settings in
which they are delivered so that greater attention is focused on what truly
matters—better health and outcomes.

The committee has authored three reports, known collectively as the
Pathways to Quality Health Care series, which explore how selected tools
for improving health care quality and performance can be used to achieve
better health and better value.

The first report in the Pathways series—Performance Measurement:
Accelerating Improvement (IOM, 2006b)—reviewed leading health care
performance measures and examined their utility in supporting quality im-
provement, public information, and pay-for-performance policies. The com-
mittee recommended a starter set of performance measures to stimulate
data collection, reporting, and, ultimately, payment that is directed toward
fostering quality improvement. This study also provided a roadmap for
defining and developing measures that could capture other dimensions of
quality essential to assessing the overall performance of individual provid-
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18 REWARDING PROVIDER PERFORMANCE

ers, as well as complex organizational settings. The dimensions largely miss-
ing from currently available measures include longitudinal, population-
based measures that foster shared accountability of providers. Measures
emerging in these areas could yield a deeper understanding of the ways in
which certain processes and relationships are linked to better health out-
comes; patient experiences of care; and more efficient use of financial, hu-
man, and organizational resources. Recognizing performance measures as
essential building blocks for an improved health care system, this study also
recommended the formation of a new governmental entity, the National
Quality Coordination Board, to offer leadership in and help standardize
and coordinate performance measurement efforts.

Introducing new data collection, reporting, and payment systems
throughout the health care system will require intensive collaboration, tech-
nical assistance, and information technologies that can contribute to qual-
ity improvement. Many of these issues were addressed in the second Path-
ways report, Medicare’s Quality Improvement Organization Program:
Maximizing Potential (IOM, 2006a). For example, providers need to learn
more about how to improve clinical and preventive care by sharing best
practices and lessons learned in the adoption of new technologies, proce-
dures, and behavioral interventions. Technical assistance for quality im-
provement will become increasingly important throughout Medicare as
pressure to contain health care costs grows, and providers place more em-
phasis on quality improvement with the expansion of pay-for-performance
programs. The Quality Improvement Organization program, administered
by Medicare through a series of state-based contracts, constitutes an impor-
tant national resource in building the necessary infrastructure for this tech-
nical assistance. The program’s goals and mission need to be redefined,
however, so its efforts can focus on giving all providers the technical assis-
tance they need to build their capacity for performance measurement and
quality improvement.

In this third report in the Pathways series, the IOM committee builds on
its earlier analyses of performance measures and quality improvement. The
report specifically addresses the creation of incentives designed to reward
health care providers for improvements in care, as well as for their efforts
that increase the value of health care services. This payment approach is part
of a long-term strategy for better aligning the health care system with a vision
of quality. The principal focus of this study is on the Medicare program, as
requested, but many of the insights offered in this report are relevant as well
to other aspects of the public and private health care sectors.

THE DESIRE TO IMPROVE PERFORMANCE

Americans make large investments in health care every year. In 2004,
aggregate spending on health care reached $1.9 trillion, equating to 16 per-
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cent of gross domestic product (GDP) and $6,280 per capita (Smith et al.,
2006). These figures represent a sevenfold increase over health care expen-
ditures in 1980, and this rapid rate of growth is expected to continue: by
2014, health spending is projected to grow to 18.7 percent of GDP (Heffler
et al., 2005).

Several studies of rising health care expenditures have demonstrated
that some of these costs are associated with important medical advances,
improved health outcomes, and increased value over time (Cutler and
Miller, 2005; Murphy and Topel, 2005). For example, both investments in
technology and pharmaceutical advances have yielded important gains in
longevity. Angioplasty, a treatment for acute myocardial infarction, has
been found to yield long-term benefits, such as higher survival rates and
better outcomes relative to other, less expensive treatments, such as strep-
tokinase (Zijlstra et al., 1999). Another area in which additional costs are
incurred but are associated with important medical advances is prevention
of specific cancers through screenings for particular populations, such as
Pap smears for cervical cancer, mammography for breast cancer, and use of
fecal occult blood testing for colorectal cancer (USPSTF, 2006). Certain
treatments, such as hemodialysis, which cost Medicare $14.8 billion in 2003
for approximately 400,000 enrollees (USRDS, 2006), have also been shown
to prolong life.

The growth in expenditures and per capita health care spending in the
United States far exceeds that in other developed countries. In spite of this
spending, the United States still ranks in the bottom quartile of industrial-
ized countries for life expectancy and infant mortality (Hussey et al., 2004).
Within the United States, the level of Medicare spending per capita varies
twofold from one geographic region to another, and varies even more dur-
ing the last 6 months of life, without evidence of more effective care or
better outcomes in the high-spending areas (Wennberg et al., 2002). Al-
though the health status of Americans generally has improved over time, in
some important areas it has not improved significantly or has even deterio-
rated. For example, obesity has increased dramatically in the population
aged 20–74 since the 1980s (NCHS, 2005). During the period 1999–2002,
31 percent of adults were obese, and another 34 percent were overweight.
Obesity is a major risk factor for many diseases, including diabetes, which
increased in the population aged 20 and older from 8.4 percent in 1988–
1994 to 9.4 percent in 1999–2002 (NCHS, 2005). For the population over
age 60, the diabetes rate increased from 18.9 to 20.9 percent between the
same time frames. The United States lags behind many other countries
(where per capita spending levels are lower) in such areas as longevity,
heart disease, and diabetes (Schoen et al., 2004; Banks et al., 2006). Statis-
tics such as these have led some analysts to suggest that the current incen-
tive structure creates excessive waste and inefficiency (Skinner et al., 2006)
by encouraging complex, expensive, and profitable services that are not
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necessary to achieve high-quality outcomes, while at the same time discour-
aging primary care and other services that could yield significant gains
(Ginsburg and Grossman, 2005).

The desire to improve performance, encourage patient-centered prac-
tices, and deliver high-quality care across provider settings more efficiently
has engaged interest in designing payment incentives that might help achieve
these goals. Recognizing that much of the increase in health care spending
will shift from the private sector and Medicaid to Medicare with the initia-
tion of the Medicare prescription drug benefit (Heffler et al., 2005) and the
aging of the baby boomer generation, policy makers and researchers have
raised concern about the value received for Medicare dollars. Many policy
makers are now seeking to reframe these expenses as public investments
that should be designed to leverage higher levels of quality and performance
for all Americans (Davis et al., 2005; Davis and Collins, 2006).

CLINICAL QUALITY, PATIENT-CENTEREDNESS,
AND EFFICIENCY

Ultimately, pay for performance is one of several mutually reinforcing
reform strategies that collectively could move the health care system toward
providing better-quality care and improved outcomes. The Quality Chasm
report identified six fundamental aims associated with health care quality:
safety, effectiveness, patient-centeredness, timeliness, efficiency, and equity
(IOM, 2001). A broad range of activities is now under way to develop
evidence-based measurable standards and outcomes for each of these aims.
Many physician specialty societies, trade organizations, and public and pri-
vate purchasers are developing new performance measures that can provide
valuable benchmarks for assessing the quality of care for particular diseases
and conditions in various provider settings. As noted above, such perfor-
mance measures are essential building blocks for any quality improvement
effort, including pay for performance.

In addition, patients and their caregivers are becoming more active in
managing their care, and are increasingly seeking providers who are sensi-
tive to their needs and preferences, especially in such areas as patient–
provider communication, patient experiences with provider services, and
attention to care transitions across care settings. New measures have re-
cently emerged that capture these important dimensions of the patient’s
experience, and such patient-centered measures are becoming more impor-
tant in consumer evaluations and professional certification of the perfor-
mance of hospitals, physicians, long-term care facilities, other institutional
health care providers, and health plans.

Faced with rapidly growing health insurance premiums and out-of-
pocket costs, patients and payers also need measures of efficiency to help
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them select providers who deliver high-quality care at lower cost. Currently,
for example, incentives are often lacking to deter the provision of services
of low clinical value and promote the provision of quality services at a
lower cost. If health plan purchasers in the public and private sectors are to
offer high-quality, affordable health care services, they must have efficiency
measures that can be used to develop better payment and performance mea-
surement systems. Despite the importance of measurement, however, effec-
tive measures for all six quality aims have not yet been developed.

The committee found it useful to consolidate the six aims into three
broad domains when considering what the focus of an initial pay-for-
performance strategy should be:

• Clinical quality, which encompasses effectiveness, safety, timeliness,
and equity.

• Patient-centeredness, an attribute of care that reflects the informed
preferences of the patient and the patient’s significant others, as well as
timeliness and equity.

• Efficiency, defined as achieving the highest level of quality for a given
level of resources.

In assessing pay for performance, the committee explored strategies
that could improve performance within each of these three domains, as well
as strategies for incorporating these domains into a seamless set of goals for
the health care system. The committee recognized the inherent tensions
among the three domains. One could strive for high clinical quality and
patient-centered care, for example, without being concerned about overall
resource use and levels of efficiency. Such an approach could ultimately
bankrupt the nation. Conversely, one could emphasize efficiency without
accounting adequately for significant variations in clinical quality or pa-
tient-centered care. This emphasis could lead to stringent cost containment
practices that would compromise the quality of clinical care and patient
experiences of care. There is a critical need to achieve an appropriate bal-
ance among the three domains that reflects both national values and bud-
getary constraints.

Recognizing that there is room for provider improvement in all three
domains, payment strategies should be aimed at achieving higher perfor-
mance levels in all three and should also stimulate the development of
measures to close existing gaps wherever feasible. Therefore, payment
strategies should not be designed to reward high clinical quality alone,
but should incorporate incentives to ensure that high-quality care is
patient-centered and focused on efficiency as well. Similarly, payment
strategies should not be aimed at driving down costs at the expense of
patient preferences or clinical quality, but should support an integrated
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and coordinated system of care that emphasizes improving outcomes
through efficient use of resources.

The introduction of payment incentives designed to reward care that is
of high clinical quality, patient-centered, and efficient poses daunting chal-
lenges. As noted, promising strategies aimed at achieving objectives in one
domain may produce adverse or unintended consequences in other domains.
Moreover, key components, relationships, and systemwide reforms neces-
sary to achieve the desired goals may be difficult to implement within the
vast and diverse array of private and public provider settings that constitute
the nation’s health care system.

CURRENT STATE OF PAY-FOR-PERFORMANCE EFFORTS

Despite the challenges, many payers, medical groups, and purchasers
are currently experimenting with new payment approaches designed to re-
ward higher levels of performance and obtain greater value from health
care investments. In the past few years, more than 100 pay-for-performance
and incentive programs have been launched in the private sector that offer
financial rewards for higher levels of provider performance according to
specified measures (Med-Vantage Inc., 2006). Medicare, the nation’s larg-
est single payer for health care services, is also experimenting with pay-for-
performance strategies through a series of demonstration programs (see
Chapter 2) (CMS, 2005b). While many have invested in the promise of pay
for performance, however, results are yet to be identified. The impact of
these efforts and their effects on provider behavior and patient health may
not be realized for many years.

The recent experimentation with pay for performance on the part of
private health plans offers an intriguing and attractive potential source of
guidance for alternative payment arrangements for traditional Medicare.
Experiments such as those implemented within Anthem Blue Cross and Blue
Shield and Hawaii’s Blue Cross and Blue Shield plan have been operating
since 1999. The Integrated Healthcare Association’s program covers 8
million enrollees (Epstein et al., 2004). (These and other recent pay-for-
performance programs are discussed in Chapter 2.) As pioneering efforts,
these programs can offer important models and lessons to inform future
health care purchasing or investment strategies in the public sector. (See
Chapter 2 for a discussion of early experiences with pay for performance
and Appendix B for a summary of the literature on such programs.) To
date, however, the results of these early efforts have not been systematically
examined, nor have specific factors in success that could help guide the
development of pay-for-performance programs been identified. In addition,
the evidence base to support pay for performance is still emerging. Fewer
than 20 empirical studies have assessed the use of payment incentives to
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improve quality (Petersen et al., 2006). These studies, focused on improving
processes and outcomes of care, access to care, and patient experiences of
care in a variety of populations and care settings, have yielded mixed results
on the effectiveness of pay-for-performance programs (see Chapter 2).

Thus the ability of pay for performance to achieve the desired goals will be
highly dependent on the presence or absence of several key elements not yet
determined. Great uncertainty exists about the specific thresholds and precon-
ditions necessary for pay for performance to succeed. Consequently, it is im-
portant for pay for performance to be introduced within learning environments
that can identify key lessons from early experience and offer the opportunity
for midcourse corrections where necessary. Lessons learned and dissemination
of best practices could become critical to the development of successful pay-for-
performance programs in the absence of a strong evidence base.

As noted above, introducing pay-for-performance strategies within Medi-
care poses numerous challenges. Unavoidable decisions will have to be made
that will reward some providers and penalize others. To achieve higher levels of
performance throughout the health care system, strong public- and private-
sector partnerships and new governmental arrangements will be necessary. New
measures of performance will have to be developed. More important, ongoing
monitoring and evaluation will be essential. Independent and objective research
focused on early experiences will be required to (1) identify key areas in which
new payment strategies can make important differences, (2) explore the neces-
sary resource and implementation costs, and (3) resolve multiple uncertainties
and stakeholder disputes that will emerge along the way.

OVERVIEW OF THE MEDICARE PROGRAM

To understand the nuances of implementing pay for performance in
Medicare, it is necessary to understand the basics of the program. Medicare
is the government health program for the U.S. elderly population (those
over age 65) and those who are eligible because of permanent kidney failure
or suffer from a long-term disability. The program, which covered nearly
42 million Americans in 2004—35.4 million elderly and 6.3 million dis-
abled (CMS, 2005a)—is financed through beneficiary premiums and fed-
eral general revenues and payroll taxes. Although Medicare is administered
by the Centers for Medicare and Medicaid Services (CMS), a federal agency,
beneficiaries are served almost entirely through the private-sector health
care delivery system (MedPAC, 2005b).

Medicare consists of four components:

• Part A, the Hospital Insurance program, pays on a fee-for-service
basis for inpatient hospital care and some home health, skilled nursing fa-
cility, and hospice services.
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• Part B covers, also on a fee-for-service basis, outpatient hospital,
home health, physician, and other individual health care provider services,
as well as such services as clinical laboratory and diagnostic tests, supplies,
and durable medical equipment.

• Part C, or Medicare Advantage (formerly Medicare+Choice), pro-
vides capitated payments to private plans that agree to provide Medicare
beneficiaries with the services covered by Parts A and B. It offers beneficia-
ries an expanded choice of delivery systems, including various forms of
managed care, such as health maintenance organizations and preferred pro-
vider organizations.

• Part D, first implemented in 2006, provides coverage for therapeutic
drugs through private health insurance plans.

Medicare expenditures in 2004 amounted to more than $300 billion,
16.5 percent of the total national health expenditures of $1,878 billion (see
Table 1-1). In that year, federal health expenditures, excluding federal em-
ployees’ health benefits, came to $600 billion, 32.6 percent of total national
health expenditures (CMS, 2006). Over the last three decades, Medicare
spending has grown at a faster rate than the balance of all national health
expenditures (see Table 1-1), although on a per beneficiary basis, expendi-
tures have grown somewhat more slowly than those covered under private
insurance (Davis and Collins, 2006).

Medicare contracts with private providers for the provision of services
to its beneficiaries, for which it pays according to agreed-upon payment
rates and methodologies. Unlike private insurers, which often contract

TABLE 1-1 Estimated Medicare and National Health Expenditures,
1975–2004

1975 1985 1995 2004 Increase
(billions (billions (billions (billions 1975–2004

Expenditures of dollars) of dollars) of dollars) of dollars) (percent)

Medicare 16.3 71.4 182.4 309.0 1,796
National health

expenditures 133.6 441.9 1,020.4 1,877.6 1,305
Medicare

expenditures as
percentage of
national
health
expenditures 12.2 16.2 17.9 16.5 35

SOURCE: CMS, 2006.
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selectively with available providers, Medicare has traditionally allowed all
licensed providers to participate in the program who (1) wish to serve Medi-
care beneficiaries, (2) are willing to accept Medicare’s administratively set
rates as payment, and (3) meet minimal predetermined federal standards.
Each provider setting has its own requirements for Medicare participation.
Essentially all institutional providers must undergo accreditation or certi-
fication by CMS or its agents, and many report performance data. For ex-
ample, hospitals are required to develop and maintain a quality assessment
and performance improvement program, meet standards for content and
retention of medical records, and fulfill requirements for organization and
functioning of medical staff, among many other conditions. Participating
physicians must agree to accept Medicare’s payment for covered services as
the full charge and not bill the Medicare patient for additional fees above
the applicable coinsurance or deductible. While most doctors “accept as-
signment” as participating physicians, others do not and can bill a limited
amount above the Medicare payment. All physicians billing Medicare, none-
theless, agree to specific billing procedures. There are, however, no quality
or performance requirements for physicians to participate in Medicare
beyond state licensure.

Medicare payments have historically been made on the basis of stan-
dard formulas or fee schedules that do not reflect different levels of perfor-
mance (see Appendix A). This payment system was based on the assump-
tion that all licensed providers who met the conditions of participation
would provide care of acceptable quality. This payment approach generally
persists today, even though it is now recognized that significant variations
exist in the quality of care offered by providers and that the average level of
care is far from that associated with current best practices. (See Chapter 2
for more discussion of payment systems.)

Current Medicare care payment practices can have toxic effects be-
cause they do not reflect the relative value of certain services, such as pre-
ventive and primary care, and place little or no emphasis on achieving high
levels of clinical quality within a given amount of resources. For example,
the physician’s fee schedule does not pay providers adequately for cognitive
services such as care coordination and patient education, which are essen-
tial for patients with chronic conditions. In addition, the data and method-
ologies that CMS uses to calculate certain payments under the physician’s
fee schedule tend to favor relatively new high-technology services (MedPAC,
2006). Costs are frequently driven upward by a system that provides incen-
tives for a high volume of services, but not for efforts to promote the basic
principles of higher-quality care. The system also encourages utilization of
expensive services that may not be more effective than less costly ones. In
fact, the fee-for-service system itself, as well as the payment methodology
for various providers, encourages an increase in quantity and intensity of
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services. Medicare’s hospital outpatient payment system and that for physi-
cians and other health care professionals tend to pay for each additional
service, even if the service results from a complication or inadequate initial
service. Thus, a provider who makes a mistake and has to repeat a proce-
dure may be paid twice as much as one who performs it correctly the first
time. Payment systems that bundle services broadly and comprehensively
into a single payment run the risk of having providers avoid patients with
extensive needs that are not adequately accounted for in the payment. For
example, patients requiring extensive care in a skilled nursing facility can
have relatively long waits for placement in such a facility because the base
payment does not reflect all their likely needs (MedPAC, 2005a). Medicare’s
various prospective payment systems and their incentives are discussed in
Appendix A.

Just as payment methodologies can have an impact on the quality of
health care, there are other aspects of the current health care delivery sys-
tem that may affect care. For example, consumer-directed health plans are
based on the expectation that greater transparency about service costs and
quality and a greater responsibility for paying for care, including tiered
benefit levels, will motivate consumers to select their health care providers
carefully, which in turn will motivate providers to improve their efficiency
and clinical performance in order to attract patients. Such health plans are
relatively new and their full impact has yet to be measured, but they may
have a positive influence on health costs and quality in the future.

Another way to overcome the unintended consequences of the current
payment system is to create incentives to promote better quality through pay-
for-performance strategies. Such strategies reward outcomes and processes
associated with improved and/or high-quality care according to selected mea-
sures of provider performance. The committee recognizes that such a reward
strategy will not necessarily result in lower spending for health care services,
but improving quality should make it more likely that patients will receive
more effective and efficient care. Although the promise of pay for perfor-
mance may alter provider behaviors, it alone will not be the silver bullet for
achieving high-quality care or curbing health care costs; it will, however, help
ensure that what is paid for will be more helpful to patients.

The long-term growth in Medicare expenditures is projected to be sub-
stantial (see Table 1-2), creating a significant impetus for the development
of payment strategies that can provide incentives for efficiency while en-
couraging high levels of clinical quality and patient-centered care. Because
Medicare is such a large payer and because many private payers follow its
policy lead, the program exerts a significant influence on the organization
and delivery of health care services throughout the United States. Through
its coverage and payment decisions, therefore, it could encourage the diffu-
sion of high-quality practices.
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INITIAL STEPS TO IMPROVE THE U.S. HEALTH CARE SYSTEM

As noted earlier, the introduction of pay for performance needs to be
examined within a framework of evolving measures and shifting organiza-
tional structures and collaborations throughout the health care system. The
ability to implement pay for performance is not distributed evenly across all
health care settings. Some organizations, such as hospitals and certain spe-
cialty practices, have acquired extensive experience with performance mea-
sures and quality improvement. Others, most notably individual providers
and many primary care settings, are just beginning to experiment systemati-
cally with quality improvement measures and strategies.

Recognizing that reforms are necessary, leaders in health care and gov-
ernment are considering alternative approaches to implementing a pay-for-
performance strategy. One option is to allow quality improvement pro-
cesses to evolve at a gradual pace, driven by motivated purchasers and
providers, and implemented through scattered local experiments with new
payment strategies in selected systems of care or geographic regions. This
approach can reveal the opportunities and challenges involved in introduc-
ing new measures and performance-based care in the treatment of selected
health conditions in different care settings. While this approach may gener-
ate important insights about the promise and limitations of payment strate-
gies, however, it may be insufficient to achieve the breadth and scope of
change necessary to influence provider behavior and practices. It also may
fail to identify the key payment incentives and other environmental features
necessary to change practices among low performers or poor-quality health
care settings if they do not volunteer to participate.

A second option is to restructure the Medicare payment system to en-
courage more rapid transformation and to foster national systemwide

TABLE 1-2 Estimated and Projected Medicare Spending (billions of
dollars)

1975 1985 1995 2005a 2014a

Part A 10.6 48.7 114.9 179.9b 317.8
Part B 4.2 22.7 65.2 151.3 261.2
Part D — — — 1.7 169.0
Total 14.8 71.4 180.1 332.9 748.0

aIntermediate estimates.
bShifts in funding for some home health care from Part A to Part B are reflected in the
relative spending in 2005.
SOURCE: Boards of Trustees, Federal Hospital Insurance and Federal Supplementary Medi-
cal Insurance Trust Funds, 2005.
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change. Such an approach could apply the level of resources necessary to
achieve significant changes in practices and collaborative arrangements,
which may vary with the severity and complexity of clinical conditions and
the performance measures employed. Yet restructuring the payment system
in the absence of reliable evidence of positive outcomes associated with new
payment incentives poses substantial risks. Certain unknown system require-
ments may be necessary to ensure that pay-for-performance strategies have
their intended effects and do not have unintended adverse consequences.
Key features and adjustments must be considered, such as how performance
measures will address patients with multiple chronic diseases when accepted
measures of high-quality care for one condition may contradict measures of
high-quality care for another. If payment strategies are not carefully aligned
with desired outcomes, providers may avoid accepting patients whose con-
ditions would jeopardize their performance or withdraw from the Medicare
system entirely. Both providers in organizational settings (such as hospitals
and skilled nursing facilities) and solo practitioners will need data tools and
quality improvement assistance to comply with reporting requirements that
will allow them to participate in a pay-for-performance program.

In this report, the committee seeks to weigh these two approaches
through an evidence-based analysis, keeping in mind that the current pay-
ment systems continue to have negative unintended consequences (discussed
in Appendix A). The committee proposes a multiphase approach within a
learning environment aimed at achieving transformation through a series of
structured changes in current payment arrangements. The committee also
examines the core features necessary to implement a pay-for-performance
strategy while respecting the need for variation and tailored approaches in
different health care environments.

CONCLUSIONS

Changes in the structure of Medicare payments could have a major im-
pact on the quality of care delivered by the entire health care delivery system.
As Medicare provides health care benefits to nearly 42 million U.S. citizens at
an annual cost of well over $300 billion (2004 expenditures), CMS is in a
unique position to lead the American health care industry in providing higher-
quality care and greater value for the money spent on that care (IOM, 2002).
Medicare’s current payment system is often inconsistent with the goal of pro-
moting higher value. Some in the private sector have moved forward with
attempts to reform the current payment system, but these efforts will not
realize their maximum benefit without public-sector involvement. Medicare
is also working on strategies to add value to the care it provides and is now
collaborating with the private sector to accelerate change.
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Notwithstanding the difficulties involved in overhauling the current
payment system and the gaps and uncertainties in the existing evidence base
for pay for performance, the committee believes pay for performance could
be a viable tool when used in tandem with other performance improvement
strategies, such as public reporting and technical assistance, to transform
the health care delivery system. The ultimate purpose of a performance-
based payment system is to stimulate behavioral and organizational change
within the provider community in ways that will foster performance im-
provement and improve the value of health care services. The committee
does not presume that these changes will be easy or that savings will auto-
matically be generated. It also remains cognizant of the unintended conse-
quences that could arise, but believes the consequences of inaction pose a
greater threat.

The lack of evidence associating pay for performance with improve-
ments in clinical quality, patient-centeredness, efficiency, and, most impor-
tant, outcomes of care suggests that caution will be necessary as Medicare
proceeds. The consequences of aligning incentives to promote higher-
quality health care are largely unknown. For instance, providers might avoid
treating high-risk, nonadherent, or other types of patients who could jeop-
ardize their performance scores. Payment rewards might encourage a sys-
tem in which providers would work to improve only on measures for which
they were paid, and as a consequence, reduce their quality of care on
unrewarded measures instead of trying to improve care on a more global
level. From the patient’s perspective, payment incentives could undermine
the revered physician–patient relationships, which are based largely on trust.
A pay-for-performance program could also increase competition within the
health care enterprise and thereby impede knowledge transfer among pro-
viders. Recognizing the need for some kind of payment reform and the
promise of pay for performance as suggested by early experiments in the
private sector, it will be necessary to balance actions taken toward imple-
mentation of the approach with due caution. This report therefore empha-
sizes the need to introduce pay for performance within a comprehensive
learning system through a multiphase approach that addresses significant
variations in clinical conditions and health care settings, and encompasses
an evaluation strategy for deriving insights from the experience gained in
early stages of implementation.

SCOPE AND ORGANIZATION OF THE REPORT

This report sets forth a vision for how pay for performance could be
implemented to best help achieve the goals of improving health care quality
and patient outcomes. While the report outlines options, designers should
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not be limited to these options; rather, the report is intended to delineate
principles for the development of performance-based rewards.

Chapter 2 reviews the promise of pay for performance as assessed in
research studies and suggested by initial experiments, while also exploring
its potential unintended adverse consequences. Chapter 3 reviews options
for funding a pay-for-performance program for Medicare. Chapters 4 and
5, respectively, provide an overview of various reward distribution options
and present the committee’s proposed multiphase approach to the imple-
mentation of a comprehensive pay-for-performance program. Finally, an
aggressive research and evaluation agenda and key features of the kind of
learning system the committee believes should be the context for the intro-
duction of pay for performance are detailed in Chapter 6.
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2

The Promise of Pay for Performance

CHAPTER SUMMARY

This chapter reviews the current health care payment systems;
the strengths, weaknesses, and potential adverse consequences of
pay for performance; early experiences with the approach; and the
ways in which pay for performance can be used as a pathway to
reform. Multiple and complex challenges confront any such effort,
and monitoring and evaluation will be essential so stakeholders can
learn from experience, identify unanticipated consequences, and
implement midcourse adjustments as necessary.

Current payment systems are not well aligned with efforts to
achieve the six quality aims set forth in the Quality Chasm report
(IOM, 2001). These systems place little emphasis on achieving high
clinical quality, do not reflect the value of services, frequently act
to drive up costs, and do not encourage patient-centered care or the
efficient use of resources. While this report does not attempt to
address all shortcomings of the current systems, the committee’s
analysis should be viewed within the broader framework of the
need for fundamental reform of the health care payment structure.

The initiatives proposed in this report would modify current health
care payment systems by using financial incentives to promote higher levels
of quality across diverse health care settings. These initiatives are predi-
cated on the assumption that the health care Americans receive could and
should be of considerably greater value—better-quality care obtained at a
sustainable and socially acceptable cost (see Chapter 1). Based on a review
of the available evidence, the committee concluded that modest changes
alone in the current systems—systems in which provider reimbursement is
based largely on the quantity of health care services rendered—are unlikely
to promote significant progress toward the goals of improved quality and
reduced growth in costs. Rather, a profound and fundamental alignment of
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incentives (financial, informational, and reputational) with desired out-
comes is required to stimulate the needed transformational change in the
current health care payment systems.

CURRENT PAYMENT SYSTEMS

At present, the care for 88 percent of Medicare beneficiaries, or ap-
proximately 35 million individuals, is paid for under fee-for-service sys-
tems. The remaining 12 percent of beneficiaries are enrolled in the Medi-
care Advantage program, under which private plans are paid monthly,
risk-adjusted capitated amounts in return for providing Medicare’s benefits
to those who choose to enroll in Medicare Advantage (Kaiser Family Foun-
dation, 2005). Medicare’s fee-for-service payment rates and fees are set ad-
ministratively by the Centers for Medicare and Medicaid Services (CMS) at
levels intended to cover the cost of the resources typically required to pro-
vide a particular service. The service may be defined narrowly, such as a
chest x-ray, or broadly to encompass a bundle of services, such as all the
inpatient hospital care associated with a stay of any duration for a heart
bypass operation.

Medicare’s rates and fees do not vary with the quality of the service
provided. Furthermore, the fee-for-service payment structure generally does
not provide reimbursement for health services that are recognized as impor-
tant contributors to quality, such as comprehensive case management, care
coordination, health counseling, and many preventive services that may re-
duce the need for hospitalization or more expensive future medical proce-
dures. In addition, because of the way payment rates for different services
are set relative to one another, new, complex, high-tech interventions tend
to be better compensated than procedures involving less intensive service
use, less or older technology, and more time with patients (which may be
important to quality care) (Ginsburg and Grossman, 2005). Additionally,
payment rates and fees do not vary according to the need for a particular
service. For example, one study that examined clinical decision making un-
der different payment systems found that expenditures for discretionary
services were lower under capitated than under traditional fee-for-service
arrangements (Shen et al., 2004). Providers are paid more for doing more
and are not penalized when the provided services are of little or no value or,
worse yet, negatively affect health outcomes. In some cases, the incentives
embodied in fee-for-service payments may encourage the delivery of unnec-
essary or even harmful services that can raise fundamental concerns about
cost and safety (Robinson, 2001).

Since fee-for-service payments offer little direct incentive to improve
quality or avoid low-value services, they fall short of fostering goals in the
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three critical domains identified in Chapter 1: clinical quality, patient-
centeredness, and efficiency. Although fee for service is responsive to pa-
tient demand for services in the sense that the health care system is respon-
sive to the sickest patients who require more complex and higher levels of
care, this type of payment structure offers no incentives to providers or
patients to improve overall health status through preventive services or
lower-cost interventions that can ultimately reduce the demand for more
complex clinical services. The systems pay for treating illness and injury,
not for keeping people well.

Since Medicare’s inception, policy makers have been concerned about
the rapid growth of health care expenditures. The program’s payment sys-
tems have been modified in response to these concerns, but these changes
have not been sufficient. More recently, concern has also focused on the
quality of care, and some steps to improve quality have been taken. CMS is
currently conducting demonstrations to test payment systems designed
to reward higher-quality care, but these initiatives have not yet been im-
plemented on a wide scale. A brief review of Medicare payment policies
follows.

Original Medicare Retrospective Payment Systems

Initially, Medicare payment policies followed the prevailing private-
sector practice of the early 1960s, which was to reimburse providers for the
lesser of either their usual and customary charges or their actual costs for
each service delivered. The reimbursement system was retrospective because
payments could not be calculated until after the service had been provided;
the physician or hospital would not learn the exact payment amount until
after the end of the year, when customary charges and actual costs could be
audited and payment rates calculated. This payment system provided no
real restraint on expenditures. The more providers spent on a service or
increased charges, the more Medicare would ultimately pay. To limit growth
in expenditures, Medicare began to define more narrowly which costs were
acceptable and which were not, as well as to set limits on allowable in-
creases, thereby making the payment system increasingly complex.

Prospective Payment Systems

In an attempt to gain better control over burgeoning expenditures,
policy makers began in the 1980s to shift Medicare from retrospective
to prospective payment systems. Prospective payment was first intro-
duced in inpatient acute care hospitals in 1983. Since then, CMS has
instituted prospective payment for other provider settings, including
skilled nursing facilities in 1998, home health agencies in 2000, and
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outpatient acute care hospitals in 2000 (SUNY, 2001; CMS, 2006c).
Physicians are reimbursed according to the Medicare Physician Fee
Schedule. The new systems set payments for various services (or bundles
of services) in advance of their delivery. Thus, providers know how much
they will be paid before they treat their patients and can better plan their
care and resource use.

Fees and payment rates of Medicare’s prospective payment systems are
set administratively to cover CMS’s estimate of the average cost of provid-
ing a service, plus a small margin. In some instances, the payment does not
cover the provider’s costs; in other cases, the payment is more than suffi-
cient. In some situations in which costs far exceed payments, Medicare pro-
vides additional “outlier payments” that cover a portion of the excess costs.
Under most of Medicare’s prospective payment systems, payments are ad-
justed for geographic differences in labor and other costs. In general, pro-
spective payment encourages providers to keep the costs of services below
the payment amount and creates incentives to treat those with the least
severe and complex conditions in any particular diagnosis, service, or risk
category.

As noted above, the unit for which payments are made may be a bundle
that encompasses all of the inputs necessary to provide a stay in an institu-
tion or perform a procedure, or it may be a discrete, narrowly defined item,
test, or service. Under most of the payment systems, unless Congress inter-
venes, rates are automatically adjusted upward each year based on indexes
of anticipated price increases. A major exception is the Medicare Physician
Fee Schedule update, which is governed by the sustainable growth rate
(SGR). This formula limits the growth in per beneficiary Medicare Physi-
cian Fee Schedule expenditures to the growth in per capita gross domestic
product. Because the volume and average intensity of services paid for un-
der the Medicare Physician Fee Schedule have been growing very rapidly,
application of the SGR formula has resulted in negative updates for physi-
cians in recent years. With the exception of 2002, Congress has acted
to avert these reductions (U.S. GAO, 2005). CMS projects that the SGR
will impose annual negative updates of more than 4 percent each year during
2007–2011, which may affect physicians’ willingness to consider
performance-related payment changes and incentives (MedPAC, 2006).

Appendix A presents more detailed descriptions of payment systems
and their incentives for in- and outpatient hospital care, skilled nursing
facilities, home health care, outpatient dialysis services, physicians, and
Medicare Advantage plans. The discussion there is intended to give a broad
overview of payment methodologies, not a detailed picture of all the com-
plexities of each method, to provide a context for the consideration of pay-
ment incentives. Table 2-1 presents an overall picture of spending in the
Medicare program by provider setting.
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PAY FOR PERFORMANCE AS A PATHWAY TO REFORM

Pay for performance has emerged as a promising strategy to address the
inadequacies of the current payment system outlined above, and has at-
tracted considerable attention in the private marketplace. Additionally,
CMS has begun to invest resources in pay for performance as a reform
strategy (CMS, 2006a). These pay-for-performance initiatives must be
implemented successfully, both to achieve their particular goals—improved
quality of care and cost containment—and to prompt the fundamental
changes needed in the health care system overall.

In other sectors of the American economy, a reform of this magnitude
would be based not only on sound theory, but also on pertinent practical
experience. While the database on which to base the design and evaluation
of pay-for-performance programs is growing steadily, it remains incom-
plete and without substantial validation. Despite this lack of a definitive
evidence base, both private- and public-sector decision makers would like
to move forward aggressively with pay-for-performance programs. How-
ever, experience with other health care initiatives suggests that the rapid
implementation of new payment strategies based on theory and preliminary
results does not always achieve the desired goals. In fact, it can prove to be
counterproductive, exacerbating current problems and creating new ones.

The Theory Behind Pay for Performance

In essence, pay for performance represents an attempt to align incen-
tives in the payment system so that rewards are given to providers who
foster the six quality aims set forth in the Quality Chasm report (IOM,

TABLE 2-1 Medicare Program Spending by Provider Setting, 2003

Supplementary
Hospital Medical
Insurance Insurance Total Percent
(billions (billions (billions of

Setting of dollars) of dollars) of dollars) Total

Hospital 109.4 17.9 127.3 45
Physicians N/A 48.3 48.3 17
Managed care 19.5 17.2 36.8 13
Skilled nursing facility 14.3 N/A 14.3 5
Home health 2.6 7.1 9.7 3
Other 6.3 33.3 39.6 14

NOTE: N/A = not applicable.
SOURCE: Based on data from MedPAC (MedPAC, 2005).
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2001) (see Chapter 1) and improve health outcomes while using resources
parsimoniously. At the most basic level, improving care requires changes in
the behavior of providers. Paying providers for improving performance or
achieving superior levels of performance should motivate them to focus on
doing so in measured areas. Pay for performance also has the potential to
achieve change by influencing the environment in which providers practice.
For instance, performance-based payment could make it attractive for both
providers and provider organizations to invest in improved systems for
tracking and enhancing the quality of care, making them better able to
manage the health of the populations they serve. Ideally, pay for perfor-
mance would encourage certain changes in structural and organizational
practices, such as a new emphasis on comprehensive and coordinated care
and collaboration across individual settings of care, and stimulate consum-
ers to pay attention to quality practices.

Effects of Medicare Payment Systems on Provider Behavior

Evidence that providers have responded to changes in Medicare pay-
ment policies in the past suggests that health care providers will likely
change their behavior in response to Medicare payment incentives to im-
prove quality. The implementation of various Medicare prospective pay-
ment systems has been associated with significant changes in provider be-
havior. All of these behavior changes cannot be attributed conclusively to
the new payment systems because those systems did not emerge in isolation,
and because research on their effects often examined varying aspects of
change, used different data, and focused on different types of providers.
Nonetheless, the literature attests to dramatic shifts in the way health care
is delivered since the new systems were instituted. For example:

• In the 1980s, hospital discharges and average lengths of stay were
slowly decreasing among those under age 65, while both rates were increas-
ing for the Medicare population. This trend reversed in the Medicare popu-
lation after a prospective payment system was implemented in acute care
hospitals in 1983. Also, utilization rates dropped dramatically in 1984 and
1985, while those rates among the rest of the population continued to de-
crease at a more gradual pace, although utilization increased somewhat for
both populations later in the 1980s (Hodgkin and McGuire, 1994).

• Controlled studies of the responses of hospitals to Medicare pay-
ment changes showed that their behavior was related directly to Medicare’s
portion of their volume. Thus hospitals that were more dependent on Medi-
care patients were likely to show a larger change in the observed behavior
relative to hospitals with a smaller proportion of Medicare patients
(Hodgkin and McGuire, 1994).

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


38 REWARDING PROVIDER PERFORMANCE

• One study that compared cost-based and flat-rate Medicaid pay-
ments for skilled nursing facilities and intermediate care facilities found
that facilities in states with cost-based reimbursement tended to have more
registered nurses and fewer licensed practical nurses per resident than fa-
cilities in flat-rate states, regardless of the ownership status of the facility
(Cohen and Spector, 1996).

• A nursing home study based on Medicare claims data and other ad-
ministrative datasets examined the charges of skilled nursing facilities for
rehabilitation therapy (physical, occupational, and speech therapies) (White,
2003). When a prospective payment system was implemented, there was a
dramatic drop in the percentage of skilled nursing facility residents that
received a high level of therapy (more than $200/day), and residents of
these facilities were more likely to receive a moderate level of daily therapy
than either extremely high levels or no therapy. The changes observed were
consistent with the incentives of the prospective payment system, which
offers relatively generous payments for moderate levels of rehabilitation
therapy and stops paying for therapy above a specified level per week. The
changes were observed between 1997 and 2000. Transition to the new pay-
ment system was gradual, beginning in 1998.

Early Experiences with Pay for Performance

Public-Sector Efforts

CMS has undertaken several Medicare pay-for-performance initiatives
for different provider settings. Some of these initiatives are in the planning
phase; others have recently been implemented. One example of the latter is
CMS’s demonstration project with Premier, Inc. (the Premier Hospital Qual-
ity Incentive Demonstration), in which hospitals among the top 20 percent
of performers receive bonus payments (CMS, 2006b; Premier Inc., 2006).
Year 1 of the project yielded positive results among the 262 participating
hospitals; data showed statistically significant improvement in all five clini-
cal areas examined, with an overall improvement of 6.6 percent (Remus,
2005). Another such project is Medicare’s Physician Group Practice Dem-
onstration, which rewards group practices for their performance on quality-
of-care metrics, but only after the practices achieve savings of at least 2
percent of projected expenditures (Kautter et al., 2004).

Other CMS projects in development focus on promoting the adoption
and use of information technologies among physicians and the use of dis-
ease management models to improve the quality of care. Bonuses (or ad-
ministrative fees) are often contingent upon demonstration of net savings to
Medicare. The 3-year Medicare Management Performance Demonstration
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was mandated by the Medicare Prescription Drug, Improvement, and Mod-
ernization Act of 2003. The project focuses on small and medium-sized
physician practices, and promotes the use of health information technolo-
gies to improve care for the chronically ill. The same act also mandated
several disease management projects that often make vendor fees dependent
on proven savings.

CMS is currently running several other demonstrations that include
projects related to dialysis facilities, nursing homes, and chronic care (CMS,
2006a). While the demonstrations are impressive in number and variety
and may yield valuable insights, demonstration projects in and of them-
selves may not generate large changes in the health care system since they
tend to be short-lived, end with isolated reports to Congress, and do not
necessarily lead to specific follow-up activities.

Aside from these specific efforts, it is important to note that CMS is
actively collaborating with the Ambulatory care Quality Alliance and the
Hospital Quality Alliance on pay-for-performance strategies. This type of
collaboration is key to the success of pay for performance, not only for the
improvement of individual programs through shared learning, but also for
the success of pay for performance on a larger level through alignment of
incentives, decreased confusion associated with multiple requirements, and
synergism among the multiple efforts under way.

Private-Sector Efforts

In the past several years, numerous employers, purchasing coalitions,
and health plans have announced new efforts to reward health care quality.
Estimates suggest that more than 100 individual pay-for-performance ef-
forts are currently under way (Med-Vantage Inc., 2006). These programs
vary in the number and types (e.g., process or outcome) of quality indica-
tors used, the clinical conditions targeted, the magnitude of the incentives
and how they are structured (e.g., as a competition in which only the top
providers receive a bonus or as an award based on performance relative to
a common benchmark), and whether the program applies to a large or small
share of a provider’s patients. Several examples are described below to illus-
trate the diversity of approaches.

In California, seven health plans are coordinating pay-for-performance
programs under the auspices of the Integrated Healthcare Association
(IHA), a multistakeholder coalition (www.iha.org). The seven plans consist
of 225 physician groups representing about 35,000 physicians treating 6.2
million patients (IHA, 2006a). Bonuses are awarded to large, multispecialty
physician groups based on clinical process measures from the Health Plan
Employer Data and Information Set (HEDIS), patient experiences of care,
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and investments in technology and infrastructure. Table 2-2 lists the spe-
cific measures targeted for IHA’s 2006 program (the fourth year of the
program) in three domains and the weights used to determine the share of
the total possible bonus that is allocated to each domain. While perfor-
mance measures are common across the seven plans, the structure of the
bonus varies; most plans have opted to reward only the top performers
(e.g., the top deciles or quartiles) using a bonus that is proportional to the
number of the plan’s patients cared for by the group. Additionally, for the
2006 measurement/2007 reporting year, IHA encourages health plans to
reward year-to-year improvement (IHA, 2006b).

Some large employers, through coalitions, are also beginning to offer
direct rewards for physician performance on health care quality measures.
One example is Bridges to Excellence (www.bridgestoexcellence.org),
which operates in four markets and involves a collaborative effort among
several large employers, including General Electric and Verizon Commu-
nications. Bridges to Excellence offers physicians who become certified by

TABLE 2-2 IHA Pay for Performance 2006 Measurement Set

Measure
Domain (measurement year 2006, reporting year 2007) Weight

Clinical 1. Childhood immunizations 50%
2. Childhood upper respiratory infection (appropriate treatment)
3. Cervical cancer screening
4. Breast cancer screening
5. Asthma (use of appropriate medication)
6. Diabetes: HbA1c screening
7. Diabetes: HbA1c control
8. Cholesterol: LDL screening
9. Cholesterol: LDL control <130

10. Chlamydia screening
11. Nephropathy monitoring for diabetic patients

Patient 1. Specialty care 30%
Experience 2. Timely access to care

3. Doctor–patient communication
4. Overall ratings of care
5. Care coordination

Information 1. Integrate clinical electronic datasets at group level 20%
Technology 2. Support clinical decision making at point of care
Investment (Each activity is worth 5%. The maximum 20% credit requires

  four activities, at least two of which must be from measure 2.)

SOURCE: IHA, 2006a.
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the Diabetes Physician Recognition Program1 $100 for each diabetic pa-
tient in their panel. This program requires physicians to document perfor-
mance on a number of process and outcome measures through medical
record review. Similarly, the Heart/Stroke Physician Recognition Program2

has been launched in selected markets. Finally, through Physician Prac-
tice Connections,3 doctors can receive up to $55 per patient for establish-
ing clinical information systems in their offices that aid in regular follow-
up for chronically ill patients and for implementing patient education
programs.

Pay-for-performance programs are being used in both the health main-
tenance organization (HMO) and preferred provider organization (PPO)
settings. Since 1999, the Hawaii Medical Service Association, the local Blue
Cross and Blue Shield affiliated plan and the largest health plan in the state,
has rewarded the physicians in its PPO network based on quality measures.
In 2003, individual bonuses ranged from $500 to $20,000 (Landro, 2004).
These bonuses represent about 5.5 percent of the physician’s overall salary
(Rosenthal et al., 2004). Anthem Blue Cross and Blue Shield of New
Hampshire’s plan pays bonuses based on a variety of measures that assess
appropriate primary and secondary prevention, including screening for
breast, cervical, and prostate cancer; screening of patients with coronary
artery disease for high cholesterol; and provision of retinal exams for dia-
betic patients. Anthem’s performance bonus was $20 per patient per year
for the top quartile of physicians (about 5 percent of compensation) and
about half of that amount for physicians ranked between the 50th and 75th
percentiles. Physicians were also eligible for an additional payment of $20
per patient for participating in the plan’s disease management program
(Rosenthal et al., 2004).

Some medical groups and independent practice associations incorpo-
rate incentive programs into their payment methods. For example, the Hill
Physicians Medical Group, one of the nation’s largest independent practice
associations, puts up to 15 percent of physician compensation at risk based
on quality performance (PBGH, 2005). The program looks at clinical mea-
sures (including IHA measures plus other HEDIS measures), information
technology functionality, and patient experience. In 2005, Hill Physicians
received $5.9 million in funds under the IHA program, but actually distrib-
uted $26 million in performance rewards (Hill Physicians, 2005).

1The Diabetes Physician Recognition Program was developed by the American Diabetes
Association and the National Committee for Quality Assurance (NCQA).

2The Heart/Stroke Physician Recognition Program was developed by the American Heart
Association/American Stroke Association and NCQA.

3The Physician Practice Connections was developed by Bridges to Excellence and NCQA.
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The Experience of the United Kingdom

Standing in contrast to the pay-for-performance programs in the U.S.
commercial insurance market is the recent General Practitioner (GP) contract
with Britain’s National Health Service (NHS) (Roland, 2004; Smith and York,
2004). The arrangement instituted under this contract awards a substantial
portion of compensation according to performance on 146 quality indica-
tors. The program targets physician practices, which generally have fewer
than five physicians, rather than individual physicians, and pays according to
overall performance using a balanced scorecard (i.e., points are awarded for
each of the 146 indicators, and the total score is then used as the basis for
payment). In addition to performance bonuses, practices are provided with
subsidies for infrastructure improvements, as well as additional staffing. The
plan is to put approximately 18 percent of GP income at risk, to be distrib-
uted subsequently on the basis of performance measures. Financial penalties
for persistent low performance are also planned for future years.

Of note are several important differences between the NHS and Medi-
care that relate to the ease of implementation and effectiveness of a pay-for-
performance program. Every NHS patient must register with an individual
practitioner who assumes responsibility for that patient’s care. Addition-
ally, the United Kingdom is in the process of instituting a uniform national
computerized information system that will include capabilities to automate
reporting on the specific measures employed. Most physicians in the United
States contract with multiple private and public payers, and many plans
with pay-for-performance programs do not account for a large portion of a
physician’s income. Moreover, the majority of physician award programs
in the United States do not put more than 5 percent of compensation at risk
(Rosenthal et al., 2004).

Previous programs in the United Kingdom showed positive responses
to financial incentives (Smith and York, 2004). A “fundholding experiment”
from 1991 to 1998 that gave practitioners fixed budgets for providing sec-
ondary care and pharmaceuticals to their patients ultimately resulted in
fewer inpatient procedures and reduced patient waiting times. A program
in East Kent from 1998 to 2000 defined disease management targets that
practitioners had to meet or repay funds. Both of these programs required
new money initially; however, the first created incentives for efficiency sav-
ings, while the second relied on a reverse withhold to encourage quality
improvement.

Common Themes Among Pay-for-Performance Programs

The majority of incentive arrangements target a mix of population-
based measures of clinical quality and patient experience measures (Rosenthal

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


THE PROMISE OF PAY FOR PERFORMANCE 43

et al., 2004). According to a recent survey, payers are also increasingly
providing direct incentives for the adoption of information technology and
for performance on cost-efficiency metrics (AIS, 2004).

In almost all cases, pay-for-performance sponsors reward all physicians
whose performance exceeds an absolute threshold (e.g., at least 80 percent of
patients with coronary artery disease undergo appropriate cholesterol screen-
ing) or all physicians above a given percentile rank based on the level of
performance. Thus, quality improvement is not explicitly required for the
receipt of a bonus, and the incentives to improve vary with baseline perfor-
mance. With an absolute performance threshold, physicians whose baseline
performance is high need only maintain the status quo to receive payment.
For physicians with the lowest performance, the award may not be sufficient
to balance the cost of making the required dramatic improvement.

Most of the early pay-for-performance programs for physicians tar-
geted primary care domains (although payments were often to multispecialty
groups). More recently, payers also appear to be measuring and rewarding
the quality of care delivered by specialists. According to a private survey,
more than two-thirds of current pay-for-performance programs now cover
specialists, including cardiologists, obstetrician/gynecologists, orthopedists,
gastroenterologists, otolaryngologists, and general surgeons (AIS, 2004).

Pay for Performance in Medicare

While measurement systems have provided an impetus for continuing
improvement in the quality of care in the Medicare program, overall change
has been slow. To date, CMS has invested heavily in the collection and
reporting of data on the quality of care of health plans, hospitals, and other
institutional providers. While information-based approaches continue to
evolve, reliance on benchmarking, subtle pressure from purchasers, and the
market impact of individual patient choice are unlikely to eliminate the gap
between optimal, evidence-based medicine and actual practice. However,
these efforts do lay the groundwork for an effective pay-for-performance
program by generating critical baseline information and the infrastructure
that will serve as the base for the reward system.

A broad policy rationale for a Medicare pay-for-performance program
is the opportunity to improve not only the overall quality of care for Medi-
care enrollees, but also the care provided to other populations. Many qual-
ity improvement investments involve fixed costs, such as those for informa-
tion technology or training, whose benefits will accrue to all patients. In
addition, the added market power of Medicare will magnify the importance
of the existing pay-for-performance programs of health plans and may have
further positive spillover effects if other payers follow the lead of CMS in
payment reform, as was the case with prospective payment systems.
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The objectives of pay for performance are to:

• Encourage the most rapid feasible performance improvement by all
providers.

• Support innovation and constructive change throughout the health
care system to achieve clinical quality improvements, patient-centered care,
and efficient use of health resources.

• Promote better outcomes of care, especially through coordination of
care across provider settings and time, especially in the treatment of chronic
disease.

Pay for performance is not simply a mechanism to reward those who per-
form well; rather, its purpose is to encourage redesign and transformation
of the health care system to ensure high-quality care for all. In such a sys-
tem, all participants—providers, purchasers, and beneficiaries—can poten-
tially benefit.

As pay-for-performance programs go forward, it will be crucial to de-
velop a strong learning system within the Medicare enterprise to ensure
successful implementation and ongoing improvement (see Chapter 6). The
evidence base to support pay for performance is still emerging (see below)
and implementation efforts should encompass extensive testing and evalua-
tion to assess the effects of the new system. While pay for performance
appears to induce change in some health care environments, it cannot by
itself create either the high-performing health care system or the payment
reform envisioned in the previous reports of the Institute of Medicine’s
(IOM’s) Pathways to Quality Health Care series. Ideally, the contributions
of payment reform should be compared with the outcomes that could be
produced by other mechanisms, such as continuing medical education, ac-
creditation, and consumer activation, which may also be linked to financial
incentives. Such an assessment was beyond the scope of this study. Other
nonfinancial mechanisms, such as public reporting, benefit redesign, and
professional and public education, are also critical components of a far-
reaching quality improvement strategy. All of these efforts should be aligned
with pay-for-performance programs in order to ensure a common goal and
synergistic effects.

Rewarding Beneficiaries

In designing a pay-for-performance program for Medicare, financial
rewards could be directed at providers, beneficiaries, or both. For ex-
ample, mechanisms could be devised to allow those consumers who im-
proved their lifestyles (to promote better health outcomes) to share with
providers in the savings that resulted from the prevention of consequent
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and more expensive treatments, such as avoidable hospitalizations. Co-
pays, deductibles, or premiums could be reduced for those beneficiaries
who used designated high-performance providers. However, not all ben-
eficiaries have equal access to those providers deemed high performers,
and many hospitals that have excellent reputations for certain medical
procedures are not necessarily high performers on all dimensions of qual-
ity (Jha and Epstein, 2006). While many possible designs for rewarding
beneficiaries could be considered, the evidence base is not yet robust
enough to be used to determine how consumer rewards should be struc-
tured on a broad level. In interpreting its charge and in an effort to set
parameters for what could reasonably and competently be accomplished
in Medicare in the short term, the committee did not evaluate beneficiary-
oriented approaches, important as they may be. Rather, this report fo-
cuses on the provider side of pay for performance.

Pay for Performance and Care Coordination

The deficiencies of the current payment system, as previously de-
scribed, include its inability to recognize, encourage, or even merely pay
for the intentional coordination of patient care across settings and time.
The failure to measure these transitions was discussed extensively in the
first report in the Pathways to Quality Health Care series, Performance
Measurement: Accelerating Improvement (IOM, 2006b). In the current
health care system, care is often fragmented and not well coordinated.
The need for measures for use in evaluating, and ultimately rewarding,
the coordination of care is necessary to quality improvement with regard
to both monitoring gains in clinical quality and reducing inefficiencies.
For example, improved coordination of care management could poten-
tially result in a reduction in hospital admissions (Rich et al., 1995;
Bodenheimer, 1999; Bodenheimer and Fernandez, 2005). Care coordina-
tion measures that might help achieve this end have been developed by
Eric Coleman at the University of Colorado (IOM, 2006b). One measure
of care coordination in the treatment of congestive heart failure patients is
part of CMS’s Hospital Compare initiative, although it is not among the
first 10 measures that hospitals are being encouraged to report. And the
Institute for Healthcare Improvement’s 100,000 Lives Campaign includes
medication reconciliation for patients being discharged from hospitals
(IHI, 2006; Manno and Hayes, 2006). Pay for performance has the poten-
tial to act as a catalyst for improved care coordination through program
design, making it possible to reward performance based on outcomes by
disease, instead of rewarding providers on the basis of individual services
at a single point in time. This aspect of pay for performance is elaborated
upon further in Chapters 3 through 5.
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THE RESEARCH BASE ON PAY FOR PERFORMANCE

The theory behind pay for performance is derived from the basic eco-
nomic principle that when one pays more for a certain attribute or dimen-
sion of a good or service, more of that attribute or dimension is supplied.
While this principle tends to hold true in most markets, the introduction of
new incentives linked to performance in health care delivery is relatively
new. More than 100 pay-for-performance programs have been initiated in
the health care arena in the past decade, yet very few studies have assessed
their impact empirically (Petersen et al.,2006; Rosenthal and Frank, 2006).
Hence, little evidence for the efficacy of pay for performance in the health
care setting exists at this time.

Research in the Health Care Sector

In synthesizing the available research literature, the committee identified
pay-for-performance studies that demonstrated both positive effects on pro-
cesses of care (Beaulieu and Horrigan, 2005; Rosenthal et al., 2005b) and
negative (but not statistically significant) effects (Beaulieu and Horrigan,
2005). Most studies have failed to demonstrate any significant effects on
processes of care (Rosenthal et al., 2005b; Rosenthal and Frank, 2006). How-
ever, many of these studies focused on incentives that affected only a small
portion of provider income. Early results of experimental projects have also
shown that pay for performance can influence positive changes in nontargeted
care practices. For example, a physician targeted improvement in immuniza-
tion rates; as a consequence, documentation of immunizations improved more
than the rates themselves (Fairbrother et al., 1999). In general, however, as
noted above, a robust literature demonstrating that pay-for-performance
strategies lead to improved health outcomes does not yet exist (although this
connection may be implicit, as when a measure is evidence-based, such as use
of beta-blockers after myocardial infarction). Indeed, one study that exam-
ined clinical quality of hospital care for acute myocardial infarction found
that performance on process measures accounted for only 6 percent of the
variation in 30-day mortality rates (Bradley et al., 2006). The researchers
concluded that performance on process measures could not, in this case, reli-
ably predict mortality outcomes. Therefore, the relationship between pay-
ment incentives and health outcomes remains uncertain. Overall, however,
fewer than 20 studies designed to demonstrate the effectiveness of pay-for-
performance programs in improving the quality of care have been conducted
(see Appendix B) (Petersen et al., 2006).

The research literature identifies key considerations that require atten-
tion when a pay-for-performance program is being designed. Most impor-
tant is the level of reward necessary to stimulate significant changes in pro-
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vider behavior or processes of care. In this connection, it must be noted
that, as the literature remains silent on how much additional payment is
needed to drive change in the domains of clinical quality, patient-centered-
ness, and efficiency, it is unclear whether a business case can be made for
any and all stakeholders in the health care system for pay-for-performance
programs. Second is whether financial rewards by themselves can change
practice, or other quality improvement initiatives must be implemented
as well to achieve positive results (Beaulieu and Horrigan, 2005; Rosen-
thal et al., 2005b). Third is the issue of designing a system in which low-
performing providers can achieve at least the same rate of improvement as
high performers. Further experimentation and research are needed to an-
swer these and related questions (Dudley et al., 2004; Rosenthal et al.,
2005a, 2005b).

Research in Other Sectors

Outside of the health care sector, a variety of studies of analogous in-
centive programs have yielded results that may be instructive (Rosenthal
and Frank, 2006). Pay for performance has been widely introduced in the
education field, and several recent experiments have documented improve-
ments in test scores and other outcomes under these programs (Grumbach
et al., 1999; Lavy, 2002). One of these studies also demonstrated that pay
for performance was more cost-effective (produced a larger impact for the
same expenditure) than direct subsidies for new programs and additional
staff time (Lavy, 2002). Pay for performance has also been incorporated
into federal contracts for job training programs. Studies examining these
programs have found that pay for performance had a positive impact on the
rate of job placement and average earnings of trainees, even after account-
ing for gaming on the part of contractors. Finally, the most commonly ob-
served use of pay for performance is for executive compensation. Corporate
executives are frequently awarded performance bonuses based on measures
of profitability or market value. According to recent reviews of this exten-
sive literature, results of studies of executive compensation suggest that pay-
for-performance programs, typically in the form of stock-based compensa-
tion, cause executives to improve firm value (Murphy, 1999; Mishra et al.,
2000). It is also worth noting that many observers have raised concern that
these types of incentive programs may potentially inhibit beneficial long-
term investments that do not provide returns in the short term.

Conclusions

It is difficult to draw conclusions for the health care sector based on the
existing evidence on pay for performance. Findings based on observational
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data are suspect, and suitable natural experiments are lacking. The negative
studies in the health care literature used small rewards and incentives based
on performance relative to peers, so physicians had no way to know what
performance levels would ensure a bonus. Overall, past studies have yielded
no clear guidance on the appropriate magnitude of performance-based
compensation.

MONITORING FOR UNINTENDED CONSEQUENCES

As noted above, more than 100 pay-for-performance programs have
been implemented in the health care sector (Med-Vantage Inc., 2006). These
initiatives constitute a rich source of experience regarding the impact of this
innovation in health care financing, experience that can help answer ques-
tions about what works that are asked by all stakeholders. Concrete data
with which to assess the benefits and identify the unintended adverse conse-
quences of the approach are increasingly becoming available; quantifica-
tion of the impact of pay-for-performance programs is possible, however,
only if they are evaluated thoughtfully and systematically. Such evaluation
requires careful planning.

Evidence for unintended or unexpected consequences of pay for perfor-
mance outside of the health care arena, such as gaming in return-to-work
and school programs, is relatively well established (Burgess and Ratto, 2003;
Courty and Marschke, 2004). In health care, if providers are paid based on
performance according to outcome criteria, they may attempt to select
healthier patients to maximize net revenues. Other possible negative effects
of targeted incentives, such as reductions in various dimensions of quality
of care in areas not targeted for financial rewards (which may be a particu-
lar concern in primary care because of the broad scope of practice), have
not been evaluated empirically. While providers for the most part have the
best interests of their patients in mind, such unintended adverse conse-
quences may be a real concern. Table 2-3 is a nonexhaustive listing of some
of these potential unintended adverse consequences, each of which is re-
viewed below. Further experience may identify additional concerns.

Decreased Access

Improved quality of care overall is a highly desirable goal, but it should
not be achieved at the expense of decreased access to care. Access to neces-
sary services forms the foundation for high-quality care. A meaningful de-
crease in access to care resulting from the implementation of a pay-for-
performance program constitutes an unacceptable outcome.

In their efforts to reach performance thresholds that will result in aug-
mented payment, providers may exclude patients from their practices who
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are known to be at high risk for adverse clinical outcomes. As the evidence
base continues to grow, providers will be better able to identify prospec-
tively those patients likely to respond poorly to their care. Process-based
performance measures may exert a similar adverse selection pressure.
Noncompliant patients constitute a particularly frustrating group of pa-
tients to manage, putting health care providers at risk for poor performance
based on measures of both process and outcome. If providers react by avoid-
ing these patients to keep their performance scores high, the result could be
restricted access to care and worsened health. This is the case especially for
the old or chronically ill; initially at higher risk, their health status is more
likely to deteriorate and at a faster rate if their access to care is limited.
Therefore, researchers must make the investigation of risk adjustment for
performance measures a high priority. For example, pay-for-performance
programs might be structured to give greater rewards to providers who
treat high-risk patients (see Chapter 4). If pay for performance is to realize
its full potential for change, it will be necessary to engage providers in the
care of these challenging patients.

The public reporting of provider performance may also contribute to
decreased access. As emphasized throughout this report, public reporting is
a cardinal feature of health care reform as it enhances transparency. It can
be a powerful motivator to guide change in provider behavior and provide
consumers with key data on which to base good decisions (Shaller et al.,
2003). Both of these effects are thought to result in higher-quality health
care, which in turn represents better value (Marshall et al., 2000; Mason
and Street, 2006). At the same time, however, there is concern that the
public reporting of provider performance could have unintended adverse
consequences. Health care consumers, both individual patients and payers
for health care services, would likely seek out the high-quality providers.
Providers shown to perform at lower levels might opt to reduce their Medi-
care caseloads in favor of participants in private plans. As a result, some
consumers could be denied access to the care they desire.

Increased Disparities

Previous IOM reports have highlighted disparities in quality of care
that occur along many specific dimensions, including geographic region;
provider type; and patient age, sex, and ethnicity (IOM, 2002, 2005). Dis-
parate care is, by definition, low-quality care, and pay for performance
could exacerbate such disparities. Populations most affected by disparities
in health care are cared for disproportionately by undercapitalized provid-
ers who are likely to lack the resources necessary to invest in the infrastruc-
ture (such as health information technology) needed to facilitate participa-
tion in pay for performance. Nevertheless, the health care services they offer
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constitute a critical safety net. The same market forces that will operate to
improve or eliminate the cohort of providers who perform poorly may leave
populations subject to disparities in care with fewer provider options than
they had before. Pay-for-performance programs must therefore be carefully
designed to identify relationships that exist between populations subject to
disparate care and poorly performing providers. Objective assessment will
help limit cultural bias in performance measurement.

Marginalized Comprehensive Integrated Care

The application of performance measures in the evaluation of health
care for a particular condition (e.g., diabetes mellitus) or preventive service
(e.g., breast cancer screening) poses the risk of decreasing performance and
thereby compromising the quality of care being provided in areas that are
not the focus of pay for performance. Pay for performance could encourage
this tendency to manage to the measures, focusing efforts excessively on
those measures that yield the greatest financial return. At the same time,
however, this could be beneficial by focusing efforts on areas with the great-
est need for improvement, such as the treatment of chronic diseases.

Additionally, measures may conflict with one another, ultimately causing
harm to patients. This concern reinforces the need, articulated in the Perfor-
mance Measurement report (IOM, 2006b), to develop a comprehensive set of
performance measures as rapidly as possible. The present report articulates
the need for measures that reward three key domains of care: clinical quality,
patient-centeredness, and efficiency. As noted earlier, a single-minded focus
on clinical quality can lead to increased health care costs through overuse of
services. A similar narrow focus on efficiency could compromise clinical qual-
ity and raise at least the appearance of a fundamental conflict of interest. And
performance measures that place undue emphasis on clinical quality or effi-
ciency are unlikely to be patient-centered.

A comprehensive portfolio of performance measures must reflect con-
sensus around the vision of a reformed and integrated health care system
designed to achieve the goals articulated in the Quality Chasm report (IOM,
2001). For example, prompt, understandable, and empathetic communica-
tion to the patient of the results of a magnetic resonance scan is as impor-
tant as the technical quality and value of the imaging study itself; ideally,
financial incentives should be restructured, based on valid and robust mea-
sures of performance, to encourage both.

Impeded Knowledge Transfer and Innovation

In the health care sector, best practices are adopted at a surprisingly
and disconcertingly slow rate (Lomas et al., 1993; Bates et al., 2003). While
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health care presents a unique set of challenges for practice improvement,
innovations that are evidence based and have been demonstrated to im-
prove the quality of care can take in excess of 17 years to become common
practice (Balas and Boren, 2000). Delay in the development or implementa-
tion of best practices has substantial human and financial costs. Open dis-
semination of experience is necessary to harness the capacity of the health
care industry to improve. Pay-for-performance programs could uninten-
tionally subordinate collaboration to competition. Providers following a
more economically directed model of care might hesitate to share successful
practice improvement strategies with their competitors, fearing that doing
so would put at risk not only the financial incentives offered through pay
for performance, but also the competitive advantage that these successful
innovations would offer in negotiating with patients and insurers.

It is difficult to know how best to prevent this from occurring. Clearly
the business case for cooperation must be made as solidly and quickly as
possible so that providers will be motivated to share both successful strate-
gies and barriers to implementation they may identify. Government is lim-
ited in its ability to bring about this type of interchange. Entities such as
Medicare’s Quality Improvement Organizations might provide a forum for
exchange of such information, fostering the creation of a culture of quality
improvement (IOM, 2006a).

A separate compelling concern is that pay for performance could inad-
vertently stifle long-term innovation by shifting the focus of quality im-
provement exclusively to the achievement of short-term goals. While it is
important to reward interventions that result in short-term improvements,
it is essential as well not to suppress the experimentation and innovation
that can lead to new procedures, applications, and approaches that can
generate long-term continuous improvement in quality. Successful pay-for-
performance programs must not foster the development of a new status quo
that is better, but incomplete.

Demoralized Workforce

Pay for performance must be structured to promote higher-quality care
and cost control, but not at the expense of driving providers from the health
care arena. Provider acceptance will be a large point of contention in any
pay-for-performance initiative. If payment under such a program is per-
ceived by providers as unfair, they may become increasingly demoralized.
Additionally, if the burden on providers of participating in a Medicare pay-
for-performance program is too overwhelming (relative to the potential re-
wards), providers may withdraw from participation in Medicare, causing
serious access issues in some geographic regions in addition to those dis-
cussed above. For example, fewer physicians are choosing primary care as
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their field, in part because of lower income and increased workload (Moore
and Showstack, 2003). An even further decrease in payments could exacer-
bate this problem. The problem may be compounded if decreased payments
lead those already in primary care practices to leave the profession (Sox,
2003). Lack of acceptance may increase if providers are not consulted dur-
ing the process of program implementation in order to allay some of these
concerns.

The committee concludes that most providers have the capacity and
desire to improve the care they deliver—an essential component of a suc-
cessful pay-for-performance program. A lack of acceptance by providers
would not only disrupt the management of a pay-for-performance program,
but potentially hinder the entire quality agenda. If payers rely on pay for
performance as a pathway to improving care and health outcomes, progress
along that pathway will be forestalled if a majority of providers refuse to
participate. Fundamentally, providers must believe in and accept the system
not just because of the rewards they may receive, but also because they
believe in its ability to advance the quality agenda. That goal will not be
realized if action to achieve the system is delayed by a lack of acceptance of
program terms among providers.

Forestalled Reform Efforts

If payers or policy makers focus too intensely on pay for performance
as a major solution to the current inadequacies of the payment system, they
may fail to recognize other mechanisms that might work as well or better.
In the context of the need for pay for performance to be a learning system,
as emphasized throughout this report, payers and policy makers should
remain aware of other options that could enhance or replace pay-for-per-
formance strategies. On the other hand, policy makers could decelerate
progress by focusing too much on potential unintended negative conse-
quences, diverting attention from the intended positive consequences of re-
warding higher quality and better outcomes to improve the quality of care
received by all Medicare beneficiaries. This is not meant to imply that the
implementation of pay for performance should proceed without caution,
but to emphasize that the possible unintended adverse consequences should
not hinder progress.

Shifted Costs

Assuming the pay-for-performance program will involve a reduction in
base payments (see Chapter 3 on use of existing funds), when Medicare
pays less for a service, providers could try to shift those unreimbursed costs
to the private sector. Cost shifting results when decreased reimbursements
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by one payer leads providers (by force of market power) to demand higher
rates of payment from another payer (Lee et al., 2003). For example, re-
searchers examining data from the late 1980s through the early 1990s found
that lower Medicare payments to hospitals were associated with statisti-
cally significant increases in payment rates to hospitals by private payers
(Zwanziger et al., 2000). As a result, the burden of some costs may eventu-
ally shift directly to the consumer (Gabel et al., 2002; Lee and Tollen, 2002).
For example, increased costs to private payers may lead to increased premi-
ums and copays for the consumer, which in turn could contribute to other
potential adverse consequences already described, such as decreased access.
Thus decreased payments might save costs for Medicare, but lead to an
undue burden for private payers and consumers. However, if the main pri-
vate payers were to follow Medicare’s lead on pay for performance, the
opportunity for such cost shifting would be reduced.

Conclusions

Quality improvement is a continuous and dynamic process; caution in
the design of pay-for-performance programs is necessary to ensure that
successful programs do not foster the development of a new status quo—
one that is better, but incomplete. Overall, any pay-for-performance pro-
gram must be designed as a learning system that will allow for modifica-
tions in response to feedback obtained, including unintended positive
consequences. Additionally, the program must incorporate mechanisms de-
signed to monitor for unintended negative consequences and allow for rapid
correction to prevent any resulting harm. These issues are discussed in more
detail in Chapter 6.

A FIRST STEP TOWARD PAYMENT SYSTEM REFORM

The many pay-for-performance programs now planned or in place have
been supported with considerable resources and enthusiastic commitment
over a remarkably short period of time. Many public policy makers share
the enthusiasm of their colleagues in the private sector, and state and fed-
eral programs are poised to follow the lead of private insurers. Unfortu-
nately, clear goals, the best intentions, and a substantial investment of hu-
man and financial capital do not guarantee success in the implementation
of a pay-for-performance program.

The urgency of the quality problem in the environment of the current
payment system demands that steps be taken now to align payment with
the six quality aims of the Quality Chasm report (IOM, 2001) and improve
health outcomes. The committee recognizes that no perfect payment strat-
egy has yet been identified to advance these goals. However, the economic
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rationale behind and early experience with pay for performance suggests
that it offers an initial and interim pathway to change, although more fun-
damental restructuring of the payment system may be necessary in the fu-
ture. Therefore, the committee makes the following recommendation:

Recommendation 1: The Secretary of the Department of Health
and Human Services (DHHS) should implement pay for perfor-
mance in Medicare using a phased approach as a stimulus to foster
comprehensive and systemwide improvements in the quality of
health care.

The committee concludes that as pay for performance is implemented,
the aim should be to move toward rewarding comprehensive care as soon
as possible, instead of focusing payments and rewards on individual epi-
sodes of care in isolated settings. In this sense, the committee envisions that
as pay for performance evolves, shifts should occur from rewarding process
measures toward rewarding outcome measures, and from rewarding by set-
ting toward rewarding by health condition. Initial pay-for-performance pro-
grams will be limited by the availability of reliable measures and the struc-
ture of the current payment system. Therefore, for example, while the
availability and reliability of measures may necessitate an initial focus on
rewarding process more than outcome measures and rewarding by setting
instead of by condition, the committee foresees this balance shifting over
time. It will be important to use research and evaluation techniques to iden-
tify milestones by which this shift should be encouraged. The details of a
phased implementation are discussed in more detail in Chapter 5.

SUMMARY

This chapter has examined the promise of pay for performance as a
lever in the redesign of the current health care payment system. The cur-
rent system does not reward high-quality care, nor does it provide incen-
tives for providers to improve their performance in care delivery. Medi-
care expenditures have continued to grow rapidly, while improvements in
the overall quality of care have not kept pace. Pay for performance holds
promise as one component of a redesigned approach to create incentives
for improving the quality of care. Many pay-for-performance initiatives
have been undertaken in both the public and private sectors, offering some
initial feedback, but a larger effort is needed to create changes on the scale
necessary to improve the nation’s health care system. Medicare wields
sufficient power to act as a leader in this effort. While pay for perfor-
mance appears to hold much promise, the committee cautions that it alone
cannot reform the health care system. Additionally, a pay-for-performance
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program of this scale must be an evolving learning system that can adapt
to knowledge gained and monitor for unintended negative consequences.
The following chapters describe how pay for performance in Medicare
could be designed. Chapter 3 addresses funding alternatives, Chapter 4
issues surrounding the distribution of those funds, and Chapter 5 specific
details of program implementation.
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3

Alternative Funding Sources

CHAPTER SUMMARY

Several possible funding sources can be tapped to generate the
resources needed for a Medicare pay-for-performance initiative.
This chapter examines the process of choosing initial funding
sources, including the strengths and weaknesses of each source as a
strategy for moving toward a sustainable payment system that
rewards care characterized by high clinical quality, patient-
centeredness, and efficiency. For each option, the committee con-
sidered several important criteria: the adequacy of the source, its
stability or reliability, the extent to which different types of provid-
ers would consider it to be fair, and the impact of the mechanism
on the overall quality of care and health care spending.

While this chapter focuses explicitly on sources of funding, the
analysis of these options is unavoidably intertwined with distribu-
tion and implementation issues (such as whether reward pools are
to be divided by provider setting or aggregated into one large pool).
These issues are noted where appropriate; however, more detailed
discussion of distribution and implementation is presented in Chap-
ters 4 and 5.

The establishment of a funding pool for any pay-for-performance pro-
gram has major policy implications. Because funds must be available before
any reward payments can be made, creation of a funding pool signals the
start of the pay-for-performance program and will send a strong message
that the overall quality of care, in addition to the events of care, is about to
acquire importance in the payment system. Resistance to any pay-for-
performance program is likely to start when the funding sources (the Medi-
care Trust Funds, purchasers, providers) become apparent. Therefore, deci-
sions about the source(s) require careful consideration of several major de-
sign questions. For example, will there be one large reward pool or a
separate pool for each provider setting? What pool size will be needed to
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support rewards of sufficient magnitude to motivate various types of pro-
viders? If there is one large pool, what is to be done with those who, be-
cause of inadequate performance measures, cannot initially qualify for re-
wards? While many of these matters are discussed in Chapters 4 and 5,
which focus on the distribution of funds and implementation issues, respec-
tively, these questions must be considered when basic decisions on the ini-
tial funding source(s) for the rewards are made since all subsequent pro-
gram decisions will hinge on those choices.

BASIC FUNDING MODELS

The resources needed to support a pay-for-performance program can
be obtained from existing funds, from generated savings, or from direct
investment (new money). Existing funds are monies that are already part of
the payment system. This model reduces payments to all or selected types of
providers for redistribution to those exhibiting higher quality in examined
areas. The reward pool that is divided among those providers who reach
specified quality goals may be created by reducing planned fee schedule
increases (referred to as “shaving the update”), by withholding a portion of
the base payment, or by enacting an explicit set of Medicare program cuts.
The generated-savings model creates a reward pool from the money saved
as a result of the adoption of cost-reducing reforms and efficiencies associ-
ated with the effort to improve quality. The direct-investment model adds
new money from either Medicare’s Hospital Insurance trust fund or general
revenues and distributes it as bonuses over and above a scheduled payment.
Variations on each of these funding sources are discussed in more detail
later in this chapter. Although these models represent three distinct ap-
proaches to funding, mixed approaches are also possible.

The decision as to the source of funding is important for several rea-
sons. Most important, there will be concern over whether the program is
budget neutral—that is, whether it will add to government spending. In an
era of high and escalating budget deficits, lawmakers are likely to object to
spending more on a program that is already very costly, with expenditures
growing rapidly. Provider groups, on the other hand, will want new funds
to be used, arguing that payment rates are already too low and that redis-
tributing a portion of these inadequate amounts will leave some with insuf-
ficient resources to do their jobs well and respond to new demands. In
addition, some types of providers who are adversely affected by the funding
mechanism selected will initially not have the opportunity to receive perfor-
mance rewards. For example, performance measures are insufficiently de-
veloped for some specialties and provider types to allow for participation in
a pay-for-performance program. This disconnect will cause understandable
dissension. Overall, defining the mechanism for the creation of an initial
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funding pool for a pay-for-performance program is likely to have very real
and contentious policy implications.

Models in the Private Sector

The pay-for-performance programs that have emerged in the private
sector are frequently characterized as new-money models, whereby provid-
ers are paid a bonus on top of the regular fee schedule. However, some of
these programs anticipate that the use of performance measures and the
bonus structure will generate savings through improved efficiency, as well
as long-term savings due to increased use of preventive services. For ex-
ample, the Bridges to Excellence program invested money up front for bo-
nuses using actuarial models (de Brantes et al., 2003). Box 3-1 describes
how the Bridges to Excellence program predetermined an adequate reward
pool encompassing both new initial funds and generated savings. The pro-
gram expected to devote 50 percent of anticipated savings to the reward
pool, with the other 50 percent being considered a return on investment to
the purchasers.

Other private-sector models include the Integrated Healthcare Associa-
tion program in California, which rewards physician groups on the basis of
clinical performance, patient experience, and use of information technol-
ogy. Anthem Blue Cross and Blue Shield of New Hampshire pays bonuses
to physician groups based on their provision of preventive services, thus
making this a prospective generated-savings model.

Some providers are skeptical of these strategies, asserting that the bo-
nuses are financed by redirecting full payment updates rather than by pro-
viding new money (Bailit Health Purchasing LLC, 2002). Other bonus pro-
grams, including Blue Cross Blue Shield of Massachusetts and Harvard
Pilgrim Health Care, generate revenues from a percentage of an annual
withhold (Rosenthal et al., 2004). According to stakeholder testimony and
a longitudinal study performed by ViPS and Med-Vantage from 2003
through 2005, provider groups favor strategies that generate new and in-
creased income to providers, while purchasers favor budget-neutral ap-
proaches (ACHP, 2004, 2005; AAFP, 2005; ACOG, 2005; ACP, 2005;
AMA, 2005; Baker and Carter, 2005).

Models in the Public Sector

As discussed in Chapter 2, the Centers for Medicare and Medicaid Ser-
vices (CMS) has undertaken several pay-for-performance initiatives for
multiple provider settings. Because the Office of Management and Budget,
in general, insists that demonstrations be budget neutral overall, these ini-
tiatives are funded largely on the basis of anticipated savings attributable to
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improved efficiency. However, most of these initiatives received some new
funds to initiate their implementation.

The Experience of the United Kingdom

As described in Chapter 2, the National Health System in the United
Kingdom initiated a pay-for-performance program for general health in April
2004. The program links a major portion of payment to performance on
clinical indicators, organizational indicators, and patient experience. The Brit-
ish government invested more than $1.8 billion—a more than 20 percent
increase over the previous health budget—in new money for bonuses for gen-
eral practice (Roland, 2004). Previous incentive programs in the United King-

BOX 3-1 Bridges to Excellence: Combination of an
Adequate Reward Pool and Generated Savings

The Bridges to Excellence program was developed by a coalition of
providers, health plans, and employers that worked with General Electric
to apply that organization’s quality improvement methodology, six sigma,
to the health care field (de Brantes et al., 2003). The program’s mission
included rewarding providers for clinical quality performance. In the initial
stages of program development, the coalition identified attributes that
would define the needs of providers, consumers, and purchasers. The
coalition recognized in particular the need to identify what level of fund-
ing would be sufficient to motivate providers to change their behaviors
and accept the program (Personal communication, F. de Brantes and R.
Galvin, General Electric, January 30, 2006). Within a generated-savings
model, actuarial studies were done to quantify generated savings.

Providers participated in focus groups held to determine the levels
and types of incentives that would be necessary to motivate change.
Other studies on incentive programs were also considered (Bailit Health
Purchasing LLC, 2002). Thus the Bridges to Excellence program is an
example of how a funding pool for incentives based on the needs of
providers was predetermined. The program may also be viewed as hav-
ing elements of the direct-investment and generated-savings models in
that theoretically, new money was put into the program to work on quality
improvement in specific areas, and the program expected to reinvest
savings into the reward pool.

SOURCE: Personal communication, F. de Brantes and R. Galvin, General Elec-
tric, January 30, 2006.
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dom had demonstrated positive responses to financial incentives. A “fund
holding experiment” from 1991 to 1998 gave practitioners fixed budgets to
provide secondary care and pharmaceuticals to their patients; this program
ultimately resulted in fewer inpatient procedures and reduced patient waiting
times (Smith and York, 2004). A program in East Kent from 1998 to 2000
established disease management targets and required that practitioners repay
funds if those targets were not met (Smith and York, 2004). These two initia-
tives required new money initially; however, the first created incentives for
efficiency, which generated savings, while the second relied on a reverse with-
hold to encourage quality improvement.

GUIDING PRINCIPLES FOR SELECTION OF A FUNDING SOURCE

Evaluation Criteria

The committee considered four criteria when evaluating the merits of
alternative funding sources for pay for performance in Medicare: adequacy,
stability, fairness, and impact (see Table 3-1).

Adequacy refers to the ability to generate a pool of sufficient size to
support (on an ongoing basis) bonuses that are large enough to create mean-
ingful incentives for improved performance. Stability refers to the predict-
ability of the source. Will it depend on the annual appropriation decisions
of Congress, and therefore be subject to political fluctuations and broader
budgetary concerns? Will the size of the pool vary with fluctuations in the
strength of the economy? Fairness involves the balance between those who
are asked to contribute to the reward pool and those who have an opportu-
nity to receive bonuses. This concern relates directly to providers or settings
whose payments might be reduced to fund a reward pool but for whom
good performance measures do not currently exist, such as specialists, reha-
bilitation facilities, and long-term care hospitals. Finally, impact is related
to how each option might affect the Medicare program and its beneficiaries
positively or negatively. To what extent might the funding mechanism in

TABLE 3-1 Criteria for Evaluating Alternative Funding Sources

Adequacy Stability Fairness Impact

• Size • Predictability of • Winners and losers • Effect on program
• Length of time source • Ability to participate savings

to establish • Sustainability • Effect on quality
• Ability to • Complexity of of care

influence implementation
behavior
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and of itself encourage efficiency or undermine the quality of care provided
to beneficiaries?

Other Considerations

Other factors considered by the committee include the likelihood of
stakeholder acceptance of each alternative, its administrative complexity,
and its budgetary impact. The committee assigned significant weight to this
last dimension, favoring funding approaches that would be budget con-
scious or, preferably, budget neutral. Budget-neutral approaches are those
that do not initially lead to an increase in overall government spending
(exclusive of administrative costs). The committee recognizes that there will
be added expenses at the provider level associated with data collection and
reporting or the implementation of process redesign. The committee agreed
that if a funding alternative could not be budget neutral initially, it should
at least be budget conscious, ensuring that budget concerns are explicitly
recognized and addressed.

Scope

When one is considering how best to fund a pay-for-performance pro-
gram, overarching decisions must be made concerning the scope of the re-
ward pool. Separate pools could be created for each provider setting, or one
aggregate pool could fund rewards for all provider types. The pool could be
national or regional in scope. The program could also start with regional
pools that were specific to provider types and move over time to a single
national pool. However, the creation of regional pools could be too com-
plex from an administrative standpoint and lead to variations in treatment
across regions and types of providers that some would consider inequitable.
Moreover, multiple pools could undermine efforts to encourage care coor-
dination and lead some categories of providers to attempt to avoid partici-
pation altogether.

SHORT-TERM MODELS

In evaluating alternative funding sources for pay for performance, the
committee was cautious, realizing that there is no strong evidence base to
guide its recommendations. Ideally, CMS would mount a series of staged
demonstrations in selected regions of the country, encompassing a well-
structured evaluative component, which would allow for systematic evalu-
ation of the effectiveness of different approaches. However, sensing the ur-
gent need for reform, the number of years such demonstrations would take,
and the opposition the demonstrations might generate in affected regions,
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the committee concluded that it would be best to move forward with both
short- and long-term strategies. For the short term, the committee consid-
ered the three basic models noted above:

• Use of existing funds—pool formed from money already in the health
care system.

• Generated savings—pool based on savings (relative to projected
spending).

• Direct investment—introduction of new money to work on specific
conditions.

Use of Existing Funds

Models based on the use of existing funds create an initial reward pool
from the current funding base. Hence, funding of a pay-for-performance
program is budget neutral from the start. This type of pool could be created
by:

• Using a portion (or all) of scheduled payment updates (known as
“shaving the update”).

• Reducing base payments by a certain percentage.
• Having Congress establish a reward pool of a predetermined size,

spending for which would be offset by enacting a package of specific cuts in
the Medicare program that might or might not affect payment rates.

Prominent physician groups in particular have expressed concern about
approaches that are budget neutral or provide no new money to fund pay
for performance because they are aware that under the sustainable growth
rate (SGR) mechanism, physician fees are already scheduled to decline sig-
nificantly over the next few years, which makes reductions in existing pay-
ment rates especially concerning for this provider group (ACHP, 2004,
2005; AAFP, 2005; ACOG, 2005; ACP, 2005; AMA, 2005). An initial re-
ward pool based on shaving the update might be generated from a tax or
assessment that reduced the size of the annual update of Medicare payment
to providers by one or two percentage points. Alternatively, base payment
rates could be reduced by a percentage point or two. The total pool would
be paid out annually.

Adequacy

If the updates were shaved or the base payment rate reduced only in the
first year, the size of the reward pool would amount to only 1 or 2 percent-
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age points of payments year after year. Substantial uncertainty exists as to
whether a pool created by a one-time shaving of the update or a single
reduction in the base payment of such a small magnitude would be suffi-
cient to motivate the desired behavioral changes among all types of provid-
ers. While institutional providers, such as hospitals, might be motivated by
relatively small bonuses, it is doubtful that rewards of one or two percent-
age points of base payments would be sufficient to motivate physicians to
adopt the infrastructure supports, such as data registries, needed to track
and monitor patients with chronic conditions so as to ensure that evidence-
based care is being delivered.

Initial experience in the private sector suggests that reward thresholds
are within the range of 5–15 percent of earnings for physicians and 1–2
percent of gross revenues for hospitals (Personal communication, F. de
Brantes and R. Galvin, General Electric, January 30, 2006) (Baker and
Carter, 2005; Nussbaum, 2005). Box 3-1, presented earlier, describes how
Bridges to Excellence determined an adequate funding pool.

To provide a rough estimate of what this would mean in the Medicare
setting, the committee consulted with MedPAC to perform data runs on the
total payments that are associated with the three conditions for which a
majority of Medicare payments are made—chronic heart failure, coronary
artery disease, and diabetes (see Appendix D). To determine the average
reward per unique physician identification number (UPIN), the committee
made the following assumptions: (1) one-quarter of physicians would not
be eligible based on the lack of available adequate measures, (2) only half of
physicians would achieve the level of performance required to receive re-
wards, and (3) 2 percent would be taken from base payments. This results
in a denominator of 75,000 physicians receiving rewards. To calculate the
numerator, the committee took 2 percent of the total physician fee schedule
payments made by Medicare for services associated with treatment of the
above-named conditions, or about $6.61 million. Dividing numerator by
denominator results in rewards approximating $88 per physician per year
(see Table 3-2). While there are other important variables to consider, and
this example only uses three conditions, the committee used this calculation
to demonstrate that either adding new money or putting a larger propor-
tion of the base payment at risk may be necessary to motivate providers
adequately.

The updates or base payments could be reduced by an additional 1 or 2
percentage points in each of the first few years. If this were repeated for
each of the first 5 years, the pool available for bonuses would grow gradu-
ally, reaching between 5 and 10 percent of baseline base payments by year
5. This pool would support bonuses of 10 to 20 percent of base payments
for the top-performing half of physicians.
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Stability

This option is a budget-neutral strategy that requires no new money
and is fiscally prudent in an environment of scarce resources. It could be
implemented immediately. The variant of this option that involves shaving
the updates is more complex and uncertain than the variant that relies on
reducing base payments because not all provider types receive an automatic
update, and Congress often reduces the updates called for under law for
budgetary or other reasons. In fact, the SGR currently calls for the physi-
cians’ fee schedule to undergo negative updates of more than 4 percent
annually from 2007 to 2011 (MedPAC, 2006). Approaches based on the
use of existing funds are less complex than those based on generated sav-
ings because they do not depend on uncertain actuarial estimates of savings
generated by policy changes.

Fairness

A major disadvantage of the existing-funds model initially is the likeli-
hood that some providers who would have their payments reduced to gen-
erate the reward pool would be unable to compete for bonuses. For ex-
ample, an across-the-board reduction in the update or the base payments
for physicians would affect all physicians, whereas certain specialists or
others for whom accurate and reliable performance measures do not yet
exist would be precluded from participating initially in a pay-for-perfor-
mance program. This problem would be compounded among physicians
who might face unrecoverable cuts in payment while concurrently facing a
negative update. Many would regard this to be unfair, even if it would be a

TABLE 3-2 Example of Rewards per Eligible UPIN
Based on Percentage of Total Payments

Rewards in Dollars per Eligible UPIN
Percentage of Payment (based on total fee schedule payments)

1 44.08
2 88.17

10 440.85
15 661.20

NOTE: Total physician fee schedule payments = $330,627,588.35;
UPINs in above examples = 75,000. Numbers are based on services
associated with treatment of chronic heart failure, coronary artery
disease, and diabetes.
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transitional situation. On the other hand, this inequity could create incen-
tives for providers lacking measures to develop them more quickly to be-
come eligible for rewards. If the reward pool were generated from an ex-
plicit set of Medicare cuts that did not include reductions in payment rates
or updates, however, the program might be more palatable to providers.

Impact

The existing-funds model could have several undesirable impacts. First,
cutting payment rates could leave some providers who already had negative
Medicare margins with insufficient resources to maintain their current qual-
ity of care. Second, some might feel that Medicare rates had become insuf-
ficient and thus be less willing to see Medicare beneficiaries, creating access
problems. Finally, in an effort to maintain revenues in the face of lower
payment rates, providers might increase their rate of services, leading to
more low-value or unnecessary care.

Generated Savings

Another budget-neutral approach is to build the reward pool solely
from savings generated by efficiencies providers adopt in attempting to im-
prove the overall quality of the care they deliver. Under this model, if spend-
ing grows at a slower pace than was projected, the difference between pro-
jected and actual spending is made available for performance-based awards.
This approach depends on reliable projections of baseline Medicare spend-
ing; in the past, such projections have been difficult to make. CMS’s Physi-
cian Group Practice Demonstration is an example of the generated-savings
model. It provides a framework for how such a model can be used for
subsets of providers (see Box 3-2). Rather than comparing actual spending
with a projection, the demonstration compares actual spending on the ben-
eficiaries served by participating providers with that on beneficiaries who
receive care from similar providers not participating in the demonstration.
However, this method of overcoming the difficulties involved in developing
accurate projections would not be available if all providers were included in
the program.

Adequacy

Whether the generated-savings model can produce adequate resources
for a reward pool is largely unknown. A conundrum could develop: rewards
of a certain size might be required to motivate the implementation of mean-
ingful efficiency initiatives, but until significant efficiencies had been realized,
the reward pool might be inadequate to support significant bonuses.
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Stability

This model could prove fairly unstable in that the difference between
projected and actual spending could vary significantly from year to year. It
is difficult to predict year-to-year spending increases with any degree of
accuracy because so many factors affect spending, often in ways that are
not fully understood.

Fairness

Providers would probably consider this approach more equitable than
the existing-funds model. They would reap the benefits of their actions di-
rectly, in that the savings generated by their efforts to improve would be
distributed back to them. However, the generation of savings might depend
critically on the cooperation of multiple providers across settings within a
community, which might be difficult to achieve. Initially at least, this could
be problematic if the savings generated by all provider settings were con-
solidated into one reward pool, and adequate performance measures that
could be used to allocate rewards were lacking for some types of providers.
Accrued savings could be attributed and awarded to individual providers,
but this would be an extremely complex undertaking fraught with difficul-

BOX 3-2 The Physician Group Practice Demonstration:
Example of a Generated-Savings Reward Pool

The Physician Group Practice Demonstration is Medicare’s first pay-
for-performance program for physicians. The program was mandated by
the Medicare, Medicaid, and State Children’s Health Insurance Program
Benefits Improvement and Protection Act of 2000 and became opera-
tional in April 2005. Under this project, ten large group practices (consist-
ing of at least 200 physicians each) are encouraged to improve both
clinical quality and efficiency in health care services for Medicare fee-for-
service beneficiaries. The 3-year program is aimed at improving coordi-
nation of Part A and Part B services, investing in structural and process
efficiencies, and rewarding improved outcomes (CMS, 2005). Physicians
will continue to be paid on a fee-for-service basis; they may earn addi-
tional rewards based on their results, but only if they achieve savings as
compared with a projected annual target. By law, the demonstration is
budget neutral. Accordingly, the performance rewards are derived from
the savings.

SOURCE: CMS, 2005.
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ties, including those associated with the calculation of savings and attribu-
tion of care to a single provider. Under this model, multiple smaller reward
pools might be considered fairer for properly attributing savings.

Variations across regions in levels of spending and the pace of spending
growth also relate to perceptions of fairness. Providers in regions with rela-
tively low spending levels might argue that they had already achieved a
desirable level of efficiency and had little scope for reducing their rate of
spending growth. If the reward pool were generated largely from high-
spending regions but the bonuses were concentrated in more efficient re-
gions, many of which deliver relatively high-quality care (Fisher et al., 2003),
provider dissatisfaction could emerge in the former areas.

Impact

The generated-savings model places great emphasis on efficiencies and
program savings. This emphasis could have a negative impact on clinical
quality. It is therefore important that the bonus or reward system under
such a model emphasize clinical quality and patient-centeredness. This could
be accomplished through the reward distribution design by establishing
thresholds for these two domains that would have to be exceeded before a
provider received a reward for either the level of or improvement in effi-
ciency (see Chapter 4). To the extent that efficiencies can best be achieved
by providers working together, this approach could indirectly encourage
providers to collaborate to generate these savings and individual physicians
to form larger group practices through formal or informal affiliations. This
approach would also allow communities to self-organize at the market level
to work toward a common objective. While this approach may appear plau-
sible in any care setting, however, in reality such a model has been imple-
mented only at the hospital level (see Box 3-3). Sparse empirical evidence
exists to support the transfer of this approach to a larger-scale effort.

Direct Investment

The options discussed thus far are initially budget neutral, involving no
new money up front. The direct-investment model differs in this regard.

The Institute of Medicine’s (IOM’s) Crossing the Quality Chasm report
recommended that a discrete number of common, high-burden chronic con-
ditions serve as leverage points for achieving rapid and widespread improve-
ments in the six quality aims of health care (IOM, 2001). A subsequent
IOM report, Priority Areas for National Action: Transforming Health Care
Quality, recommended 20 priority conditions or areas in which to proceed
(IOM, 2003). Continuing with this path, the committee considered whether
initial pay-for-performance strategies should be directed at these priority
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areas. The assumption behind doing so would be that investments in up-
stream preventive services, such as cancer screenings, and high quality for
individuals in the initial stages of a chronic condition could generate signifi-
cant downstream savings that could fund future pay-for-performance ini-
tiatives for other health conditions. The goal would be to target high-value
interventions and to reward providers for delivering evidence-based services.

Adequacy

An investment of any size in a pay-for-performance reward pool would
constitute adding new money to the health finance system. The size of the
investment, however, could vary and would have to be sufficient to stimu-
late the desired level of activity. Providers could be given funds up front to
work on specific conditions, such as the priority areas noted above, with
the payments not being linked to performance, so as to initiate the program
and encourage providers to focus on these areas. Subsequent payments could
be tied to the achievement of specific treatment goals for that limited num-
ber of conditions. (See Box 3-4 for an example of direct investment for
specific clinical conditions.)

BOX 3-3 Excellus Blue Cross Blue Shield: Combination of
Generated Savings and Withholds for Reward Pools

In an example of funding based partially on cost savings, Excellus
Blue Cross Blue Shield of Rochester, New York, partnered with 900 phy-
sicians of the Rochester Individual Practice Association to reward pro-
viders who met standards of clinical quality, cost savings, and patient
experience of care. Excellus looked at the years 2001 and 2002 as a
base. It then invested $1.1 million into the program each year, with a
positive return on investment of 2–3 dollars for every dollar invested. The
program also created a bonus pool of up to $15 million based on a com-
bination of withholds and shared savings. Thus this program shows ele-
ments of all three short-term models discussed in this chapter, although
in this example, it is used specifically to illustrate how cost savings can
be employed in the funding of a reward pool. With this combination of
withholds and shared savings, 8 percent of physicians’ reimbursement
was at risk, but they could receive a return of 50–150 percent depending
on their performance.

SOURCE: AIS, 2004.
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Stability

In and of itself, the pool under a direct-investment model is initially
stable in that it represents a set amount of funds calibrated to meet the
needs of the program. The pool size could expand if savings were reinvested
into the program, much as in the generated-savings model. Caution is in
order, however, because the current evidence base provides few examples
of large positive returns on investments of this sort. There has been some
experience with this general model in the private sector that offers insight
into the process of implementation, operation, and lessons learned. How-
ever, a significant challenge remains because this strategy requires new
money from the outset, which would be difficult to obtain in the current
fiscal climate. Realistically, if this model were to be financially sustainable
in the long run, it would require that both clinical effectiveness (i.e., meet-
ing clinical quality targets) and efficiency be achieved.

BOX 3-4 HealthPartners: Use of Comprehensive Quality
Standards in Direct-Investment Models

HealthPartners is a consortium of nonprofit, consumer-run health
care organizations in Minnesota, including a health plan that covers
nearly one-fourth of the residents of the Minneapolis–St. Paul metropoli-
tan area. In 1997, HealthPartners began rewarding primary care physi-
cians for achieving specific clinical quality performance goals through its
Outcomes Recognition Program. In contrast to some programs,
HealthPartners did not attempt to create a budget-neutral approach—
any provider achieving goals on health outcomes received awards. Most
of the outcome goals depended on an “all-or-none” approach. That is, for
a physician to receive a reward for one condition, the individual patient
had to meet standards for multiple outcomes. For example, “Optimal Dia-
betes Care” required that at least 30 percent of a group’s HealthPartners
adult (aged 18–75) patients with diabetes have all cardiovascular risk
factors optimally managed. To meet this comprehensive standard, pa-
tients had to have blood sugar (HbA1c) levels less than or equal to 8
percent, LDL cholesterol less than 130 mg/dl, and blood pressure under
130/85 mmHg. Moreover, patients had to be nonsmokers, and those
older than age 40 had to be taking aspirin daily. In 2004, 3 of the 26
eligible primary group practices were able to achieve this standard for
diabetes care.

SOURCE: Apland and Amundson, 2005.
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Fairness

This option is characterized by a high degree of fairness because
while not all providers would be eligible for initial rewards, the funds
used to support the program would not come from any one provider
group.

Impact

The impact of this model is unclear. If successful, it would directly
affect the clinical quality of care delivered to beneficiaries for the targeted
priority conditions because specific care processes for these conditions
would attract more attention. Use of this model is supported by the fact
that Medicare payments are highly concentrated on a few conditions. For
example, 70 percent of Medicare inpatient spending is made for beneficia-
ries who have, either singly or in combination, three chronic conditions—
chronic heart failure, coronary artery disease, and diabetes (MedPAC, 2005)
(see the discussion of rewarding by condition in Chapter 4). By focusing on
a few high-cost conditions, providers could have a significant impact on
both savings and clinical quality.

However, one serious concern with this approach is the possibility that
certain providers might choose to avoid patients with these conditions so
they would not be compelled to participate in a pay-for-performance pro-
gram. Of course, if the rewards were substantial, providers might be at-
tracted to the program, thereby improving access for those with these
chronic conditions. A direct-investment model in which savings went into a
common reward pool that was allocated only in cases in which the patient
received all necessary care from all providers could promote shared ac-
countability for and coordination of patient care since each provider’s bo-
nus would be tied to the performance of all. However, there are few estab-
lished models for distributing rewards in this manner across multiple
providers. Reward pools might be diluted if the money were allocated across
a large number of providers. (Distribution issues are discussed in greater
detail in Chapter 4.)

Evaluation of Short-Term Alternatives

As described above, the committee examined a number of alternatives
for funding an initial pay-for-performance program in Medicare, weighing
the strengths and weaknesses of each. A good deal of uncertainty surrounds
all of these alternatives. Moreover, the committee recognizes that these
models have often been used in combination, and that new strategies may
emerge as experience enriches the knowledge base. The committee evalu-
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ated each with respect to the four overarching criteria it deemed important
to the choice of a funding source: adequacy, stability, fairness, and impact.
A summary of the alternatives and their characteristics according to these
four criteria appears in Table 3-3.

In light of this comparison, the committee makes the following
recommendation:

Recommendation 2: Congress should derive initial funding (over
the next 3–5 years) for a pay-for-performance program in Medi-
care largely from existing funds.

• Congress should create provider-specific pools from a reduction
in the base Medicare payments for each class of providers (hos-
pitals, skilled nursing facilities, Medicare Advantage plans, di-
alysis facilities, home health agencies, and physicians).

• Congress should ensure that these pools are large enough to cre-
ate adequate motivation for improved performance on selected
measures. Because of unique challenges of physician payment
relating to the sustainable growth rate (SGR), investment dollars
may be necessary to create adequate resources to effect change.

• Initial funding should be budget conscious in taking into ac-
count the resources needed for both funding the pools and imple-
menting the program.

The committee recognizes that generation of a reward pool with ex-
isting funds is useful for an initial pay-for-performance program, but
should be only be a short-term solution while alternative funding sources
are explored. The feasibility of other funding approaches and the savings
realized from efficiency improvement should be evaluated over the next
3–5 years.

The committee concluded that the generated-savings model on its own
is currently limited by difficulties with prediction and is not sustainable, but
has great potential. As a result, the committee proposes that efforts to test
and demonstrate ways of making this source of funds work be mounted
and aggressively pursued. Based upon the findings from those efforts, funds
generated by increased efficiency should be used as a supplemental source
in the creation of subsequent funding pools. The committee also concluded
that the direct-investment model is inadequate on its own because of diffi-
culties in finding sufficient new money for initial investment, as well as
related concerns regarding the attribution of care. However, the committee
did recognize that some new funds may be needed in addition to existing
sources to initiate the program up front.
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In considering geographic levels for funding pools, the committee con-
cluded that initial reward pools should be established by provider setting at
the national level because of concerns about complexity and attribution at
the regional level, as well as the fairness of creating an aggregate pool for all
provider settings. While the committee acknowledges that pools created at
the provider setting level would do little to foster increased care coordina-
tion, it also recognizes that the current payment system does even less in
this regard. Furthermore, the creation of a single aggregate pool would
likely not be acceptable to major stakeholders because of perceptions of
unfairness, the inability to attribute care accurately, and the need for the
development of more sophisticated measures that would specifically ad-
dress care coordination.

The existing-funds model is consistent with the goal of linking larger
proportions of payment to performance. Again, while recommended as an
initial approach to funding, the committee recognizes that this model repre-
sents a short-term solution and that other strategies will have to be tested
and considered as new challenges arise in Medicare pay-for-performance
programs.

LONG-TERM FUNDING

The prior discussion of alternative models for funding pay-for-perfor-
mance programs constitutes a plan for incremental reforms. The committee
has presented these alternatives and made its final recommendation while
fully acknowledging the strengths and weaknesses of each model. The com-
mittee also recognizes that each of these alternatives may be a transitional
step while long-term funding options are explored. In essence, these short-
term strategies should be viewed as initial building blocks that could help
move Medicare toward future funding alternatives and payment policies
that would represent more robust approaches for aligning payment incen-
tives with higher-quality care.

In considering the scope of the reward pools, the committee has recom-
mended separate pools for each major provider setting. In the long term,
however, the committee believes that as measurement becomes more so-
phisticated and it becomes possible to evaluate performance for episodes of
care and for all care given to those with significant chronic conditions, it
will make sense to consolidate the multiple reward pools into a single na-
tional pool. However, the committee recognizes the need to reconcile this
approach with the fact that provider payments in Medicare (such as from
Part A and Part B) are currently unlinked.
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Recommendation 3: Congress should give the Secretary of DHHS
the authority to aggregate the pools for different care settings into
one consolidated pool from which all providers would be rewarded
when the development of new performance measures allows for
shared accountability and more coordinated care across provider
settings.

CONCLUSION

Pay for performance represents a major shift from the status quo, one
that is likely to be met with marked resistance. The committee has recom-
mended that the initial pool for pay for performance come from a reduction
in base Medicare payments, with the current update mechanism being re-
tained. CMS should also experiment with the generated-savings model as
soon as possible. In certain areas, investments of new funds may be un-
avoidable. The committee has also recommended the initial creation of
multiple reward pools by care setting that, in the long term, would be ag-
gregated into one large pool from which all providers could earn rewards.

The issues examined in this chapter related to the funding of a pay-for-
performance program in Medicare set the stage for discussion of many of
the policy implications of subsequent decisions about the implementation
of such a program. While some of these considerations have been touched
upon in this chapter, separate discussion of the distribution of these funds is
presented next in Chapter 4, and overarching concerns regarding the imple-
mentation of the program are addressed in Chapter 5.
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4

Distribution of Rewards

CHAPTER SUMMARY

The preceding chapter discussed the advantages and disadvan-
tages of several approaches to funding pay for performance within
the Medicare program and offered rationales for both short- and
long-term strategies. This chapter focuses on how rewards could be
distributed to providers. Also discussed are general guidelines for
designing an incentive-based system, such as what aspects of care
to reward, what measures to reward, and how large payments must
be to have the desired effect. Issues dealing with the implementa-
tion of such a system are assessed in Chapter 5.

As summarized in Chapter 2, the current fee-for-service payment sys-
tem has both strengths and weaknesses. Among its weaknesses is that it
provides incentives for overuse of services and fails to impose systematic
penalties for misuse or underuse of medical care. Embedded in the system,
moreover, are incentives to use certain procedures over other, less costly
ones that may be equally or more effective. Together these weaknesses cre-
ate an environment in which the provision of higher-quality care at lower
cost is not the standard.

The health care delivery system has evolved over time with better un-
derstanding of diseases and the human body and the development of new
technologies and procedures. Provision of medical care is significantly dif-
ferent from what it was 40 years ago when Medicare began; yet the fee-for-
service payment system has changed little, except for the replacement of
cost-based prospective payments. Attempts to modify the payment system—
such as efforts to encourage coordinated or managed care—have been met
with limited success. Pay for performance is a critical tool that can, if imple-
mented carefully, begin to address the undesirable consequences of the fee-
for-service system.

This chapter addresses options for distributing rewards to high-
performing providers. First it addresses the question of just what should be
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rewarded under a pay-for-performance program. Next it examines various
design elements, such as how to measure performance and what basis to use
for the distribution of rewards. The chapter then looks at how to oper-
ationalize these design elements, describing various models for assigning
and distributing rewards to providers. There are many nuances involved in
the design of any pay-for-performance program. The discussion in this chap-
ter is intended to illustrate the challenges designers will face.

WHAT TO REWARD

Identifying Domains of Care

Pay for performance should provide incentives for delivering higher-
quality care to achieve all six aims for health care identified in the Institute
of Medicine’s (IOM’s) Quality Chasm report: safety, effectiveness, patient-
centeredness, timeliness, efficiency, and equity (IOM, 2001). Many physi-
cians and health care organizations are skeptical that reliable and valid
performance measures can be developed for complex clinical processes.
They are equally doubtful that payment incentives can be put in place that
will reward performance in ways that affect what truly matters: improving
the health of patients. Another major challenge facing designers of pay-for-
performance programs is guarding against the possibility that efforts to
improve one domain of care may adversely affect other domains. For ex-
ample, many purchasers are concerned that performance measures empha-
sizing enhanced clinical quality will lead to an unrestrained growth in costs
and a minimal effort to reduce current waste and inefficiencies.

Any pay-for-performance program must address these concerns by clari-
fying the goals and objectives of new payment mechanisms. In considering
how to do so, the committee drew on the vision set forth in the Quality
Chasm report, in particular the six aims cited above. Current performance
measurement approaches are focused heavily on clinical effectiveness. While
this domain is crucial to improving the overall quality of health care, an
overemphasis on clinical effectiveness risks defining good care too narrowly
by failing to consider the perspectives of patients, their families, and society
as a whole, as well as limitations in resource availability. Pay for perfor-
mance should be based on performance measures that are aligned with long-
term goals for improving all aspects of quality that foster improved patient
outcomes within an environment of limited resources. In its consideration
of initial measures that would ensure high quality and improve the value of
health care investments, the committee found it convenient to consolidate
the six aims of the Quality Chasm report into three broader domains that
should serve as the foundation for new payment incentives: clinical quality,
patient-centered care, and efficiency.
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Recommendation 4: In designing a pay-for-performance program,
the Secretary of DHHS should initially reward health care that is of
high clinical quality, patient-centered, and efficient.

The committee believes efforts to improve quality should focus initially
on these three broad domains, eventually disaggregating the focus to ensure
that all six quality aims are adequately addressed. This consolidation into
three domains should not be viewed as diminishing the value of the six
aims. Rather, this initial approach is intended to streamline the complex
task of implementing pay for performance while at the same time ensuring
that performance is considered comprehensively.

Domain-Based Rewards

There are numerous ways a reward pool could be divided among the
three domains of clinical quality, patient-centeredness, and efficiency. The
following discussion illustrates simplified versions of the options the com-
mittee considered.

Option 1: Even Distribution

The total dollars in the reward pool could be split evenly across the
domains. For instance, if $3 billion were available to distribute, $1 billion
could be allocated for achievements in each domain.

       

$1 B
Clinical
Quality

$1 B
Patient-

Centered

$1 B
Efficiency

Even distribution would signal that policy makers regarded improved
performance in all three domains to be equally important. However, this
option may not be advisable if robust and sufficient measures are unavail-
able for all domains.

Option 2: Uneven Distribution

A second option would be to distribute the rewards unevenly, empha-
sizing some domains over others. For example, $1.5 billion could be desig-
nated to reward clinical quality, $1 billion patient-centeredness, and $0.5
billion efficiency.
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This approach would be appropriate if policy makers deemed improve-
ment in certain domains more important than that in others. This option
might also be advisable if the validity and comprehensiveness of measures
across domains differed or if larger incentives were found to be necessary to
motivate equal improvement in all three domains.

Conclusion

Little objective evidence exists to inform a judgment about the appro-
priate distribution of rewards across the three domains. Nor is there a clear
consensus on the relative priorities for improvement in each domain to guide
the allocation decision. Practical considerations—namely, that there are few
well-developed measures available for patient-centeredness and efficiency
(see the discussion below)—led the committee to conclude that, initially at
least, most of the reward pool should be allocated to incentives for im-
proved clinical quality, where applicable. Improvements in each domain
would ideally be made with consideration of the others, with the goal of
improving all three. The Secretary of the Department of Health and Human
Services (DHHS) should decide exactly how much is to be allocated to each
domain. The distribution of payment across the domains should be ad-
justed as the program develops. As measures and pubic reporting initiatives
supporting a pay-for-performance program evolve, policies, and therefore
reimbursement levels, will also need to be adjusted.

Improvement and Excellence

Pay-for-performance programs have generally been structured to re-
ward one or both of two possible dimensions: improvement and excellence.

Improvement

Under a system that rewarded improvement, providers would be eli-
gible for a reward if their performance improved significantly. Improve-
ment is measured in many ways; one approach that is employed currently

$0.5 B
Efficiency

$1.5 B
Clinical
Quality

$1 B
Patient-

Centered
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by the Centers for Medicare and Medicaid Services (CMS) is the percentage
reduction in the failure rate, defined as the difference between perfect and
actual performance.1 Under this method, even very high-performing pro-
viders would have the ability to earn rewards because the higher a provider’s
initial performance was, the smaller the absolute increase in performance
would have to be to achieve any particular decrease in the failure rate. For
example, if the baseline performance measure for hospital A were 80 per-
cent, its failure rate would be 20 percent. If 1 year later hospital A’s perfor-
mance had improved by 4 percent to 84 percent, the reduction in its failure
rate would be 20 percent. Hospital B, with an initial performance score of
40 percent (and a failure rate of 60 percent) would have to improve its
performance by 12 percent to 52 percent to achieve a 20 percent reduction
in its failure rate. However, the reduction in failure rate is not a perfect
measure. It might take more resources and be more difficult for hospital A
to improve performance than for hospital B. And even if possible, 100 per-
cent may not be desirable.

Excellence

A system designed to reward excellence would reward only those pro-
viders who attained or exceeded a specified threshold of performance. In
other words, only those that truly were among the best performers would
be rewarded for delivering high-quality care. The threshold could be an
aggregate or average of several measures. There could also be several thresh-
olds, all or some of which would have to be met to receive any award.

Analysis and Conclusion

Providing rewards for improvement has the advantage of offering in-
centives to all providers to improve their performance. A criticism of an
approach that rewards only improvement, however, is that some providers
with truly excellent performance would receive no rewards, while others
who even after significant improvement were performing at a mediocre level
would benefit. This situation might persist only for a few years if the re-
quired levels of improvement were significant (e.g., an annual 15 percent
reduction in the failure rate) because after several years of such sizable im-
provements, initially poor performers would by default become high per-
formers. Another concern with rewarding only improvement is gaming. For
example, it would be necessary to guard against a situation in which a
mediocre performer earned a reward for improving significantly in year 1,

1Reduction in failure rate is the change in performance from baseline to follow-up, divided
by the difference between baseline and perfect (100 percent) performance.
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then let performance slide in year 2, and again obtained a reward in year 3
for significant improvement (much of which had been rewarded in the first
year). To prevent this, the reduction in the failure rate could be measured
from the provider’s previous highest level of performance.

If the system rewarded only excellence, providers that were well below
the threshold for excellence might conclude that, because they had little
chance of reaching the threshold, investments to improve specific areas of
quality would not be worth the effort or cost. Another concern with re-
warding only excellence is that rewards, at least initially, might be concen-
trated geographically, which could undercut support for a pay-for-perfor-
mance initiative. On the other hand, a strength of a system that rewarded
excellence would be that it would send a clear signal as to what the nation
expects from a high-performing health care system.

Recognizing the advantages and limitations of each approach, the com-
mittee concluded that a combined approach should be taken:

Recommendation 5: The Secretary of DHHS should design a pay-
for-performance program that initially rewards both providers who
improve performance significantly and those who achieve high
performance.

Under such a combined approach, providers at all levels would be most
likely to find at least one of the two goals within reach. The committee
expects that the distribution of the aggregate reward pool between encour-
aging improvement and rewarding excellence will shift over time. As pro-
viders make significant improvements in their performance, the fraction of
the pool devoted to rewarding excellence should grow. This shift may occur
rather slowly because as the vast majority of providers reach and sustain
good performance according to certain measures, new measures focusing
on different aspects of quality should be introduced into the system. This
shift should be monitored and distribution adjusted in evaluations of any
pay-for-performance program (see Chapter 6).

WHAT MEASURES SHOULD BE USED FOR
REWARD-BASED PAYMENTS

Identifying Measure Sets for Assessing Performance

How payments are distributed within each of the three domains de-
pends in part on the measures employed. Certain disease conditions or care
settings may be preferable starting points because of the availability of reli-
able measures and the expectation that significant improvements in perfor-
mance can be achieved.
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If rewards are to be based on provider performance, the system must
be capable of reliably defining and transparently identifying good care.
However, the IOM report Performance Measurement: Accelerating Im-
provement (IOM, 2006) identified gaps in currently available measures.
First, measures for some of the six quality aims set forth in the Quality
Chasm report (IOM, 2001) are lacking; current measures focus largely on
effectiveness. Second, currently available measures do not adequately re-
flect health care across the life span; for example, few measures adequately
characterize care at the end of life, as compared with the many measures
for living with chronic disease. A third limitation is that measures—which
are usually categorized into indicators of structure, process, or outcomes—
are heavily process-based (Bradley et al., 2006). Structural measures evalu-
ate the physical structures associated with care delivery, process measures
assess how care is actually delivered, and outcome measures consider the
health of a patient as a result of care received. To better characterize health
care delivery, more measures that can capture relationships among struc-
ture, process, and outcomes need to be developed (IOM, 2006). Because
only a small portion of care delivery is currently being measured, pay for
performance necessarily will be limited initially to rewarding specific sub-
sets of care.

Available measures for each of the three domains are far from being
adequate to support a comprehensive pay-for-performance program. Clini-
cal quality measures are currently further along than those for patient-
centeredness, while efficiency measures are still largely under development.
Existing measure sets are organized largely by care setting. Building on the
starter set of measures presented in the Performance Measurement report,
the committee believes the measures presented in Table 4-1 should be used
in the short term for a pay-for-performance program with the exception of
the Minimum Data Set, which should not be used in pay for performance to
provide incentives for skilled nursing facilities (see Chapter 5). As discussed
in the Performance Measurement report, the following criteria were consid-
ered in choosing the starter set:

• Scientific soundness
• Feasibility
• Importance
• Alignment
• Comprehensiveness

Given that current measures were developed by care setting, rewards will
initially have to be distributed by setting until more measures across sites of
care and across time are developed. These measures were current as of Au-
gust 2005 and should be considered the minimum for reporting. Upon
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TABLE 4-1 Recommended Starter Set of Performance Measures

Ambulatory Care Ambulatory care Quality Alliance (26)
Prevention measuresa (7), coronary artery diseasea (3), heart
failurea (2), diabetesa (6), asthmaa (2), depressiona (2), prenatal
carea (2), quality measures addressing overuse or misuse (2)

Ambulatory Care Survey
CAHPSb Clinician and Group Survey: getting care quickly,
getting needed care, how well providers communicate, health
promotion and education, shared decision making, knowledge of
medical history, how well office staff communicate

Acute Care Hospital Quality Alliance (22)
Acute coronary syndromea (7), heart failurea (3), pneumoniaa (6),
smoking cessationa (3), surgical infection preventiona (from the
Surgical Care Improvement Project) (3)

Structural measures (computerized provider order entry, intensive
care unit intensivists, evidence-based hospital referrals)

Hospital CAHPS
Patient communication with physicians, patient communication
with nurses, responsiveness of hospital staff, cleanliness/noise
level of physical environment, pain control, communications
about medicines, discharge information

Health Plans and Health Plan Employer Data and Information Set (HEDIS) (61)
Accountable Health Integrated delivery systems (health maintenance organizations):
Organizations effectiveness (26), access/availability of care (8), satisfaction

with the experience of care (4), health plan stability (2), use of
service (15), cost of care, informed health care choices, health
plan descriptive information (6)
Preferred provider organizations within Medicare Advantage:
selected administrative data and hybrid measures

Ambulatory Care Survey
CAHPS Health Plan Survey: getting care quickly, getting needed
care, how well providers communicate, health plan paperwork,
health plan customer service

Long-Term Care Minimum Data Set (15)
Long-term care (12), short-stay care (3)

Outcome and Assessment Information Set (11)
Ambulation/locomotion (1), transferring (1), toileting (1), pain
(1), bathing (2), management of oral medications (1), acute care
hospitalization (1), emergent care (1), confusion (1)

End-Stage Renal National Healthcare Quality Report (5)
Disease Transplant registry and results (2), dialysis effectiveness (2),

mortality (1)
Longitudinal measures 1-year mortality, resource use, and functional status (SF-12) after
of outcomes and acute myocardial infarction
efficiency

aThe committee recommends the aggregation of individual measures to patient-level com-
posites for these areas.
bCAHPS = Consumer Assessment of Healthcare Providers and Systems.
SOURCE: IOM, 2006.
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implementation of a pay-for-performance program, these measures should
be updated to reflect the most up-to-date research.

Data Limitations

Data are collected using a variety of methods, primary among these
being administrative claims and medical chart review. Retrievable electronic
data are most frequently collected as administrative claims (commonly re-
ferred to as claims data or admin data), which are electronic medical bills
submitted by providers to payers. Data derived from these electronic data
include demographic information (e.g., patient age and gender), type of
insurance coverage, and information regarding services received (e.g., cost,
type, and place of service; lengths of stay; procedures performed; labora-
tory results; medications prescribed). In other cases, providers must ab-
stract clinical data from individual medical charts (referred to as chart data)
that currently are not retrievable electronically. Chart data include infor-
mation such as results of diagnostic tests and procedures, medications, and
therapeutic procedures.

There are many trade-offs involved in collecting data from the different
sources, such as that between the burden of data collection and the value of
the data collected. Collection of admin data requires only sorting of elec-
tronic data; thus this method is relatively quick and inexpensive. By con-
trast, collection of chart data requires that a nurse, physician, or some other
certified person with medical knowledge go through each medical chart to
abstract the data. This is not only time-consuming, but also costly. With
regard to the importance of the data collected, admin data frequently do
not adequately capture specific clinical information (e.g., whether choles-
terol levels were controlled to less than 100 mg/dL) in the absence of elec-
tronic laboratory data. The latter can be found in some health plans and
medical groups, but must otherwise be obtained through chart review. Judg-
ments about the relative merits of admin versus chart data also need to take
into account the frequency of collection and the accuracy and reliability of
the data. Both modes of data collection are used; however, both are limited
in the amount of information yielded, as well as the resources required to
collect the data.

As pay-for-performance rewards can be based only on data that are
collected, the data collection must be timely and capture the intermediate
and ultimate outcomes of care while not imposing an undue burden on
providers. Data systems are increasingly being designed with the capacity to
collect more “meaningful” data electronically; this capability will be greatly
accelerated by the adoption of health information technologies (see Chap-
ter 5). The committee carefully weighed these considerations when assess-
ing the types of measures on which to base pay for performance, but be-
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lieves that obtaining meaningful data should not be precluded by the bur-
den of data collection. This issue should be reevaluated as pay for perfor-
mance and the measures on which it is based develop.

Rewarding by Condition

As noted in Chapter 3, the committee found that Medicare payments are
focused on patients with specific common chronic conditions: 70 percent of
Medicare inpatient spending is associated with the 32 percent of Medicare
patients who have chronic heart failure, coronary artery disease, diabetes, or
a combination of these conditions (MedPAC, 2005).2 This finding suggests
that initially, with respect to physician services, concentrating pay for perfor-
mance on conditions (especially these three) would be practical.

There are two further reasons for pursuing a condition-based reward
system. First, the measures in the starter set are often organized by condition
and specific setting. Second, a provider-based system, the primary alternative,
would not be practical because research has shown that providers who are
high performers on one condition do not necessarily perform well on others
(Jha et al., 2005). For example, a hospital can rank among the best for car-
diac care and still provide suboptimal care for pneumonia patients.

It is important to note that the reward pools for various conditions
would likely differ because, for example, improvements in one condition
may be more difficult to achieve than those in others, the value of improve-
ments may be greater for some conditions than for others, and the differ-
ences among providers may be less extreme for some conditions.

Rewarding Composite Measures of Care for Conditions

The committee believes measures should be bundled into composites
for a given condition for each provider. The Performance Measurement
report (IOM, 2006) proposed that measures for specific conditions be com-
bined into a single composite per patient that would reflect whether the
patient had received the minimum level of critical care required to treat a
condition. For example, the individual measures of HbA1c management,
HbA1c control, blood pressure management, lipid measurement, LDL cho-
lesterol level, and eye exam would be grouped into a single composite for
diabetes. To receive any aggregate reward, providers would have to exceed
threshold levels for each measure. The Performance Measurement report
also proposed that research be carried out to determine how each measure

2Data were derived from the Medicare 5 percent sample. Payment figures represent total
physician fee schedule payments in the groups of diabetes, chronic heart failure, and coronary
artery disease.
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within a composite should be weighted. Measures of performance are often
collected and reported by aggregating all the patients a provider treats, not
by determining the total amount of care each individual patient received,
because data are not currently adequate to characterize performance at the
latter level (IOM, 2006).

Rewarding by Structure

Another option is to distribute rewards on the basis of structural mea-
sures of care. This approach might involve rewarding providers that have in
place such structures as clinical care teams, care coordinators, and health
information technology systems that are thought to improve the overall
safety, timeliness, and efficiency of care. Some structural measures related
to information technology, such as computerized provider order entry, in-
tensive care unit intensivists, and evidence-based hospital referrals, are in-
cluded in the starter set identified in the Performance Measurement report.
Other structural measures, such as those for care coordination and nursing
staff hours, are still largely under development (IOM, 2006). When ready,
structural measures may provide incentives to create the infrastructure nec-
essary to close current gaps in care. Rewarding by structure would be a
promising way to foster more comprehensive systematic change in the health
care delivery system.

HOW TO DISTRIBUTE REWARDS

Absolute Versus Relative Performance

Improvement and excellence can be rewarded on the basis of meeting
predetermined, absolute levels of performance or performing well relative
to other providers.

Absolute Thresholds

Absolute thresholds would establish minimum levels of performance pro-
viders would have to meet to be eligible for a reward. The use of absolute
thresholds would allow providers to invest their resources with specific aims,
as opposed to striving to achieve what would otherwise be an unknown mov-
ing target. A potential drawback of this approach is that if the provider com-
munity had an extremely high level of achievement, the reward pool would
be distributed among a larger group of providers, reducing the amount of the
individual rewards received. However, having a large proportion of provid-
ers meet thresholds would not be a negative outcome. If desired, a system
could be designed to vary the size of the reward pool with the number of
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providers who performed well. In fact, this would be necessary if providers
were to be certain of their reward for achieving the preset performance goals.

Tournament Style

Another option is a tournament-style or relative rewards structure,
whereby rewards would be given to groups of providers who achieved a
predetermined percentile ranking (e.g., 90th percentile), as opposed to a
predetermined rank against measures as would be the case if absolute thresh-
olds were used. Under this method, the best providers compared with their
peers would be rewarded, and the situation in which everyone was above
average—which can occur with absolute thresholds—could not arise. Be-
cause providers would be competing with each other and not attempting to
achieve absolute thresholds, some lower performers might think that re-
wards were unattainable. On the other hand, this method could induce
healthy competition among the best providers, potentially resulting in
greater improvements than a system that failed to promote cutting-edge
competition. Conversely, attempts to improve performance beyond a cer-
tain threshold (for example, from 98 percent to 100 percent) might produce
diminishing returns and waste resources. Tournament-style rewards could
also reward mediocre performance if the overall distribution of performance
were low. For example, if the distribution of scores were low, providers in
the 90th percentile might actually be delivering good care only 40 percent
of the time, as defined by performance measures. The high level of uncer-
tainty as to the amount of the rewards providers might receive could also be
a disadvantage of this method because it might make providers hesitant to
invest in quality improvement. In addition, a tournament-style reward sys-
tem would limit the number of providers to whom rewards could be distrib-
uted. It could thus be viewed as disadvantageous to providers who believed
improvements would be more difficult to make relative to other providers
with whom they would be compared.

How High to Set Thresholds

There is little evidence that can be used for determining how high or
low thresholds should be set in health care pay-for-performance programs
to provide the most powerful incentive to improve. Given this lack of
evidence, the committee proposes that CMS determine threshold levels.
Clearly, thresholds should be set on the basis of clinical evidence and con-
sensus as to what constitutes high-level performance and is reasonable to
expect from providers. These levels of performance or percentiles for eligi-
bility for rewards must be set in a timely fashion so providers can plan their
quality improvement interventions in advance. Thresholds should also be
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constantly reviewed and set higher as long as average performance improves
and higher levels of achievement are possible.

Graduated or Fixed Rewards

Distribution of rewards could be either graduated or fixed. In a gradu-
ated system, rewards would increase based on the amount of improvement
or level of performance. With fixed rewards, the same amount would be
distributed to all providers performing at or exceeding predetermined
thresholds; below those thresholds, no rewards would be given. Either op-
tion could be used with both absolute and tournament-style thresholds, as
well as with rewards based on both improvement and excellence. Absolute
thresholds are used in the discussion here for simplicity; rewards based on
both improvement and excellence are discussed for each option.

A graduated system for improvement could, for example, require a
minimum 30 percent reduction in failure rate for a reward. To illustrate,
Bloomfield Home for the Elderly (a hypothetical site) would receive $30 for
improving from its baseline performance of 50 percent to 65 percent and
$50 for improving to 85 percent, with scaled rewards in between that need
not be linearly related to improvement (see Figure 4-1). If rewards were
provided for excellence with a threshold of at least 65 percent, Bloomfield
Home would receive $30 for its performance at 65 percent even if its
baseline performance were 75 percent.

Baseline $30 $50

50%

No rewards Eligible for rewards

100%65% 85%0%

FIGURE 4-1 Eligibility for graduated rewards.

It is important to note that the maximum reward need not be provided
for performance at 100 percent or a reduction in the failure rate of 100
percent. Under some measures, an increase from 90 to 100 percent might
have only a marginal impact on health outcomes or might require invest-
ments not worth the benefits.

If rewards were fixed, Bloomfield Home would receive the same re-
ward if its failure rate were reduced by 30 percent (from 50 to 65 percent)
or by 90 percent (from 50 to 95 percent), as depicted in Figure 4-2. Below
that fixed level, no rewards would be granted.
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If fixed rewards were provided for performance, Bloomfield Home
would receive $50 whether its performance were 85 or 99 percent. It
would receive nothing if its performance were 84.9 percent, as depicted in
Figure 4-3.

100%95%65%50%0%

No rewards Eligible for rewards

Baseline $30 $30

FIGURE 4-2 Eligibility for fixed rewards based on performance improvement.

85% 100%0%

$50

Eligible for rewardsNo rewards

FIGURE 4-3 Eligibility for fixed rewards based on excellence.

A combination of fixed and graduated rewards might also be appropri-
ate when linked to clinical conditions associated with the measure. For ex-
ample, fixed rewards could be used for conditions for which there are con-
tinuous clinical benefits associated with additional gains (e.g., reduced
postsurgical infection rates). On the other hand, graduated rewards could
be used in cases where the additional clinical benefits diminish after a cer-
tain threshold is attained (e.g., HbA1c management). In conclusion, the com-
mittee found that variable rewards would offer the advantage of motivating
larger numbers of providers while giving the largest rewards to those whose
performance was best and might be used more frequently than fixed re-
wards, if deemed appropriate.

Penalties for Lack of Improvement

To this point, rewards have been discussed on the basis of performing
well (excellence) and upgrading performance within a given time period
(improvement). What has not been discussed is what happens if a provider
not only continues to perform poorly, but in fact allows performance to
deteriorate. This issue must be considered in designing a pay-for-perfor-
mance program.

One option is to penalize providers who exhibit the worst perfor-
mance or the least effort to improve. The size of the penalties could be
determined in a manner similar to that for rewards. The penalty amounts
could be returned to the Medicare trust funds, CMS could distribute the
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penalty money to high-performing providers as additional rewards, or
the penalty money could be held in an escrow account that poor-quality
providers could earn back upon improved performance, among other
options.

It is important to note that the committee recommends funding pay for
performance initially out of base payments, so that all Medicare providers
would contribute to the reward pool (see Chapter 3 for a discussion of the
reward pool and Chapter 5 for a discussion of participation in pay for
performance). Therefore, those who consistently performed poorly would
pay penalties in addition to the reduction in their base payments.

A system with penalties would create stronger incentives for good, or at
least adequate, performance and continued attention to improved perfor-
mance. However, such a system could generate considerable resistance
among providers. Providers who were not confident of their ability to im-
prove might refuse to participate.

An alternative would be not to impose penalties on providers with very
poor or deteriorating performance. The argument in favor of this approach
is that providers would already be experiencing reductions in their base
payments and that this should give them incentive enough to improve.
Moreover, seriously deficient providers should probably be either removed
from Medicare participation or be required to engage in a quality improve-
ment program managed by their local Quality Improvement Organization.

Definition of Comparison Groups for the Purpose
of Determining Rewards for Providers

Pay-for-performance rewards would be distributed within groups of
providers. These groups can be defined according to a number of character-
istics that are not mutually exclusive, such as procedure or service, setting
of care, specialty, and location. Certain procedures and types of care are
provided in a variety of settings. For example, minor surgery might be pro-
vided in outpatient hospital departments, ambulatory surgical centers, or
physician offices; post–acute care might be provided by a skilled nursing
facility unit in an acute care hospital, a free-standing skilled nursing facility,
or a home health agency. The comparison group for pay for performance
could be all those who provide a particular service or all those who provide
the service in similar settings or have the same training. While comparisons
across all care settings or specialties would appear to be the most equitable
approach, comparable measures may not be available for all settings and
specialties. Differentiation across settings, however, could prove to be prob-
lematic because providers might seek to define the comparison group very
narrowly. For example, some might argue that comparisons should be only
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among hospitals of a certain size (e.g., over versus under 200 beds) or type
(e.g., teaching versus nonteaching).

For a program such as Medicare, which operates throughout a nation
in which market conditions, practice patterns, and other circumstances vary
considerably from one locality to another, the geographic scope of a pay-
for-performance program becomes an issue. Central is the question of
whether comparisons should be made across the nation or regionally when
rewarding excellence. If providers were compared nationally, the system
would ensure that high-quality care was defined in a uniform way across
the country. Furthermore, national standards preclude the inequity inher-
ent in rewarding top performers in a region with low average performance
while denying rewards to providers with better performance who happen to
be located in regions with high overall performance. National comparisons
might undercut support for a pay-for-performance program if few provid-
ers in certain regions received rewards. However, comparisons that focused
only on a subset of the country might not adequately address disparities in
performance arising from regional variations in practice patterns. If signifi-
cant regional differences (such as those found in the Dartmouth Atlas project
for acute myocardial infarction and chronic disease care) are found to exist
in the performance being measured, CMS should consider a blend of re-
gional and national comparison groups. Over time, however, a uniform
national comparison should be used.

Models for Distribution

As discussed previously, rewards should be focused on the three do-
mains of performance by setting of care and by condition. The next ques-
tion for consideration is how the reward pools for improvement and excel-
lence should be allocated among these domains. There are many feasible
options for distribution, three of which are discussed below.

Option 1

For both improvement and excellence, each of the three domains could
be given equal weight through a simple point system such as that shown
below, which provides the maximum possible points possible for each
category:

Models of Distribution

Clinical Quality Patient-Centeredness Efficiency

Excellence—16.67 points Excellence—16.67 points Excellence—16.67 points
Improvement—16.67 points Improvement—16.67 points Improvement—16.67 points
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Under this example, a specific dollar amount or share of the reward
pool would be attached to each point. Provider payments under this system
would, therefore, be based on performing well in any of the three domains.
Such a system would provide rewards to providers with inconsistent perfor-
mance—for example, those delivering clinically high-quality care very inef-
ficiently. Those who had the greatest improvement and highest level of ex-
cellence across all domains would receive the largest rewards.

Option 2

An alternative system might require that a minimum threshold level of
excellence be reached in one, several, or all domains for a provider to re-
ceive any points in the other domains. For example, a provider might have
to score at or above the 50th percentile on clinical quality to receive points
for efficiency. This option could ensure that rewards for high-quality care
would not be given to those with excessive resource use. Such a system
would create a considerably smaller pool of eligible providers, especially if
there were thresholds for each domain.

Option 3

The final option would be to allocate the points in option 1 unequally.
This system would reflect practical considerations, such as the fact that
measures are less available and robust in some domains than others and
that in the early years, one might want to emphasize improvement more
than excellence to motivate the most providers possible and counteract
pushback from low-performing geographic regions. Over time, the alloca-
tion of points could be changed to reflect national health care priorities and
views on the most pressing areas for improvement.

Conclusion

Little evidence exists to support one of the above options over another;
the committee recognizes that the choice of which system to use involves
many value-laden decisions. However, the committee also recognizes that
not enough efficiency measures are currently available for this domain to
have equal weight with the others, even though efficiency is critical when a
payment system is being restructured to reward value. The committee there-
fore believes option 3 is currently the most viable for an initial pay-for-
performance program.
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Distribution Between Parts A and B

As described previously, Medicare has different components—Parts A,
B, C, and D—that cover and pay for services delivered by different types of
providers. Along with how the reward pools for each part are to be devel-
oped, distribution to each part must be considered. Once measures have
been developed to enable rewards on the basis of episodes or health out-
comes, mechanisms will have to be devised for determining the amounts
each component should contribute to the reward pool. Similarly, mecha-
nisms will have to be developed for dividing the rewards among all provid-
ers who contributed to the high-quality performance. In certain situations,
such as inpatient hospital care, that challenge will have to be addressed
upon the introduction of any pay-for-performance program because the
performance of the hospital will represent the efforts both of the hospital
and of physicians and other professionals who are not employees of the
hospital. For specific discussion of each of the above settings, see Appen-
dixes A and E.

Payout per Provider

Given the above design issues, this section describes how a provider
might expect to be rewarded. The example in Box 4-1 is just one possible
method for rewarding physicians based on the principles articulated in this
chapter. It assumes that rewards would be allocated based on (1) provider
type (e.g., hospital, physician, home health agency), (2) condition, (3) a
blended approach rewarding both improvement and excellence, and (4) use
of absolute thresholds.

The example in Box 4-1 includes many of the committee’s views on
how rewards should be distributed. It is important to note that this is a
simplified example for ease of understanding; the actual design of payout
per provider would be much more nuanced, dealing with multiple physi-
cians treating a single patient’s medical condition. The committee believes a
pay-for-performance program should not reward providers merely on a per
service basis. In the above example, payment is provided per patient per
condition. To address the issue of volume (e.g., those physicians treating
only 5 diabetics being compared with those treating 20), a standard maxi-
mum reward per patient should be paid for each condition. The payment
scale described in this example necessarily involves many value-laden deci-
sions. The rate of increase in rewards based on weight does not necessarily
have to be linear. The improvement, excellence, and payment scales should
all be reassessed periodically and readjusted before each payout to account
for changes in performance. This example also focuses only on clinical qual-
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BOX 4-1 Example of How a Physician in an Ambulatory
Setting Could Be Rewarded on Clinical Quality

Dr. Roller is an internist with approximately 1500 patients, many of
whom are covered by Medicare. He treats his Medicare patients for a
variety of conditions, including coronary artery disease, chronic heart fail-
ure, diabetes, and pneumonia. In this example, Dr. Roller’s reward is
determined through the calculation of composite scores for selected con-
ditions. Points are assigned for both improvement and excellence. These
points are then associated with dollar amounts to create Dr. Roller’s total
bonus payment.

Composite Score

For his patients with coronary artery disease, Dr. Roller is evaluated
by Medicare on how well he performs on the following clinical quality
measures: drug therapy for lowering LDL cholesterol, beta-blocker treat-
ment after heart attack, and persistent beta-blocker treatment following
myocardial infarction.

These measures (M1–3) are used to form a composite score (CCAD).
One method, among many for calculating this score, averages the per-
centages for each measure. Thus if Dr. Roller scores 79 percent, 89
percent, and 71 percent on these three measures, respectively, his com-
posite will be:

CCAD = M1+M2+M3
CCAD = (79%+89%+71%)/3 = 80%

Measuring Improvement

In the previous year, Dr. Roller’s composite score for coronary artery
disease was 72 percent. His improvement over the previous year is cal-
culated using the reduction in failure rate (RFR)*:

RFR = (baseline – follow-up)/(baseline – 100%)
RFR = (0.72 – 0.8)/(0.72 – 1.0)

RFR = –0.08/–0.28
RFR = 0.29 or 29%

Rewarding Improvement and Excellence

Dr. Roller’s composite score is then compared with thresholds for
improvement and excellence for each condition, set by CMS. These
points can be combined for a total score. For coronary artery disease, the
threshold to be eligible for rewards on improvement could be 20 percent,
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and the threshold for excellence could be 80 percent. The points achieved
for improvement could be scaled:

10% RFR = 0 points 50% RFR = 0.25 points 90% RFR = 0.45 points
20% RFR = 0.10 points 60% RFR = 0.30 points 100% RFR = 0.50 points
30% RFR = 0.15 points 70% RFR = 0.35 points
40% RFR = 0.20 points 80% RFR = 0.40 points

For excellence, the following type of scale could be used:

80% = 0.10 points 95% = 0.40 points
85% = 0.20 points 100% = 0.50 points
90% = 0.30 points

Dr. Roller’s points for improvement and excellence are both 0.10.
His care of patients with coronary artery disease receives a total of 0.20
points.

Payout

Similar calculations are used for Dr. Roller’s patients with diabetes,
chronic heart failure, and pneumonia. These composites could be equally
weighted and combined in the following manner to determine the overall
reward he receives:

Payout per providerc = ∑(pointsc × paymentc),
where c = condition, and paymentc = payment scale.

The payment scale should reflect the following considerations:

• Dollar amounts (per patient per condition) should be associated
with each weight.

• Rewards should be allocated based on how weights are distrib-
uted per condition.

In this system, the provider is rewarded more for each additional
patient he sees with a targeted condition.

*Reduction in failure rate is the change in performance from baseline to follow-up,
divided by the difference between baseline and perfect (100 percent) performance.
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ity in the ambulatory setting. Similar models could be developed for re-
warding measures of both patient-centeredness and efficiency whereby
thresholds would have to be met for a provider to receive rewards for im-
provement and excellence. Payments in each domain of measures would be
aggregated to determine the total amount of a provider’s reward. Compa-
rable methods could be developed to award high performance in other care
settings, although each setting has unique characteristics that must be ac-
counted for (see Appendix B). Regardless of how pay for performance is
designed, it must be transparent and understood by all stakeholders, espe-
cially providers and purchasers.

HOW LARGE REWARDS MUST BE

A critical question to be addressed in a pay-for-performance program is
how large rewards must be in order to influence provider behavior. There is
little evidence regarding the necessary magnitude of rewards (see Chapter 3
for some examples). It is likely that the threshold reward size will vary
depending on provider type (e.g., institutional versus individual providers),
area of improvement (e.g., conditions, measures, types of improvement in-
terventions), and the percentage of the provider’s revenue that is affected by
the performance incentives. At the same time, there are constraints in that
the amount of the rewards available must be found within Medicare, a
program with limited resources. Rewards therefore must be reasonable
enough to influence provider behaviors while remaining within the confines
of a strict budget. In addition, it is worth noting that payment incentives
will be accompanied by public dissemination of performance data, which
may prove to be an even more powerful motivator for improving overall
quality.

Pay for performance uses incentives to encourage providers to improve.
Therefore, if the potential rewards are not large enough to cover the costs
associated with improvement, providers may not believe the investment to
be worthwhile. If providers are not able to recoup their investment, they
may not support the program and decide not to participate (see Chapter 5).
By contrast, if the size of rewards is optimized to retain physician buy-in
and change provider behaviors, it may offer enough incentive for providers
to invest heavily in improving their performance.

SUMMARY

The lack of significant evidence for how an optimal national pay-for-
performance program should be designed led the committee to consider
many options for distributing rewards to providers. If pay for performance
is implemented in Medicare, the committee believes certain principles should
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apply, such as the importance of rewarding multiple domains of care and
the need to reward both improvement and excellence. The design character-
istics described in this chapter are general examples that can be adapted to
fit the needs of the program with respect to its overarching goals, as defined
by CMS.

The next chapter discusses several practical issues to be considered when
developing and implementing pay for performance. The committee was able
to make firm recommendations on some of these issues, whereas for others,
the evidence base supports only careful presentation of options. These is-
sues include the following:

• The timing of pay for performance and its precursors: what steps
need to occur before rewards can be provided on the basis of measures of
performance.

• The overall timing of implementation: when pay for performance
can begin in each care setting.

• The nature of participation: what providers will be eligible for pay
for performance in Medicare and whether the program should be voluntary
or mandatory.

• The unit of analysis: to whom rewards will be distributed (i.e., the
individual physician, medical groups, hospitals, skilled nursing facilities).

• The role of health information technology: how new technologies
can influence the implementation of pay for performance.

• Statistical issues: sample size, problems surrounding risk adjustment,
and precision.
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5

Implementation

CHAPTER SUMMARY

Chapters 3 and 4 reviewed several alternative methods for cre-
ating and distributing a funding pool to reward performance by
health care providers who serve Medicare beneficiaries. This chap-
ter addresses major implementation issues that must be consid-
ered when new payment schemes designed to create incentives for
improved performance by multiple types of health care providers
are introduced. This chapter also considers key goals and objec-
tives that should influence the process and pace of implementa-
tion of new pay-for-performance programs within different health
care environments.

This chapter highlights some procedural and technical issues that
might be encountered if a Medicare pay-for-performance program were
initially implemented in small steps (such as by care setting or by geo-
graphic region) and were subsequently made comprehensive and national
in scope:

• Steps in implementing pay for performance and their timing
• The overall timing of implementation
• The nature of participation in payment for performance
• The unit of analysis and reporting
• The role of health information technologies
• Statistical issues

Some lessons can be learned about these issues from existing pay-
for-performance efforts, even though many such efforts are still in their
infancy. As experience is gained, additional lessons will be learned, and
adjustments should be made in Medicare’s program accordingly.
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STEPS INVOLVED IN IMPLEMENTING PAY FOR
PERFORMANCE AND THEIR TIMING

Because a pay-for-perormance program depends on many inputs and
the creation of new capabilities, the time needed to implement such a sys-
tem is an issue that requires careful consideration. Before performance-based
rewards can be offered, measures must be developed and tested (as dis-
cussed in Chapter 4 and the Institute of Medicine [IOM] report Perfor-
mance Measurement: Accelerating Improvement [IOM, 2006]). Next, data
reflecting these measures must be collected and audited, and then distrib-
uted to providers for review and feedback. The performance data must then
be publicly reported before the final step of paying providers for their per-
formance can be implemented.

Data Collection and Auditing and Provider Feedback

Following the development and testing of performance measures (which
as noted was discussed in detail in the Performance Measurement report),
the next step toward pay for performance is data collection. Data reflecting
how well each provider performs on a given metric can generally be gath-
ered from administrative claims, surveys, or medical chart review (in order
of the lowest to highest time and cost burden imposed on providers). As
discussed in Chapter 4, trade-offs must be made because data relating to the
most useful measures are often the most difficult to collect. After being
collected, the data need to be audited by an independent body to ensure
their validity before they are used to determine relative performance and
payment. Data collection and audit may take 6 months even under an ag-
gressive timetable. Once the data have been audited, the results should be
shared with providers, each of whom should have the opportunity to pro-
vide feedback. Even on a tight timeline, feedback may initially take up to
another 6 months to complete. On a less aggressive timetable, these essen-
tial steps could initially take up to 2 years. After the first cycle of reporting
had been completed, however, the time required for feedback could be re-
duced to less than 1 month (see Figure 5-1). The entire timeline should be
condensed wherever feasible without imposing an undue burden on pro-
viders; differences in ability by various provider types should be recognized.

Public Reporting

The committee strongly endorses transparency and accountability in
health care to better inform all stakeholders, especially patients, about the
performance of the care delivery system. To this end, the committee believes
that information reflecting how well health care providers perform on spe-
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cific measures must be shared with the public and that such public reporting
should be a requirement for performance-based payment. Many proponents
of public reporting believe this strategy in itself can be a useful tool for im-
proving all aspects of quality, regardless of its association with rewarding
performance. To date, the limited evidence presented in the literature is mixed,
but overall it does suggest that public reporting can have an impact on pro-
vider behaviors and improve quality (Marshall et al., 2000; Hibbard et al.,
2005; Jha and Epstein, 2006; Robinowitz and Dudley, 2006).

At the same time, public reporting could have unintended adverse con-
sequences. For example, some providers might avoid sicker patient popula-
tions, and others might choose not to participate in Medicare if public
reporting on performance became a condition for participation. Notwith-
standing the literature that argues otherwise, some low-performing provid-
ers might fear that public disclosure of performance data would attract
malpractice claims in which the data could be used against them (Werner
and Asch, 2005; Kesselheim et al., 2006).

Current Public Reporting Efforts in Medicare

Through the development of the Compare websites by the Centers for
Medicare and Medicaid Services (CMS),1 many providers are already pub-
licly reporting performance data. In 1999, the Medicare Personal Plan

Year 0 Year 1 Year 2 Year 3 Year 4

Care provided Collect
data

Feed-  
back

Public reporting and 
pay for performance

Audit
data

Care provided   Feedback Public reporting and
pay for performance

Audit
data

Pay for reporting

Cycle 1

Cycle 2
Collect

data

Pay for reporting Provider action

CMS action

External auditor action

FIGURE 5-1 Example of initial timeline from data collection to pay for
performance.

1CMS has developed a series of websites for the public disclosure of performance data for a
variety of providers. Currently available at medicare.gov are Nursing Home Compare, Home
Health Compare, Dialysis Facility Compare, Hospital Compare, Medicare Personal Plan Finder
(for health plans), and Medicare Prescription Drug Plan Finder.
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Finder began comparing the performance of health plans participating in
the Medicare+Choice (now Medicare Advantage) program. In 2003, CMS
began collecting and reporting data for nursing homes, home health agen-
cies, dialysis facilities, and hospitals. The Medicare Prescription Drug Plan
Finder, which allows beneficiaries to compare the premiums and benefits of
the various prescription drug plans, was made available in 2005. Beginning
in 2006, CMS initiated voluntary reporting for physicians.

Health plans, nursing homes, home health agencies,2 and dialysis facili-
ties must all report on some services to CMS to receive payments. Reporting
is voluntary for hospitals and physicians. In the case of hospitals, however, a
small portion of payments—0.4 percent in 2005 and 2 percent in 2006—is
withheld from those that do not report as delineated in the Deficit Reduction
Act of 2005 (Public Law 109-171); the result has been more than 94 percent
of hospitals reporting (CMS, 2006). It is reasonable to suggest that the pay-
for-performance approach proposed in this report could be implemented more
expeditiously in those settings for which CMS has already been collecting and
publicly reporting performance-related data.

Usability

While a number of performance reports from both public and private
programs are already available, they are often not particularly helpful to or
used by consumers. In the future, not all measures that may be publicly re-
ported to assist consumers will be relevant to pay for performance, and not
all measures used in pay for performance will be meaningful to consumers.
However, the committee believes that to enhance the integrity of the system,
all measures of performance affecting payment should be publicly available.
Data must be presented in a fashion that is easy to understand and has mean-
ing for consumers (Hibbard et al., 2000, 2002; Vaiana and McGlynn, 2002).
The growing evidence base that explores the types of information and for-
mats the public finds most comprehensible should be consulted to inform
public postings. Clearly, as recommended in the Performance Measurement
report (IOM, 2006), more research is needed to identify the formats most
informative for consumers, particularly as the movement toward web-based
venues for the presentation of information continues. Multiple reports may
need to be developed for different audiences.

Pay for Public Reporting

As noted in Chapter 4, a major area of concern is the magnitude of
the burden that might be imposed by data collection, review, and report-

2All home health agencies are affected, with the exception of hospital-based home health agencies.
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ing. The costs associated with collecting and reporting data may be sig-
nificant, especially for small providers such as independent physicians. A
common suggestion for easing the burden of data collection and reporting
is the use of health information technologies. As discussed later in this
chapter, however, many barriers to the adoption of such technologies ex-
ist, including a lack of technical expertise, little agreement on software
standards, and cost.

Recommendation 6: Because public reporting of performance mea-
sures should be an integral component of a pay-for-performance
program for Medicare, the Secretary of DHHS should offer incen-
tives to providers for the submission of performance data, and en-
sure that information pertaining to provider performance is trans-
parent and made public in ways that are both meaningful and
understandable to consumers.

There are two views on how the burden of reporting should be treated.
Some argue that the costs associated with collecting and reporting data
should be considered a portion of the investment providers must make to be
eligible for rewards. Others believe that providers should not be forced to
bear these costs until there is convincing evidence that pay for performance
can enhance performance and that enhanced performance will lead to sig-
nificant rewards.

The committee proposes that, initially at least, providers receive pay-
ment for collecting, submitting, and reviewing the performance-related data
that will be publicly reported and used in the pay-for-perormance program.
Financial incentives for the initial submission of data would help defray
providers’ costs for coding and collecting performance data that cannot be
obtained from existing administrative or claims records. Such incentives
might also reduce provider opposition to the new system.

The committee believes the pool of funds supporting such incentives
should be modest, comparable to those resources used to provide incentives
for the voluntary reporting of performance measures by acute care hospitals,
and that these payments should end when the collection and reporting of
performance measures become routine. Because the committee envisions the
continuous development of new and more complex metrics, focused on mea-
sures of efficiency and shared accountability, reporting incentives could cor-
respondingly be redirected to new areas that are more complex and difficult
to measure. This approach would ensure that providers are not paid merely
for the submission of routine data, but are offered incentives that encourage
and reward public reporting in areas that can serve as potential levers to
improve overall quality. The rewards associated with public reporting should
be a small fraction of those devoted to rewarding performance.
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Pay for Performance

Only after data have been publicly reported for a predetermined period of
time should providers be rewarded based on their performance. This lag time
would give providers a chance to become comfortable with the reporting sys-
tem. Providers would also gain an understanding of how their rewards were
derived because during this interim period, CMS would send them estimates of
what those rewards would have been had the data affected their payments.
Moreover, consumers would have the opportunity to respond to the data by
switching providers. Under this timetable, pay for performance based on per-
formance measures available for collection at the start of the program would
take place during the second year of implementation (see Figure 5-1). It is
important to note that this entire process—from data collection to pay for
performance—would be a continuous one. While providers were being re-
warded on the basis of old performance data, new data would be collected,
distributed, and reported to begin the next cycle of pay for performance. Thus
the data used to provide the initial rewards during year 2 would be reflecting
performance from year 0 and would have been collected and audited during
year 1; data for the next cycle of pay for performance would be reflective of
care in year 1 (see Figure 5-1). While rewards initially would be based on data
that were 2 years old, over time this lag could be shortened as CMS developed
better data collection systems (see the discussion later in this chapter regarding
health information technologies) and other strategies.

OVERALL TIMING OF PAY-FOR-PERFORMANCE
IMPLEMENTATION

As described in Chapter 4, the committee recommends rewarding pro-
viders in three domains—clinical quality, patient-centeredness, and effi-
ciency—as an overarching principle. The committee identified two overall
timing options for implementing pay for performance across these three
domains. An example of how these options could occur in the ambulatory
setting is presented in Box 5-1.

Option 1: Phased Implementation

The first option would be phased implementation, in which pay for
performance would begin in each domain as measures became available.
Because measures are less developed in some domains than in others, how-
ever, there are problems with this approach. For example, the amount dis-
tributed from the reward pool would be limited if measures were lacking
for one dimension, such as efficiency. Without distribution of the full re-
ward pool, incentives might be inadequate to change provider behavior.
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BOX 5-1 Example of Phased and Delayed Implementation
in the Ambulatory Setting

In the ambulatory setting, a phased implementation could follow
the timeline presented below, based on the state of measures in each
domain:

Patient-
Centeredness

Clinical Quality (Ambulatory
(AQA measure set) CAHPS) Efficiency

Year 1 (2008) Collect, audit, Collect, audit, Develop
gather feedback gather feedback measures

Year 2 (2009) Public reporting Public reporting Pilot test
measures

Year 3 (2010) Pay for Pay for Collect, audit,
performance performance gather feedback

Year 4 (2011) Pay for Pay for Public reporting
performance performance

In this example, pay for performance on clinical quality and patient-
centeredness would begin in 2010. Pay for reporting (smaller amounts
than the rewards for performance) would be implemented in 2008 to help
defray the costs of data collection. The collection of these data has be-
gun to some extent through CMS’s Physician Voluntary Reporting Pro-
gram. Rewarding on measures of efficiency would not begin until 2012,
with pay for reporting in 2010. However, one option for rewarding
on resource use during the intervening period would be to give physi-
cians meeting certain thresholds on both clinical quality and patient-
centeredness measures an additional reward if they, by some crude mea-
sures, were within the most efficient third of providers. The most efficient

Option 2: Delayed Implementation

The second option would be to delay implementation of pay for perfor-
mance until a robust set of performance measures had been developed for
all three domains. Pay for reporting would begin as measures were devel-
oped in each domain and data collection began, but pay for performance
would be delayed until after public reporting for all three domains had
commenced. If the program’s funding mechanism started when performance
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measures were being developed and the rewards for reporting were less
than collected funds, a larger pool would accumulate for initial performance
rewards. This delayed implementation approach would ensure that pro-
vider behavior did not overemphasize one domain over the others and that
rewards would be distributed only for care that was of high clinical quality,
patient-centered, and efficient. The disadvantage of this option is that pay
for performance might not begin for many years, and the sense of urgency
on this issue might be dissipated.

third of providers could be calculated from standardized costs for Medi-
care Parts A and B. These costs could be derived from national prices,
such as an average payout per unit on the resource-based relative value
scale. This method of rewarding efficiency would be phased out upon the
development of more sophisticated measures.

In contrast, delayed implementation of pay for performance in the
ambulatory setting might occur on the following timeline:

Patient-
Centeredness

Clinical Quality (Ambulatory
(AQA measure set) CAHPS) Efficiency

Year 1 (2008) Collect, audit, Collect, audit, Develop
gather feedback gather feedback measures

Year 2 (2009) Public reporting Public reporting Pilot test
measures

Year 3 (2010) Public reporting Public reporting Collect, audit,
gather feedback

Year 4 (2011) Public reporting Public reporting Public reporting
Year 5 (2012) Pay for Pay for Pay for

performance performance performance

Under this option, physicians would receive payment for reporting on
clinical quality and patient-centeredness measures beginning in 2008.
Reporting on efficiency measures would not be rewarded until 2010. Re-
wards for all three domains on the basis of performance would begin in
2012.

NOTE: AQA = Ambulatory care Quality Alliance; CAHPS = Consumer Assess-
ment of Healthcare Providers and Systems.
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Conclusion

The committee concludes that phased implementation (option 1) is the
preferred approach because it recognizes the urgent need to improve the
health care system as quickly as possible. Efforts described in this report to
make available a large number of measures of clinical quality and the move-
ment toward better characterizing patient experiences are representative
of the momentum in both the public and private sectors that argues for
earlier onset of pay for performance. The committee believes this momen-
tum should be captured.

PARTICIPATION IN PAY FOR PERFORMANCE

Two key topics related to participation in pay for performance deserve
attention: (1) the nature and pace of the phasing in of payment for perfor-
mance in different health care settings, and (2) the extent to which partici-
pation should be voluntary or mandatory.

Phasing in Participation for Different Settings

Initial Implementation

The committee concurs with MedPAC’s rankings for initial participa-
tion in pay-for-performance programs: (1) Medicare Advantage plans, (2)
dialysis facilities, (3) acute care hospitals, (4) home health agencies, and (5)
physician practices (MedPAC, 2005a, 2006). Medicare Advantage plans,
dialysis centers, and hospitals are positioned to implement pay for perfor-
mance now because of the availability of performance measures, the reli-
ability of data, and the fact that the necessary supporting infrastructure is
in place. Home health agencies, followed by physicians, would be next to
be expected to participate in pay for performance. For an implementation
timeline, see Figure 5-2.

Exclusion of Other Providers

The committee believes that eventually, all providers should be included
in Medicare’s pay-for-performance program. At this time, however, ad-
equate performance measures do not exist for certain institutional provid-
ers, such as ambulatory surgical centers, clinical laboratories, rural health
clinics, and rehabilitation hospitals, and for certain professionals, including
nurse practitioners, occupational therapists, physician assistants, and phar-
macists. Once adequate performance measures have been developed, the
burden of collecting and reporting on these measures has been made man-
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ageable, and the necessary infrastructure has been put in place, these pro-
viders should be brought into the system.

Skilled nursing facilities, not among the institutional providers consid-
ered ready for pay for performance as listed in the previous section, deserve
special mention. Medicare pays for a specific type of nursing home care
provided by these facilities. This specialized care, which represents about
one-quarter of all care provided in nursing homes (MedPAC, 2006), fol-
lows a medically necessary hospital stay of at least 3 days, is short-term,
and is characterized by the use of skilled nursing or rehabilitation services
in an inpatient setting.

The committee had several reasons for concluding that it would not be
appropriate to reward skilled nursing facilities for performance at this time.
First, only 3 of the 15 measures found in the Minimum Data Set—the pub-
licly reported set of measures used to assess nursing home performance—
are relevant for short-term stays of the sort paid for by Medicare. Second,
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FIGURE 5-2 Implementation timeline for pay for performance.
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these measures (delirium, pain, and pressure ulcers), while important, cap-
ture the experiences of only a small portion of beneficiaries covered by
Medicare payments to skilled nursing facilities. Third, the data collected do
not necessarily capture the quality of care delivered by the facility, as these
measures do not accurately reflect the patient’s condition upon admission
and may reflect care given during the hospital stay (MedPAC, 2005a, 2006).
Therefore, the committee concludes that before pay for performance is
implemented in skilled nursing facilities, more research is needed to permit
better attribution of care. CMS is planning to launch a pay-for-performance
demonstration in nursing homes by the end of 2006, which should provide
valuable insights for the design of an appropriate pay-for-performance pro-
gram for nursing homes (The Commonwealth Fund, 2006).

Voluntary Versus Mandatory Participation

Participation in pay for performance may be either voluntary or man-
datory. “Participation” involves collecting and submitting to the payer the
data needed to construct performance measures, which in turn makes pro-
viders eligible to receive financial rewards if they have performed well. With
voluntary participation, the individual provider can decide whether to
gather and submit performance data and be paid in part on the basis of
performance. Under mandatory participation, all providers are required to
take part in the system. Mandating participation could burden those pro-
viders who would have a difficult time mobilizing the resources required for
data collection and reporting, particularly those not closely associated with
institutions who may lack access to health information technologies that
can ease the burden of those activities. The reliability and validity of data
for small providers may also be difficult.

Most private-sector pay-for-performance programs, which tend to fo-
cus on physicians, are voluntary. A recent survey of such programs found
91 percent to be voluntary (Baker and Carter, 2005). The propensity to-
ward voluntary programs appears to be related to the heterogeneity of phy-
sician practices with respect to their size, specialty focus, location, and use
of information technology. Some fear that making such a program manda-
tory could be too burdensome for certain types of providers, such as small
group practices and practices that serve only a handful of a health plan’s
members. Indeed, programs often differentiate among practices in their re-
quirements for participation. For example, to ensure statistical accuracy,
some programs require a minimum volume of patients or a specific ratio of
patients treated per physician before a provider is allowed to participate;
others permit only providers who have met quality or efficiency thresholds
to enroll (Baker and Carter, 2005).
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While the experience of the private sector is instructive, several addi-
tional considerations are relevant to participation requirements for a Medi-
care pay-for-performance program. First, Medicare is the provider of pri-
mary insurance for virtually all of the elderly and disabled. Therefore, if
policy makers want to ensure that all beneficiaries have the opportunity to
receive services from providers with incentives to improve all aspects of
quality, participation should be mandatory. Second, Medicare beneficiaries
constitute a much larger portion of most providers’ business than do the
members of any single commercial plan, implying that the burden and mini-
mum volume requirements faced by private-sector pay-for-performance pro-
grams should be of less concern. Third, as discussed above, many categories
of providers already submit performance data to CMS; this is required for
some types of providers, voluntary for others, and not expected at all for
still others. If all or nearly all providers of a certain type are already submit-
ting the inputs needed for a pay-for-performance program, it would appear
sensible to make their participation mandatory. The committee assumes
that more measures will be collected in the future for these providers and
expects these measures to be incorporated into pay-for-performance pro-
grams. Finally, the committee proposes that initial funding of pay for per-
formance be taken out of base payments, which means that the base pay-
ments for all Medicare providers, whether participating or not, will be
reduced to generate resources needed for the incentive reward pool. In the
absence of mandatory participation, some providers might argue that they
should not have their base payments reduced if they have no chance of
being rewarded for good performance (see Figure 5-3).

Option 1: Mandatory Participation

One option for participation in pay for performance is to require that
all Medicare providers submit data to CMS for public reporting, and thereby
become eligible to receive rewards related to these performance data. Par-
ticipation would be required as soon as a minimum set of measures was
available for each category of provider; those who did not submit the re-
quired data to CMS would no longer be considered Medicare providers.
Requiring participation could catalyze an accelerated national effort to-
ward performance improvement. While such a stark mandate might be bur-
densome to CMS, the vast majority of hospitals, home health agencies,
dialysis facilities, health plans, and skilled nursing facilities already report
some data to CMS that are publicly disclosed. Mandatory participation for
physicians and other small providers might be quite challenging if required
in the next few years, however.
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Option 2: Voluntary Participation

Allowing providers to choose whether to make the investments neces-
sary to participate in pay for performance represents a more cautious ap-
proach and one that would engender less stakeholder resistance. While vol-
untary participation would be less burdensome to providers who chose not
to participate, however, it would undermine the current sense of urgency
regarding the need to improve performance and would not capitalize on
CMS’s public reporting efforts. It is also possible that only those providers
who were confident that their performance would be rewarded would join
the program, which would do little to raise overall performance. Nonpar-
ticipants would argue that their base payments should not be reduced to
provide the resources for a program from which they could not benefit.

On the other hand, voluntary participation would reflect some of the
underlying realities of the diverse provider community. Many providers have
small volumes of Medicare business and have limited capabilities with re-
gard to information technologies and data collection and analysis. This is
true for some hospitals and other institutional providers, as well as for
smaller physician offices. Allowing providers to opt out of a pay-for-
performance program, at least until all of the issues involved have been
resolved and the effectiveness of the program has been demonstrated, may
be a bow to reality.

Voluntary
participation

Yes

o Base payments reduced for reward pool
o Provider reports data for public disclosure
o Provider eligible for rewards

No
o Base payments reduced for reward pool
o No performance data submitted for public

disclosure

Mandatory
participation

Yes

o Base payments reduced for reward pool
o Provider reports data for public disclosure
o Provider eligible for rewards

No

o Provider no longer participates in Medicare

FIGURE 5-3 Outcomes of voluntary and mandatory participation.
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Option 3: Combination of Mandatory and Voluntary

A third option is to mandate pay for performance among those provid-
ers for whom the performance measures and data infrastructure needed to
support an incentive-based payment program are available. Providers whose
participation could begin immediately with relatively few barriers to imple-
mentation are Medicare Advantage plans, dialysis facilities, hospitals, and
home health agencies.

Participation for other providers could be phased in when appropriate.
Although the necessary measures and data are not yet available for skilled
nursing facilities, these providers are already publicly reporting some data
to CMS, demonstrating that they do possess the infrastructure necessary for
pay for performance. Thus these facilities are in a position to be subject to
mandated participation as soon as appropriate measures are available. Mea-
sures for other institutional providers, such as clinical laboratories, ambula-
tory surgical centers, and hospices, are even further behind; the measures
are limited, and CMS has not yet developed public reports for these pro-
viders. Participation by these other institutions could be mandated given
the development of performance measures and positive assessments of these
institutions’ capabilities to report data publicly.

Many large physician organizations are also ready to participate now
in pay for performance. The threshold size of organizations required to
participate would be determined by the Secretary of DHHS. Voluntary par-
ticipation by individual physicians and small physician organizations
during the initial phase of pay for performance could improve the accep-
tance of performance-based rewards by allowing physicians time to develop
both confidence in the measures and the structural supports necessary for
participation.

Conclusion

The committee recognizes the importance of establishing the expecta-
tion that all Medicare providers will participate in public reporting and pay
for performance. However, it also recognizes that the pace of implementa-
tion, the breadth of measure sets applicable to specific types of providers,
and the size and distribution of reward pools will need to vary depending
upon the availability of measures and the organizational and technological
challenges faced by different providers in carrying out performance mea-
surement and reporting. Efforts should begin immediately to develop and
test performance measure sets that fill existing gaps so that all providers can
also begin to participate in public reporting and pay for performance as
soon as possible.
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Some physicians may face greater barriers to implementation than other
providers and should therefore be considered separately. CMS should im-
mediately develop and implement a strategy for ensuring that virtually all
physicians participate—on at least some measures—as soon as possible.
This strategy will need to be sensitive to differences across specialties in the
availability of performance measures and the diversity of information sys-
tems and operational supports in different practice settings. Financial in-
centives adequate to ensure early and broad physician participation in the
submission of performance measures and public reporting should be em-
ployed. Consideration should be given to benefits such as linking acceler-
ated payments or the physician annual payment update to rewards to pro-
vide an incentive for public reporting in the same manner that was used
with hospitals, as described in the Deficit Reduction Act of 2005. Initial
measure sets for pay for performance may need to be limited in some physi-
cian settings. In establishing the size of the reward pools, CMS will need
to strike a balance between providing financial incentives sizable enough
to lead to near-universal participation and recognizing that initial
measure sets are narrow, presenting an incomplete picture of a provider’s
performance.

The transformational changes in the delivery system envisioned in the
IOM’s Pathways to Quality Health Care series of reports will depend upon
both the adoption of longitudinal measures of quality that cut across set-
tings and the provision of substantial payment rewards. The strategy used
to implement pay for performance should involve moving as soon as practi-
cal from the current relatively narrow, provider-specific approach to a more
comprehensive, longitudinal set of measures and substantial rewards that
encompass all Medicare providers. A monitoring system should be part of
the implementation process to inform future decisions about the pace of
expansion of the performance measure sets and make it possible to deter-
mine whether the voluntary approach initially recommended for physicians
is achieving the goal of near-universal participation.

Recommendation 7: The Secretary of DHHS should develop and
implement a strategy for ensuring that virtually all Medicare pro-
viders submit performance measures for public reporting and par-
ticipate in pay for performance as soon as possible. Initially, mea-
sure sets may need to be narrow, but they should evolve over time
to provide more comprehensive and longitudinal assessments of
provider and system performance. For many institutional provid-
ers, participation in public reporting and pay for performance can
and should begin immediately. For physicians, a voluntary ap-
proach should be pursued initially, relying on financial incentives
sufficient to ensure broad participation and recognizing that the

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


IMPLEMENTATION 117

initial set of measures and the pace of expansion of measure sets
will need to be sensitive to the operational challenges faced by pro-
viders in small practice settings. Three years after the release of this
report, the Secretary of DHHS should determine whether progress
toward universal participation is sufficient and whether stronger
actions—such as mandating provider participation—are required.

While some small physician organizations and individual physicians
are prepared to participate in public reporting and pay-for-performance
initiatives, many others will require guidance, technical assistance, and ad-
ditional infrastructure to make critical transitions in adopting quality pro-
cedures and information systems that can enable them to engage in these
initiatives. CMS will need to monitor and evaluate the transition phase to
identify and share lessons learned at the level of small and individual prac-
tices. A target strategy could be used to establish clear goals that could
guide this process and to assess progress and unexpected consequences that
emerge as pay for performance is phased in over time. Such a strategy could
be especially useful for implementation among physicians. In the first phase,
for example, only a small percentage of individual physicians or those in
practices with only a few physicians might be expected to report data and
participate in a performance incentive program. After a year or two, a larger
number of physicians might be required to report data to CMS. Another
possible target might be for physicians providing more than half of their
care to Medicare beneficiaries to submit data and participate in the pay-for-
performance program. Performance could also be based initially on a nar-
row set of measures, preferably ones aligned across public and private payer
programs. Physicians could be phased in by the number of areas of specialty
care, by the number of states, or by some other selection criteria, as illus-
trated in Table 5-1. Targets would not be mutually exclusive.

Participation by Specialists

The committee recognizes that specialty care is an integral part of health
care: 41.5 percent of visits nationally are made to specialists (NCHS, 2005),
and two-thirds of physicians are classified as specialists (U.S. GAO, 2003).3

Pay-for-performance programs are, however, limited to those providers for
whom there are performance measures, and the measures presented in the
starter set in Chapter 4 (see Table 4-1) for the most part do not pertain to
specialists. The IOM’s Performance Measurement report found that while

3Generalists are defined in these two sources as those practicing family and general medi-
cine, internal medicine, and pediatrics. Health, United States also includes those in the field of
obstetrics and gynecology.
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many measures exist for specialists, such as those developed for thoracic
surgeons, these measures need further vetting before being considered ro-
bust enough to be used at the national level for payment based on perfor-
mance (USPSTF, 2006). The lack of specialist measures is a critical gap in
performance measures. As mentioned in Chapter 3, pay for performance
could help specialists and others accelerate the development of performance
measures. Efforts should be made to ensure that newly developed measures
are subject to equally rigorous testing for reliability and validity. The com-
mittee concludes that measures for specialists should be addressed with the
utmost urgency and, once available, be included in pay-for-performance
programs.

UNIT OF ANALYSIS AND REPORTING

In designing a pay-for-performance program, it is necessary to decide
whether performance measures will be collected for and rewards paid to
individual providers or groups of providers who together are responsible
for a patient’s care. As discussed in Chapter 4, the committee believes it to
be unavoidable that rewards will be distributed initially by setting of care.
In other words, rewards will be distributed to health plans, dialysis facili-
ties, hospitals, home health agencies, skilled nursing facilities, and physi-
cian offices. Ultimately, the committee envisions that performance will be
measured by following patients across time and across the various settings
in which a patient receives care (see Chapter 2).

Implementation will be different for various types of providers. The
unit of analysis for most institutional settings has already been defined as
the facility itself, rendering the question of payment being made to indi-

TABLE 5-1 Illustrative Targets for Phasing in Pay for Performance for
Physicians

Medicare
Beneficiaries
as 50% or More Specialty

Physicians of Patient Areas States
Year (%) Population (%) (number) (number)

1 10 100 3 5
2 30 75 10 12
3 50 50 20 25
4 75 30 40 38
5 100 10 60+ 50
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viduals or groups of little consequence. On the other hand, rewarding phy-
sicians paid under Part B becomes complicated (see Box 5-2).

Virtual Groups

In identifying options for the unit of analysis for physicians, the com-
mittee discussed the merits of encouraging the formation of “virtual
groups”—groups of physicians who, while not formally connected, would
choose to associate with each other in informal ways to promote coordina-
tion of care and improve efficiency. This could occur, for example, through
patient-determined groups or coordinated use of information technologies.
Box 5-3 provides examples of how virtual groups could function to acceler-
ate improvements in care delivery.

Several arguments can be made for encouraging virtual groups. First,
performance measures for groups, whether organized or virtual, would be
more accurate than those for single physicians or small group practices be-
cause the sample sizes would be larger. Second, the ability to compare and
discuss clinical quality and efficiency with a number of like-minded providers
and possibly share information technology tools could serve to improve over-
all quality. Third, multispecialty virtual groups could encourage coordination
and help overcome the quality deficiencies that arise from poor care coordi-
nation among the various physicians treating a single patient.

Many questions need to be addressed in assessing the feasibility of vir-
tual groups. For example, what financial relationships would be required
among members? What would the legal structure look like? What would
the mechanism be for entering and exiting the group? How could one moni-
tor the impacts as well as the unintended consequences of virtual groups?
What would it take to create such groups? Although many such questions
must be addressed, the committee supports exploration of the formation of
virtual groups.

Promoting Coordination

Health care is often the product of many actors, as patients tend to be
treated by more than a single provider. On average, Medicare beneficiaries
are treated by 5 physicians during a year. Those with such chronic condi-
tions as chronic heart failure, coronary artery disease, and diabetes see an
average of 13 different physicians in a year (MedPAC, 2005b). Patients are
also treated in multiple care settings, moving, for example, among physi-
cian offices, hospitals, and long-term care facilities. As discussed in Chapter
2, the health care received by Medicare beneficiaries is often fragmented
and not well coordinated. This critical problem is thought to result in worse
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BOX 5-2 Example of Units of Analysis
in the Ambulatory Setting

Physician offices differ from other settings in part because of issues
of sample size. The literature has shown that for measures to represent
adequately how well providers are performing, on average 25 cases are
needed (personal communication, G. Pawlson, August 3, 2006). Since
the committee argues that rewards should be linked directly to how well
providers perform based on a composite score for a specific condition
(see Chapter 4), a physician would have to see a minimum of 25 patients
per condition, referred to as cases, to be eligible for rewards. However, a
single primary care physician may not see 25 or more asthmatics or
diabetics, and a physician who did not have a sufficient number of cases
would not qualify for rewards for that condition. This issue also raises the
question of whether rewards will be large enough to be financially mean-
ingful to providers. To address these issues, the committee examined
three alternatives for providing rewards at the physician office level.

Option 1: Individual Physicians. Under this option, individual phy-
sicians with sufficient numbers of cases would be eligible for rewards
associated with performance. The care attributable to each physician
would be known and could therefore be rewarded appropriately. Because
care would be attributable to individual physicians, a shared sense of
responsibility could result from this option. However, many physicians do
not see enough patients for measures to be reliable, and it is difficult to
estimate resource use. Moreover, rewards may be too small under this
option for physicians to seriously consider participating in pay for perfor-
mance. This option also poses the technical problem of attributing pa-
tients to physicians (Pham, 2006).

health outcomes. One way to address this problem is to provide direct and
indirect incentives for care coordination. To the extent that pay for perfor-
mance rewards specific providers for performing at a desired level and care
coordination contributes to high-quality care, pay for performance should
indirectly encourage better care coordination. Nonetheless, the fragmented
nature of care, the increased specialization among professionals, and the
inherent difficulty of assigning responsibility for health outcomes may mean
that more direct incentives are needed to generate the optimal amount of
coordination. To this end, the committee recommends that Medicare en-
courage beneficiaries and their providers to identify a responsible or ac-
countable source of care. This accountable source of care could take vari-
ous forms, including (1) the beneficiary’s predominant caregiver (e.g., a
primary care doctor, a specialist treating a chronic condition), who would
agree to be responsible for the coordination of all of the beneficiary’s care;
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(2) an advanced medical home;4 or (3) an integrated health care system.
The responsible source of care would be accountable for the attribution of
care delivered by the beneficiary’s various providers, as well as for the
patient’s improved outcomes, safety, and efficiency. Being accountable for
the patient would include being in charge of guiding the patient through the
complex health care system, making referrals, checking for contraindicated
medications, and having an integrated medical record with a complete medi-
cal history. The responsible source of care should be compensated for serv-
ing this function.

Option 2: Physician Groups. Under this option, rewards for perfor-
mance would be determined on the basis of the performance of groups of
physicians. The group would be responsible for distributing the rewards,
allowing for such options as investing some of the money in operational
costs. There are advantages to this approach. For example, it would al-
low physicians to aggregate cases, addressing the issues of sample size
and reward size that arise under option 1. Team-oriented care and shared
accountability would also be promoted. Finally, rewarding groups could
mitigate concerns about public reporting and the stigma of poor perfor-
mance that arise in measuring the performance of and rewarding indi-
vidual physicians. Therefore, this option may also enable more rapid
implementation of a pay-for-performance program. A disadvantage of this
option, however, is that holding specific providers responsible for the care
of specific patients would be difficult. The distribution of rewards would
be complicated, but this would be an issue for groups themselves to
address. Another disadvantage of distributing rewards at the group level
is that there is currently a disparity in clinical quality between care deliv-
ered by individual and small-practice physicians as compared with large
physician groups (Bodenheimer et al., 2005). This method would likely
increase that gap.

Option 3: Combination of Options 1 and 2. This option would ini-
tially reward physician groups until measures that could reliably assess
care at the individual physician level were available. Physicians would be
allowed to opt to be rewarded at either level during the transition to the
long-term approach of using individuals as the unit of analysis.

4The definition used here has been modified to refer to multiple primary care practices
linked through information technology systems that pool resources to support the structural
capabilities needed to provide a coordinating function. Such structural capabilities include
having nurse educators and dieticians. The term was originally developed by the American
College of Physicians (ACP, 2006).
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BOX 5-3 Examples of Virtual Groups

Example 1: Hospitalization-Related Virtual Group

A virtual group could be defined as the hospital medical staff and
physicians caring for all patients admitted for a particular condition. For
example, all patients admitted to hospital A for acute myocardial infarc-
tion during a given year could be identified as the study population. All
physicians who provided any care for 25 or more of these patients during
the year following their index admission would be identified as part of the
virtual group and eligible for inclusion in the incentive system. Quality
would be assessed using the best currently available measures, includ-
ing, presumably, risk-adjusted 1-year survival and adherence to the Hos-
pital Quality Alliance and the Ambulatory care Quality Alliance technical
quality measures. Resource use would be measured using price-stan-
dardized measures (e.g., relative value units, diagnosis-related groups,
nursing home per diems) and would include all care received by these
patients, regardless of where it was provided (including out of the area).
Performance could be compared with that of similar groups or with the
group’s own performance during the prior year. Rewards for improved
quality and efficiency could be allocated within the virtual group based on
the proportion of evaluation and management claims for services pro-
vided to the cohort. The group could also be expanded to include other
cohorts (cancer, orthopedics) to increase the number of physicians in-
volved in the reward system.

Example 2: Horizontal Virtual Group

Ten independent primary care physicians located in the same geo-
graphic area could agree to create a virtual group to foster a care man-
agement process for their patients with chronic conditions, which could

Recommendation 8: The Centers for Medicare and Medicaid Ser-
vices (CMS) should design the Medicare pay-for-performance pro-
gram to include components that promote, recognize, and reward
improved coordination of care across providers and through entire
episodes of illness. Thus, CMS should (1) encourage beneficiaries
and providers to identify providers who would be considered their
principal responsible source of care, and (2) pay for and reward
successful care coordination that meets specified standards for pro-
viders who take on that role.
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It must be recognized that not all providers treating Medicare benefi-
ciaries would be willing or able to serve this coordinating function. The
Secretary of DHHS should design the particulars of how providers would
be rewarded for serving this function, in addition to being eligible for re-
wards based on performance. The funding for this purpose need not come
from the pay-for-performance reward pools discussed in Chapter 3, but
could be drawn from the basic payment systems within Medicare.

Beneficiaries would have an important role in this process, in that they
would work with their providers to identify a responsible source of care.

improve quality and value while reducing overall costs. These physicians
might jointly purchase an electronic health information system, as well as
discuss guidelines and the evidence base for best care practices at a
monthly meeting. In joining this virtual group, the ten physicians would
agree to share the costs associated with purchase and implementation of
the electronic system as well as training in its use. In addition, the virtual
group might agree to share the costs and administration of enhanced
clinical support, such as the following:

• Nurses who would serve as care managers for high-risk patients
and visit patients living with targeted chronic conditions for all ten
physicians.

• Bidirectional data provided by a common laboratory vendor to reduce
data entry costs.

• “Service agreements” negotiated with an identified group of specialists
who agreed to use methods approved by all the physicians and in-
crease communication between primary and secondary care providers.

Example 3: Virtual Groups Convened by Health Plans

Health plans could play a convening role in the formation of virtual
groups, for example, by providing a common information technology plat-
form for gathering data across multiple solo or small group practices in
return for a small fee. Practices would not have to be located in the same
geographic area, as they would be linked by common financial and com-
munication systems. As part of their services, plans could also track a
minimum number of patients with chronic conditions and send out
prompts and reminders for recommended preventive services. Reward
sharing could occur through reaching of thresholds on selected perfor-
mance measures (including clinical effectiveness and efficiency) for
chronic conditions determined by CMS.
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Incentives, such as reductions in Medicare Part B premiums, could be used
to encourage beneficiaries to make this designation. The mechanisms for
this involvement should be easy for beneficiaries to understand and apply.
Moreover, all activities related to this process should protect patient confi-
dentiality and be completed in compliance with the regulations of the Health
Insurance Portability and Accountability Act.

The committee recognizes the many technical difficulties associated
with implementing such a process. Nonetheless, the committee believes
enhancing care coordination is essential to improving the overall quality
of care and should be promoted through the use of incentives to the extent
possible.

THE ROLE OF HEALTH INFORMATION TECHNOLOGIES

Potential Benefits

Information technologies might be used as a transformative tool in sys-
tems change to enhance health care delivery. For example, computerized
provider order entry systems can help minimize errors in prescribing medi-
cations. Electronic health records can facilitate clinical documentation and
potentially allow providers to have more complete and comprehensive in-
formation about their patients available at the point of care, and can enable
improvements in the safety, effectiveness, and efficiency of treatment by
making a patient’s medical records portable among multiple providers.

With respect to pay for performance, health information technologies
can assist providers in data collection and reporting activities. Although the
evidence is limited, use of these technologies may reduce the burden on
providers and their staffs associated with reviewing medical records for
reporting purposes as the number of measures grows, improve the accuracy
of the data reported, and expedite the implementation of pay for perfor-
mance. The sooner data are received and validated, the sooner rewards can
be determined and distributed to providers. It is also true that pay for per-
formance can encourage adoption of information technologies. If informa-
tion technologies are indeed found to greatly facilitate improvement, their
adoption may increase significantly. The following discussion assesses the
current state of adoption, current activities, and barriers to implementation
of health information technologies.

Current State of Adoption

Despite the potential importance of health information technologies,
their adoption has been slow in both inpatient and ambulatory settings,
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with most efforts having been initiated in the private sector. Several surveys
of physician practices have found that less than one-third of physicians (12–
27 percent) use electronic health records (Anderson et al., 2005; Heffler et
al., 2005; Reed and Grossman, 2006; Safran et al., 2006). Moreover, only a
small proportion of the electronic health records used by ambulatory care
practices possess the capabilities, including basic decision support (e.g., drug
interaction alerts, notification of abnormal test results) needed to improve
efficiency and quality (Heffler et al., 2005; Reed and Grossman, 2006). The
extent to which electronic health records are actually designed to facilitate
public reporting, however, remains unclear.

In larger, more complex health care settings, such as hospitals and
health care systems, the most successful electronic health records tend to be
the result of systems built in stages over many years (Chaudhry et al., 2006).
Larger hospitals also tend to have higher information technology usage rates
than smaller hospitals (Felt-Lisk, 2006). As of 2005, many hospitals (ap-
proximately 50 percent) had automated their major ancillary clinical sys-
tems (i.e., pharmacy, laboratory, radiology) and were incorporating those
data into clinical data repositories that allow for physician access to review
and retrieve results (Schoen et al., 2005). However, very few hospitals have
implemented either sophisticated electronic systems capable of clinical
documentation and decision support (approximately 8 percent) or comput-
erized provider order entry that is available to any clinician (2–6 percent)
(Berwick, 2002; Schoen et al., 2005). Moreover, the use of information
technologies in hospitals has not yet significantly improved the quality of
public reporting (Felt-Lisk, 2006).

Electronic systems should not be the same for all providers, as different
providers have different needs. For example, computerized provider order
entry systems in hospitals include capabilities for laboratory, radiology, and
consults; none of these services are necessary for a system designed to be
used in a skilled nursing facility. Adoption rates also tend to differ by pro-
vider size. According to one study, smaller providers (i.e., home health agen-
cies, skilled nursing facilities, and groups of fewer than five physicians) can
be expected to have less well-developed electronic capabilities than larger
groups (i.e., hospitals and groups of 20 or more physicians), probably be-
cause of limited financial and personnel resources (Kaushal et al., 2005).

Current Activities

The federal government has initiated activities to support the develop-
ment of health information technologies, as will be underscored by an ex-
ecutive order from the Bush Administration to require all federally financed
providers to adopt uniform information technology standards and quality
measurement tools (Broder, 2006). Primary among these activities is devel-
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opment of a National Health Information Network (NHIN) through sev-
eral efforts, including the following:

• The Consolidated Health Informatics (CHI) initiative, which has
endorsed a portfolio of existing health information interoperability stan-
dards (Bodenheimer, 2005).

• The Healthcare Information Technology Standards Panel, a coop-
erative partnership of public and private stakeholders, supported and funded
by the DHHS Office of the National Coordinator for Health Information
Technology with the purpose of achieving a widely accepted and useful set
of standards that will enable and support widespread interoperability among
health care software applications (ANSI, 2006).

• The American Health Information Community, a commission of
public and private representatives that provides input and recommenda-
tions to DHHS on the development and adoption of architecture, stan-
dards, a certification process, and a method of governance for the ongoing
implementation of health information technology (Thorpe, 2005).

• A set of 16 community health information technology grants total-
ing more than $22.3 million, awarded by the Agency for Healthcare Re-
search and Quality (AHRQ), which are focused on data sharing and
interoperability among providers, laboratories, pharmacies, and patients in
several regions across the country (Cogan et al., 2005).

• Contracts totaling $18.6 million awarded by DHHS to four consor-
tia of technology developers and health care providers to develop proto-
types for an NHIN (Dowd, 2005); and

• Partial or full funding in support of more than 100 Regional Health
Information Organizations (RHIOs)—regional collaborations throughout
the country that facilitate the development, implementation, and applica-
tion of secure health information systems across care settings (including
those funded by AHRQ as noted above) (Ginsburg, 2005).

In addition, in the private sector, Connecting for Health has begun a
National Health Information Exchange initiative, which involves three very
different local health information networks—in Boston, Massachusetts; In-
dianapolis, Indiana; and Mendocino, California—that will work together
to facilitate their secure exchange of health information (Rosenthal et al.,
2005). Several RHIOs are also under way that are fully supported by pri-
vate industries and/or state legislation. The federal government and other
public and private stakeholders need to continue to work aggressively on
the development of these mechanisms for interoperability among health
information technology systems, while also ensuring the confidentiality of
individual patient information.
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Barriers to Implementation

The extent to which health information technologies can yield savings
or better health outcomes is unclear. Gains have been proven only in large
health systems and after long implementation processes. The current low
level of adoption of health information technology is due to many chal-
lenges, not the least of which is cost. Electronic health record systems are an
expensive and high-risk investment—one that involves not only initial ac-
quisition and implementation costs, but also the more significant costs of
short-term productivity loss, ongoing training, redesign of clinical and
administrative processes, and the process of changing the way work is
performed.

The issue of cost was also complicated by the existence of certain fed-
eral laws (i.e., the physician self-referral law [“Stark Law”] and the anti-
kickback statute) intended to prevent payments to clinicians that might en-
courage overutilization of health care services. These laws, however, also
created barriers to the provision of financial and other assistance by larger
to smaller health care providers. On August 1, 2006, the Secretary of DHHS
issued two regulations addressing these laws, lifting some of these barriers.
Whether the regulations will in fact help accelerate adoption of health in-
formation technologies remains to be seen (U.S. DHHS, 2006a,b).

There is also a paucity of quantifiable data in the literature on financial
returns on investment in electronic health record systems (Chaudhry et al.,
2006). For ambulatory practices, the evidence is beginning to point to posi-
tive returns within 3 years, especially when the electronic health record sys-
tem is integrated with a practice management system, as a result of the cost
savings from reduced transcriptions and revenue gains from more appropri-
ate coding (Lied and Sheingold, 2001; Trivedi et al., 2005; Vaccarino et al.,
2005). However, electronic health record systems currently are limited in
their ability to effectively recall, collate, and analyze data. Evidence regarding
the possible benefits of interoperability—the ability to exchange data across
providers, sites, and organizations—has been both limited and mixed. Some
studies have shown significant cost savings (an annual net value of $113.9–
220.9 billion, assuming a 15-year adoption period) (Moran, 2005), while
others have found none. In addition, while the federal government and others
have made some progress in the promulgation of national standards for health
care information exchange and interoperability—through the foundational
work of the CHI initiative and the ongoing work of the Healthcare Informa-
tion Technology Standards Panel, the American Health Information Com-
munity, and RHIOs—there is still a long way to go.

Another challenge faced by physician practices and hospitals has been
the lack of guidance for selecting and implementing electronic health record
systems; it is difficult to know whether a given system will provide the
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necessary functionality in both the short and long terms and whether the
vendor will remain in business to provide upgrades and ongoing technical
assistance. Several efforts have been initiated to address this issue. DHHS
has commissioned the Certification Commission for Healthcare Informa-
tion Technology, a private, nonprofit organization, to develop and evaluate
the certification criteria and inspection process for electronic health record
systems. In addition, many public- and private-sector stakeholders—includ-
ing CMS (through its Doctor’s Office Quality-Information Technology pro-
gram), Medicare (through its Quality Improvement Organizations), pro-
fessional organizations, trade associations, and industry websites—are
beginning to offer technical assistance to both hospitals and physicians.

Finally, both clinicians and consumers have demonstrated resistance to
the adoption of electronic health record systems to aid in systems changes.
It is often thought that clinicians will need to adopt a fundamentally differ-
ent way of making and documenting clinical decisions to incorporate elec-
tronic health records into their practices. The initial phase of implementa-
tion, in particular, will result in longer work hours for clinicians as they
become familiar with the application and enter background information for
each patient (Trivedi et al., 2005). In addition, decision supports are more
useful if the input data are structured and coded, which requires that clini-
cians use structured input supports, such as checklists. Consumers are also
resistant because of concerns about the privacy and confidentiality of their
records, and physician practices and hospitals are sensitive to these concerns.

Role of Health Information Technologies in Pay for Performance

The adoption of health information technologies could facilitate data
collection and reporting, and thereby expedite pay for performance. Al-
though pay for performance might conversely accelerate adoption of infor-
mation technologies, the committee does not suggest that pay for per-
formance be contingent on providers adopting these technologies. The
possession of advanced information systems can place some providers at
greater advantage relative to other providers without these capabilities. The
committee therefore supports all initiatives in both the public and private
sectors to advance the state of health information technology, as well as all
research aimed at determining whether and how significant savings associ-
ated with electronic systems can be achieved.

Recommendation 9: Because electronic health information tech-
nology will increase the probability of a successful pay-for-
performance program, the Secretary of DHHS should explore a
variety of approaches for assisting providers in the implementation
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of electronic data collection and reporting systems to strengthen
the use of consistent performance measures.

STATISTICAL ISSUES

The validity and acceptability of a system for rewarding performance
depends on the quality of the data used to construct the performance mea-
sures. To ensure high-quality data, statistical reliability and validity are es-
sential. Implementation of pay for performance also depends on the compa-
rability of data. Appropriate adjustments must be made to the raw data to
correct for clear biases and confounding elements that may be beyond the
control of the provider. It is important to recognize the major role of benefi-
ciary behavior in overall health care outcomes. These behaviors must be
adjusted for and taken into account when the care delivered is being attrib-
uted to the performance of individual physicians, especially with respect to
outcomes.

Deriving an accurate representation of a provider’s performance neces-
sitates meeting minimum requirements for sample size. Sample size refers to
the number of cases being used to calculate a measure. If there are not
enough cases, poor or excellent outcomes may reflect sample variability
rather than true performance. This issue is particularly important with re-
spect to physicians. As noted earlier, many general practitioners may not
see 25 patients—viewed as a minimum threshold for performance mea-
sures—afflicted with the same condition.

For some measures, the data may be skewed by characteristics of the
patient or the environment. For example, a provider’s performance mea-
sures may look mediocre not because his skills or processes are poor, but
because the cases treated are more complex than average or his patients
have many comorbidities. Risk adjustment is an attempt to correct for such
confounding conditions. Similar adjustments may be necessary for social,
cultural, and economic differences in providers’ patients. For example, some
providers may serve disproportionate numbers of nonadherent patients,
patients who are economically disadvantaged and lack supplemental insur-
ance, or those who are unable to communicate effectively with the pro-
vider. A pay-for-performance program should not penalize providers who
serve such beneficiaries or create incentives to avoid them, recognizing that
programs to promote better behavior should be rewarded. Such unintended
adverse consequences should be compensated for and should not be ne-
glected. These statistical issues are inherent in performance measurement,
but can be adjusted for to better characterize the care that is delivered.
However, much research must be completed before an optimal system is
available. Methods of better accounting for sample-size problems and car-
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rying out risk adjustment must be formulated to ensure the integrity of a
pay-for-performance program.

SUMMARY

Implementation of a pay-for-performance program is complicated. Pro-
viders are at different levels of readiness to participate in such a program
because of variations in the availability of performance measures and sup-
porting infrastructure. Public reporting is a necessary step in rewarding per-
formance. To help ease the burden of data collection, CMS should pay
providers for reporting. It is expected that eventually, all Medicare provid-
ers will be rewarded based on their performance. Adequate financial incen-
tives and assistance should be provided to achieve this goal. While informa-
tion technologies can be useful in accelerating implementation, they are not
necessary for success. A pay-for-performance program should be a learning
system and should therefore undergo regular comprehensive evaluation. The
next chapter addresses monitoring, evaluation, and the research agenda that
must be carried out to better understand the effects of pay for performance
and optimal future directions.

REFERENCES

ACP (American College of Physicians). 2006. The Advanced Medical Home: A Patient-
Centered, Physician-Guided Model of Health Care. Philadephia, PA: ACP.

Anderson GF, Hussey PS, Frogner BK, Waters HR. 2005. Health spending in the United States
and the rest of the industrialized world. Health Affairs 24(4):903–914.

ANSI (American National Standards Institute). 2006. Healthcare Information Technology
Standards Panel. [Online]. Available: http://www.htsip.org [accessed May 30, 2006].

Baker G, Carter B. 2005. Provider Pay-for-Performance Incentive Programs: 2004 National
Study Results. San Francisco, CA: Med-Vantage, Inc.

Berwick D. 2002. A user’s manual for the IOM’s “Quality Chasm” report. Health Affairs
21(3):80–90.

Bodenheimer T. 2005. The political divide in health care: A liberal perspective. Health Affairs
24(6):1426–1435.

Bodenheimer T, May JH, Berenson RA, Coughlan J. 2005. Can Money Buy Quality? Physi-
cian Response to Pay for Performance. Washington, DC: Center for Studying Health
System Change.

Broder D. 2006, August 6. Administration aims to set health-care standards. Washington Post.
Chaudhry B, Wang J, Wu S, Maglione M, Mojica W, Roth E, Morton SC, Shekelle PG. 2006.

Systematic review: Impact of health information technology on quality, efficiency, and
costs of medical care. Annals of Internal Medicine 144(10):742–752.

CMS (Centers for Medicare and Medicaid Services). 2006. Hospital Compare. [Online]. Avail-
able: http://www.hospitalcompare.hhs.gov [accessed May 15, 2006].

Cogan JF, Hubbard RG, Kessler DP. 2005. Making markets work: Five steps to a better health
care system. Health Affairs 24(6):1447–1457.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


IMPLEMENTATION 131

The Commonwealth Fund. 2006. Washington Health Policy Week in Review. [Online]. Avail-
able: http://www.cmwf.org/healthpolicyweek/healthpolicyweek_show.htm?doc_id=
362624&#doc362626 [accessed June 2, 2006].

Dowd B. 2005. Coordinated agency versus autonomous consumers in health services markets.
Health Affairs 24(6):1501–1511.

Felt-Lisk S. 2006. Issue Brief: New Hospital Information Technology: Is It Helping to Im-
prove Quality? Washington, DC: Mathematica Policy Research, Inc.

Ginsburg P. 2005. Competition in health care: Its evolution over the past decade. Health
Affairs 24(6):1512–1522.

Heffler S, Smith S, Keehan S, Borger C, Clemens MK, Truffer C. 2005. Trends: U.S. health
spending projections for 2004–2014. Health Affairs w5.74.

Hibbard JH, Slovic P, Peters E, Finucane M. 2000. Older Consumers’ Skill in Using Compara-
tive Data to Inform Health Plan Choice: A Preliminary Assessment. Washington, DC:
Public Policy Institute, AARP.

Hibbard JH, Slovic P, Peters E, Finucane ML. 2002. Strategies for reporting health plan per-
formance information to consumers: Evidence from controlled studies. Health Services
Research 37(2):291–313.

Hibbard JH, Stockard J, Tusler M. 2005. Hospital performance reports: Impact on quality,
market, share, and reputation. Health Affairs 1150–1160.

IOM (Institute of Medicine). 2006. Performance Measurement: Accelerating Improvement.
Washington, DC: The National Academies Press.

Jha AK, Epstein AM. 2006. The predictive accuracy of the New York state coronary artery
bypass surgery report-card system. Health Affairs 25(3):844–855.

Kaushal R, Bates DW, Poon EG, Jha AK, Blumenthal D, Harvard Interfaculty Program for
Health Systems Improvement NHIN Working Group. 2005. Functional gaps in attaining
a national health information network. Health Affairs 24(5):1281–1289.

Kesselheim AS, Ferris TG, Studdert DM. 2006. Will physician-level measures of clinical per-
formance be used in medical malpractice litigation? Journal of the American Medical
Association 295(15):1831–1834.

Lied TR, Sheingold S. 2001. HEDIS performance trends in Medicare managed care. Health
Care Financing Review 23(1):149–160.

Marshall MN, Shekelle PG, Leatherman S, Brook RH. 2000. The release of performance data:
What do we expect to gain? A review of the evidence. Journal of the American Medical
Association 283(14):1866–1874.

MedPAC (Medicare Payment Advisory Commission). 2005a. Report to the Congress: Medi-
care Payment Policy. Washington, DC: MedPAC.

MedPAC. 2005b. MedPAC Data Runs. Washington, DC: MedPAC.
MedPAC. 2006. Report to the Congress: Medicare Payment Policy. Washington, DC: MedPAC.
Moran DW. 2005. Whence and whither health insurance? A revisionist history. Health Affairs

24(6):1415–1425.
NCHS (National Center for Health Statistics). 2005. Health, United States, 2005: With Chartbook

Trends in the Health of Americans. Hyattsville, MD: U.S. Government Printing Office.
Pham M. 2006. How Many Doctors Does It Take to Treat a Patient? The Challenges That

Fragmented Care Poses for P4P. Unpublished.
Reed MC, Grossman JM. 2006. Data Bulletin: Growing Availability of Clinical Information

Technology in Physician Practices. Washington, DC: Center for Studying Health System
Change.

Robinowitz DL, Dudley RA. 2006. Public reporting of provider performance: Can its impact
be made greater? Annual Review of Public Health 27:517–536.

Rosenthal MB, Frank RG, Li Z, Epstein AM. 2005. Early experience with pay-for-perfor-
mance: From concept to practice. Journal of the American Medical Association 294(14):
1788–1793.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


132 REWARDING PROVIDER PERFORMANCE

Safran DG, Miller W, Beckman H. 2006. Organizational dimensions of relationship-centered
care: Theory, evidence, and practice. Journal of General Internal Medicine 21(s1):
S9–S15.

Schoen C, Osborn R, Huynh PT, Doty M, Zapert K, Peugh J, Davis K. 2005. Taking the pulse
of health care systems: Experiences of patients with health problems in six countries.
Health Affairs w5.509.

Thorpe KE. 2005. The rise in health care spending and what to do about it. Health Affairs
24(6):1436–1445.

Trivedi AN, Zaslavsky AM, Schneider EC, Ayanian JZ. 2005. Trends in the quality of care
and racial disparities in Medicare managed care. New England Journal of Medicine
353(7):692–700.

U.S. DHHS (United States Department of Health and Human Services). 2006a. Medicare and
state health care programs: Fraud and abuse; safe harbors for certain electronic prescrib-
ing and electronic health records arrangements under the anti-kickback statute; final rule.
Federal Register 71(152):45109–45137.

U.S. DHHS. 2006b. Medicare program; physicians referrals to health care entities with which
they have financial relationships; exceptions for certain electronic prescribing and elec-
tronic health records arrangements. Federal Register 71(152):45139–45171.

U.S. GAO (United States General Accounting Office). 2003. Physician Workforce: Physician
Supply Increased in Metropolitan and Nonmetropolitan Areas but Geographic Dispari-
ties Persisted. [Online]. Available: http://www.gao.gov/new.items/d04124.pdf [accessed
January 12, 2006].

USPSTF (U.S. Preventive Services Task Force). 2006. Guide to Clinical Preventive Services.
[Online]. Available: http://www.ahrq.gov/clinic/cps.3dix.htm [accessed June 13, 2006].

Vaccarino V, Rathore SS, Wenger NK, Frederick PD, Abramson JL, Barron HV, Manhapra A,
Mallik S, Krumholz HM, National Registry of Myocardial Infarction Investigators. 2005.
Sex and racial differences in the management of acute myocardial infarction, 1994
through 2002. New England Journal of Medicine 353(7):671–682.

Vaiana ME, McGlynn EA. 2002. What cognitive science tells us about the design of reports for
consumers. Medical Care Research and Review 59(1):35–59.

Werner RM, Asch DA. 2005. The unintended consequences of publicly reporting quality in-
formation. Journal of the American Medical Association 293(10):1239–1244.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


133

6

Monitoring, Evaluation, and Research:
Future Directions

CHAPTER SUMMARY

Pay for performance is one important means by which reimburse-
ment mechanisms can be realigned to promote quality health care.
Given both its considerable potential to impact care and the limited
experience to date with implementation of such a program, a pay-
for-performance program in Medicare should be closely monitored
and evaluated so its design and use can quickly be modified to
reflect experience gained in the real world. In addition, traditional
forms of research must be used to address more technical ques-
tions. This chapter presents both a process for ongoing monitoring
and evaluation and a research agenda.

Monitoring, evaluation, and research are integral components of a pay-
for-performance program and should encompass the following:

• Use of data collected from existing measures to help analyze the ef-
fect of pay for performance.

• Processes for developing valid, robust performance measures that
are increasingly linked to meaningful clinical outcomes and characterize
performance comprehensively.

• The ability to develop real-time monitoring systems that are capable
of quickly identifying benefits—both intended and serendipitous—as well
as unintended adverse consequences.

• Definition of an initial research agenda to address technical matters
pertaining to questions raised in this report.

Monitoring, evaluation, and research functions should not be divorced
from program design and implementation or merely appended to pay-for-
performance programs. Rather, their success depends on having a strong
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learning system that is intrinsic to the design and activities of the program.
Such a learning system would build on previous experiences and enable Medi-
care to better fulfill its congressional mandate to serve beneficiaries. In addi-
tion, it is expected that the private sector would closely attend to the Medi-
care experience, supporting the government’s mission to articulate national
goals and leveraging private resources in concert with the public program.
Conversely, the absence of a scientifically valid, comprehensive, integrated,
and flexible system—one that facilitated learning from experience—would
likely contribute to the failure of a pay-for-performance program. Aggressive
actions are necessary now to take full advantage of the opportunity offered
by pay for performance by increasing the knowledge base regarding the nexus
of reimbursement, provider behavior, and quality of health care.

Recommendation 10: The Secretary of DHHS should implement a
monitoring and evaluation system for the Medicare pay-for-perfor-
mance program in order to:

• Assess early experiences with implementation so timely correc-
tive action can be taken.

• Evaluate the overall impact of pay for performance on clinical
quality, patient-centeredness, and efficiency.

• Identify the best practices of high-performing delivery settings
that should be shared with others to improve care throughout
the nation.

This active learning system should be complemented by the identifica-
tion of a more conventional research agenda through consensus among the
major stakeholders and at the national level. This research agenda should
address identified gaps in payment methodologies and the incorporation of
new measures, and create the context for future investigations as actual
experience with pay for performance raises new questions.

FUNDAMENTALS OF EVALUATION AND RESEARCH

Performance measures will be used to evaluate the benefits of pay for
performance and to identify the effects of its implementation on health out-
comes. Ideal measures should have the following characteristics:

• Pertain to the domains of interest—clinical quality, patient-centered-
ness, and efficiency.

• Link to meaningful clinical outcomes.
• Be clearly defined.
• Be easily implemented.
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The first report in the Institute of Medicine’s (IOM’s) Pathways se-
ries—Performance Measurement: Accelerating Improvement—identified
measures of potential value as well as gaps in existing measures to be filled
through directed research (IOM, 2006b). The second report in the series—
Medicare’s Quality Improvement Organization Program: Maximizing Po-
tential—emphasized the need for expert technical assistance to providers
attempting to use performance measurement for quality improvement pur-
poses (IOM, 2006a). Performance measurement requires attention to the
integrity and validity of baseline assessments so the impact of aligning reim-
bursement mechanisms through pay for performance can be accurately as-
sessed. Performance measures pertinent to pay for performance should have
clear metrics that are easy to interpret and implement; the burden on pro-
viders associated with the collection of the data should be reasonable; and
the results should be clearly presented and easy to understand by all con-
sumers of the information. Measures should emphasize meaningful patient
outcomes rather than simply the more easily assessed processes of care,
though it is of value to define and support the link between these two types
of data. Special consideration should be given to measures that evaluate
patient experiences and access to care. Consistent with the fundamental
principle of “first, do no harm,” it is vital that new measures be able to
detect evidence of unintended adverse consequences as quickly as possible.

To be of maximum use, lessons learned through the measurement of
performance and the subsequent analysis of performance data should be
publicly reported. This information should be communicated quickly and
clearly in a manner that makes it useful to a wide variety of decision mak-
ers—patients, health care providers, payers, health plans, and regulators.

AN ACTIVE LEARNING SYSTEM

Lessons learned from those pay-for-performance programs already in
place (see Chapter 2) have considerable potential to enrich the practical
understanding of effective design principles for such programs: those that
will achieve desired change without incurring significant adverse unintended
consequences. The committee envisions a learning system that will focus on
the impact of pay for performance on Medicare beneficiaries, but optimally
will be able to identify safeguards and benefits that could be generalized to
other patient populations and to programs in the private sector. The knowl-
edge base supporting the effectiveness of the pay-for-performance concept
is currently incomplete (Petersen et al., 2006); nevertheless, considerable
program assessment and guidance are possible now.

To achieve success with the greatest efficiency, actual experience with
pay for performance must be accurately and objectively assessed, and the
assessment results—both best practices and practices that produce adverse
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consequences—disseminated to those who need to make use of them. This
learning system will require definition and coordination at the national level;
the Medicare program is well positioned to take the lead in implementing
this function. To be an effective leader, Medicare must collaborate with
other public and private efforts in pay for performance. Examination of the
collective experience with pay for performance and coordination of research
will help advance learning and the entire research agenda. This collabora-
tion should also lead to an alignment of pay-for-performance programs in
order to reduce provider confusion and aid in achieving program goals.

The committee proposes that an active learning system be developed
and incorporated into any Medicare pay-for-performance program; indeed,
such a system, properly designed, will inform and guide the activities of the
program itself. The active learning system should have the following char-
acteristics and capabilities:

• Focus data collection efforts on a robust set of performance mea-
sures that address national health care goals.

• Collect, aggregate, analyze, and disseminate data in a fashion that
allows for timely decision making.

• Facilitate real-time program modifications based on evidence of ben-
efits or adverse effects.

The passage of time, coupled with objective reflection, provides both
a filter and a lens for program assessment. Caution, not tentativeness
or hesitation, should characterize the implementation of a pay-for-
performance program. An effective learning system seeks to instill an atti-
tude of openness and inquiry that recognizes these programs as works in
progress that should be guided, validated, and enhanced by data. The
system should also create a climate in which modifications based on expe-
rience are welcomed.

Learning organizations have five key elements (Senge, 1990):

• Systems thinking—looking at the dynamics of the system as a whole
and in the long term, especially the interactions among individual parts of
the system.

• Personal mastery—learning and vision at the individual level, includ-
ing the individual’s recognition of his or her role in the system.

• Mental models—examination of how individuals approach prob-
lems; in a learning organization, individuals must learn how to recognize
their own perceptions and work at being open to new models.

• Building of a shared vision—creation of a picture of the future that is
shared and desired by all individuals in the system, and therefore leads to
increased enthusiasm and clarity.
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• Team learning—a process of using and enhancing the capabilities of
individuals within the system, including ongoing dialogue, to achieve the
shared vision.

Effective learning organizations also have strong leaders involved in
creating the guiding ideals of the system, committing to and managing the
shared vision, and helping to empower the individuals in the system. It is
important for the Centers for Medicare and Medicaid Services (CMS) to
assume this leadership role in the initiation of a successful learning system
within a pay-for-performance program in Medicare.

All of the elements of a good learning organization also depend on an
ongoing dialogue among the members of the organization. Such a dialogue
includes continuous examination and reflection, as practiced commonly in
the rapid-cycle improvement approach espoused by Shewhart and Deming
(Value Based Management.net, 2006). In this approach, a group or indi-
vidual learns about the consequences of an action and then responds to those
results to improve the system (commonly known as a PDCA or PDSA cycle:
Plan-Do-Check/Study-Act). This cycle involves planning a small change in a
process, executing the change, studying the results, and ultimately taking ac-
tion to react to the results. In a pay-for-performance program, this type of
cycle could be used continuously to improve the program and react immedi-
ately to any consequences detected—either to expand upon a change that
produces benefits or curtail a change that produces adverse effects.

Many others have studied the important elements of learning organiza-
tions that can help achieve continuous improvement (Garvin, 1993; Senge,
1996; Ferlie and Shortell, 2001; Frankl and Gibbons-Carr, 2001; Garcarz
and Chambers, 2003; Rushmer et al., 2004). In the United Kingdom,
Garcarz and colleagues (2003) developed a toolkit for creating a learning
organization. Box 6-1 presents a list of the factors they identified as neces-
sary for effective learning.

While many theories and perspectives exist as to what makes a learning
system successful, there are certain overlapping elements CMS should consider
when designing a pay-for-performance program in Medicare: providing strong
leadership; developing a shared vision; creating an environment that allows for
learning from experience (including mistakes); and, especially, considering the
program as a whole, including the interactions among all individual elements.

RESEARCH AGENDA

Performance Measurement

The first report in the Pathways series, Performance Measurement: Ac-
celerating Improvement (IOM, 2006b), proposed an aggressive agenda for
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further research. As articulated in that report, to help realize the vision of
quality health care articulated in the Quality Chasm report (IOM, 2001),
three aims of care should receive particular focus in the development of new
performance measures: efficiency, equity, and patient-centeredness (IOM,
2001). The Performance Measurement report also called for measures to
better assess the quality of care offered during a patient’s transition from
one provider setting to another (e.g., from hospital to nursing home or from
home to emergency department); such transitions have previously been iden-
tified as problematic periods during which errors are made, and important
aspects of the comprehensive care plan are overlooked (Moore et al., 2003;
Coleman and Berenson, 2004; Coleman and Fox, 2004; Coleman et al.,
2005). Additionally, standards of care for patients with multiple chronic
diseases are lacking. These patients are frequent users of the health care
delivery system, seeing a variety of providers and utilizing many resources.
Development of such standards is imperative to better understand how best
to treat these patients who may derive most benefit from these efforts.

Numerous challenges must be faced in the development, implementa-
tion, and ongoing evaluation of performance measures that can align pay-
ment incentives with quality health care. Multiple methodological consider-
ations—risk adjustment reflecting patient populations of varying acuity, small
sample sizes at the individual practitioner level, comparative weighting of

BOX 6-1 Factors Necessary for Effective
Learning to Take Place

Shared vision
Leadership
Empowerment of the workforce
Culture enabling learning from mistakes
Consumer focus
Commitment to teamwork
Knowledge management systems
Education, training, and development needs analysis
Appraisal, performance, and personal development plans
Identified and protected education and training budget
Opportunity to apply new skills and knowledge
Sustained change and improvement
Time for learning and reflection
Feedback and evaluation

SOURCE: Garcarz et al., 2003.
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measures based on their contribution to achieving identified goals, and attri-
bution of responsibility among multiple providers participating in the care of
a single patient—have already been identified as high-priority areas for fur-
ther research to better asses the true impact of payment incentives.

Development of an Evidence Base

Many conclusions in this report are based on an analysis of reasonable
alternatives rather than a firmly established, rich evidence base. Much addi-
tional data about pay for performance must be gathered, aggregated, and
analyzed to inform decision makers. Full advantage should be taken of the
research potential of every pay-for-performance program that is imple-
mented; in particular, the committee reiterates the importance of conduct-
ing an ongoing assessment of any program implemented within Medicare.

CMS should carry out demonstration projects to evaluate options that
are theoretically sound but untested. Such projects could limit risks and
accelerate progress in realignment of reimbursement by confirming benefits
and averting undue hardships for beneficiaries or providers. The following
are examples of questions that should be addressed by demonstration
projects or by other methods:

• What is the threshold magnitude for rewards that will lead to signifi-
cant changes in provider behavior? Does it vary among different types of
providers (such as hospitals versus physicians)?

• What are the effects of rewarding incremental change by recognizing
relative improvement in practice versus rewarding only attainment of an
absolute level of performance?

• What criteria should be used to determine how rewards should be
structured? Does the selected structure equitably recognize shared account-
ability among providers?

• Should performance measures that enhance value to the patient al-
ways be the first priority for rewards? To what extent is control of costs
advantageous to patients?

• Should performance measures that recognize achievement in differ-
ent domains of performance—clinical quality, patient-centeredness, and ef-
ficiency—be weighted differently in determining rewards?

• How can a pay-for-performance program promote comprehensive
rather than episodic care?

• Should rewards be made at the organizational level or at the level of
the individual provider?

• Are virtual groups a feasible alternative?
• How can best practices be identified and incorporated into a pay-

for-performance program?
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• Is risk adjustment necessary to balance effectiveness and fairness?
• How can a pay-for-performance program promote efficient health

care without compromising clinical quality or patient-centeredness?
• How should a pay-for-performance program be structured to sus-

tain meaningful quality improvement over time?

A detailed analysis of methods for answering these research questions is
beyond the scope of this report; however, a broad range of methodologies
should be considered. In particular, mining of large databases offers real
potential, particularly if the public and private sectors can be linked in a
meaningful way.

Oversight

It appears likely that oversight of any significant program of research
and evaluation for pay-for-performance initiatives will have to occur at the
national level, both within and outside the Medicare program and consis-
tent with national consensus goals for health care. The National Quality
Coordination Board proposed in the first report in the Pathways series
(IOM, 2006b) is a particularly applicable model for this purpose. The Board
might make use of the services of other organizations, both public (CMS,
the Agency for Healthcare Research and Quality, the Government Account-
ability Office) and private (the Joint Commission on Accreditation of
Healthcare Organizations, the National Committee for Quality Assurance,
the National Quality Forum), that are already performing some of these
functions with demonstrated ability.

SUMMARY

This chapter has addressed issues related to the future directions for
monitoring and evaluation of a pay-for-performance program within Medi-
care and proposed a research agenda. Key points made are as follows:

• Monitoring, evaluation, and research will depend upon the devel-
opment of valid and robust measures, as well as a real-time monitoring
system.

• A successful pay-for-performance program must encompass the ele-
ments of a true learning system, including having strong leadership, a shared
vision, and an environment that allows for action in response to observa-
tions (including the opportunity to learn from mistakes).

• A research agenda must address the fundamentals of performance
measurement as necessary to align payment incentives with quality improve-
ment. In the short term, the development of new measures should address
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in particular the domains of clinical quality, patient-centeredness, and effi-
ciency, and should also be focused on enhanced care coordination. Research
should attempt as well to build an evidence base upon which the design of
future pay-for-performance programs can be based.
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ACUTE CARE HOSPITALS, INPATIENT

The inpatient hospital prospective payment system (PPS), which was
established in 1983, uses a preset payment schedule based on a patient’s
principal diagnosis at discharge, comorbidities, and complications. The ser-
vice unit is a patient stay. The fixed payment amounts are intended to cover
the average costs of all services, supplies, and elements of care an efficient
hospital would need to treat the average patient in a specified diagnosis-
related group (DRG). There are 524 distinct DRGs, each of which encom-
passes “patients with similar clinical problems that are expected to require
similar amounts of hospital resources” (MedPAC, 2005a). Some cases will
cost the hospital more and others less than actual Medicare payments for a
particular diagnosis. While these “bundled” payments are indexed to ac-
count for geographic differences in labor and other input costs, all hospitals
within an area receive the same base payments for DRGs regardless of qual-
ity (Worzala et al., 2003). Hospital-specific adjustments that take the form
of a percentage increase in all payments are made for institutions serving a
disproportionate share of low-income and uninsured patients and teaching
hospitals.

The acute inpatient hospital PPS provides an incentive to manage the
costs of inputs needed for care. Hospitals can manage their costs by elimi-
nating unnecessary services, reducing the intensity of services per case, bar-
gaining hard over input prices, shortening lengths of stay, increasing the
volume of less complex cases within any particular DRG, and reducing the
volume of cases in DRGs for which Medicare’s preset payment does not

A

Selected Medicare Prospective
Payment Systems
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cover the costs of the average case. The impact of the hospital inpatient PPS
on the quality of hospital care is unclear. Early concerns that the DRG
payment system would lead to stinting on care and an inappropriate short-
ening of hospital stays appear largely to have been unfounded. MedPAC’s
most recent assessment of trends found lower in-hospital and 30-day mor-
tality rates, improvement in measures of appropriateness of care and clini-
cal effectiveness, and some increases and some decreases in measures of
adverse events (MedPAC, 2006).

ACUTE CARE HOSPITALS, OUTPATIENT

The implementation of inpatient PPS promoted a shift of care to outpa-
tient departments because hospitals continued to be reimbursed for such
care on a retrospective, cost basis. To reduce this incentive, a hospital out-
patient PPS was introduced in 2000. Like the inpatient PPS, the outpatient
system groups services that are similar clinically and costwise into one of
about 850 ambulatory payment classification (APC) categories, each with
its own payment rate.  Additional APCs are designated for new technolo-
gies—those for which the Centers for Medicare and Medicaid Services has
insufficient data—which are grouped together by cost, not clinical similar-
ity. There are also pass-through payments that cover the costs of particular
new drugs; costs of biologicals and devices used in the delivery of services;
outlier payments for cases that are unusually expensive relative to the preset
payment rate; and adjustments for rural, low-volume facilities.

Compared with the inpatient PPS, the outpatient system provides some-
what weaker incentives for efficiencies because the APC service bundles are
not as broad as those of the DRGs, and the use of certain new technologies
is encouraged. The volume of outpatient services continues to grow rapidly
as procedures once requiring a hospital stay can now be performed safely
on an outpatient basis. There is little systematic knowledge about trends in
the quality of outpatient care or the impact that the outpatient PPS may
have had on the quality of care.

SKILLED NURSING FACILITIES

Skilled nursing facilities (SNFs) shifted from cost-based reimbursement
to a PPS in 1998. Under the PPS, SNFs are paid set per diem rates for each
patient. Based on periodic assessments, patients with similar needs and char-
acteristics are placed in one of 53 resource utilization groups, each with its
own payment rate. These rates, which are the sum of a nursing component,
a therapy component, and a routine services component, are intended to
cover all routine care and ancillary services. Additional payments are made
for certain rare but high-cost ancillary services, such as an outpatient hospi-
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tal scan. The per diem base payments are adjusted for geographic differ-
ences in labor costs. Nontherapy ancillary services, such as tracheostomy
and ventilator care, and certain prescription drugs, while included in the
nursing component of the base rate, were not included in the case mix
indexes, so the base payments do not appropriately reflect the resource
needs of certain extensive care patients (MedPAC, 2006). Recently, pay-
ments for patients needing extensive (nontherapy) services were reduced
absolutely and in comparison with those for patients needing therapies, and
that change may explain the relatively longer delays such patients encoun-
ter in accessing SNF care (MedPAC, 2005b). Information is insufficient for
making judgments about the quality of care provided in individual facilities
or industrywide; only three measures collected through the patient assess-
ment and reporting system known as the nursing home Minimum Data Set
relate to the quality of SNF care.

HOME HEALTH

Medicare’s market share nationally for free-standing home health care
was 32 percent in 2003; the percent for hospital-based home health care
was not available (MedPAC, 2006). Until the mid-1990s, home health agen-
cies received cost-based reimbursement from Medicare. The number of
Medicare patients, the number of services provided per case, and the num-
ber of agencies grew quickly in the early 1990s. Although the number of
visits for each case had to be approved by the Medicare fiscal intermediary,
the cost-based system encouraged agencies to provide as many visits as
would be allowed. In 1998 Medicare implemented a 2-year interim pay-
ment system to provide a transition to prospective payment. The interim
system included a financial incentive to cut the number of visits per case
when possible. The number of participating agencies dropped by approxi-
mately 30 percent from 1997 to 2000, indicating the impact of Medicare’s
payment policy, along with strong new regulatory efforts to control fraud
and abuse in the home health industry.

Under the home health PPS, implemented in 2000, the unit of payment
is an episode, which includes all services needed during a 60-day period. If
the patient needs care for a longer period, the home health agency receives
another episode payment. The episode includes skilled nursing care; physi-
cal, occupational, and speech therapy; and medical social work and aide
services. Patients are assigned to one of 80 Home Health Resource Groups
based on their functional status, clinical condition, and likely use of various
services. Outlier payments are made for particularly costly episodes, and
reduced payments are made for episodes that require fewer than five visits,
for transfer cases, and for patients that have a significant change in status
during an episode.
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Lacking a sophisticated case mix adjustment that accurately reflects the
likely resource needs of the patient, providers have an incentive to decrease
the number of visits per episode and to increase the number of episodes per
patient. The impact of the payment system can be seen during the transition
period, between 1997 and 2002: the average visits per episode dropped
from 36 to 19 and the average length of stay from 106 to 56 days (MedPAC,
2005d).

Performance measures of home health services show quality has im-
proved slightly or remained stable over the last couple of years, but that
trend cannot be related to specific changes in payment. What confounds
judgments about the impact of payment incentives on the use of home health
services and their quality is the lack of specific methods and guidelines for
identifying patients in need of such services, what specific services they need,
and whether home health is the most appropriate source for that care. This
situation is not unique to home health care; it is typical of all post–acute
care settings in which patients can receive similar services from different
types of providers that receive different amounts and types of payments.

OUTPATIENT DIALYSIS SERVICES

The payment for outpatient dialysis services has two parts: the slightly
larger part is a prospective composite payment that covers the bundle of
services associated with a dialysis treatment, and the smaller part covers
certain separately billable drugs and supplements, such as erythropoietin,
vitamin D, and iron. Dialysis facilities also receive payments for laboratory
tests not included in the composite rate. The composite payment is adjusted
for the patient’s age, body mass, and body surface area and for geographic
differences in wages and other costs. While the base payment is the same
for hemodialysis and peritoneal dialysis and for in-center or home dialysis,
hospital-based facilities receive $4 more per treatment.

The payment system had created incentives for providers to increase
the efficiency of the composite-covered services and to increase use of the
separately covered drugs and supplements because the latter payment had
been based on the average wholesale price of the products, which exceeded
the centers’ acquisition costs. The Medicare Prescription Drug, Improve-
ment, and Modernization Act of 2003 (Public Law 108-173) required that
beginning in 2006, the drug payment be the average sales price plus 6 per-
cent, and that the savings be added to the composite rate. This less generous
drug payment was intended to slow the growth in drug spending without
jeopardizing the quality of care for dialysis patients. While the volume of
services has been growing, the proportion of people receiving services at
home has been shrinking (MedPAC, 2006). Because the payments are loca-
tion neutral, the latter trend may indicate a perception on the part of pro-

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


APPENDIX  A 149

viders that home dialysis is more costly to provide or that patients find it
less desirable. The dialysis program has its own quality improvement orga-
nizations that have documented improvements in care between 1999 and
2003, but it is too soon to tell whether recent changes in the payment sys-
tem have had any effect on this trend.

PHYSICIANS

Medicare pays for services provided by physicians and other medical
professionals who can charge directly—such as dentists, optometrists,
podiatrists, chiropractors, psychologists, clinical social workers, nurse mid-
wives, certified registered nurse anesthetists, physician assistants, nurse prac-
titioners, clinical nurse specialists, physical therapists, occupational thera-
pists, and registered dietitians—under the physician fee schedule. This
schedule assigns a payment amount to each of more than 7,000 procedures,
visit types, and other diagnostic and therapeutic services. The scope of some
of the services—such as a flu shot—is quite narrow, while that of others—
such as the office and hospital visits and surgery associated with a hip re-
placement—is quite broad. Over 74 percent of public and private payers,
including state Medicaid programs, have adopted components of the Medi-
care system for reimbursing physicians (AAP, 2005).

The specific amount of the payment is based on the relative costliness
of the professional work, practice expenses, and liability insurance needed
to provide the service. The latter two components are adjusted for geo-
graphic differences in costs. Because the initial methodology for determin-
ing the relative value of the professional work involved in providing specific
services was based on calculations of the resources used in care, the time
involved, the complexity of procedures, and physician training,1 the fee
schedule tends to reward specialty care at higher rates relative to primary
care.

The annual updates to the physician fee schedule are governed by the
sustainable growth rate, which, broadly speaking, limits the growth in per
beneficiary physician fee schedule expenditures to the growth in per capita
gross domestic product. Recent rapid growth in the volume and intensity of
services and congressional interventions to stave off payment reductions
have created a situation in which the updates for the physician fee schedule
are projected to be negative for at least the next 7 years.

1These costs are divided into three components: the amount of physician work that goes into
a service, the practice expense for the provision of the service, and the professional liability
expense for the provision of the service. The relative value is also multiplied by Geographic
Practice Cost Indices for each Medicare locality, and then translated into a dollar amount by
an annually adjusted conversion factor.
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Since the system is based on paying per service provided, it tends to
penalize rather than reward physicians who use fewer resources or services
to achieve a given level of quality or outcome (Wilensky, 2005). But the
physician or other provider will receive additional payment if the service
resulted in a complication and had to be repeated or followed by corrective
procedures. The payment system also tends to offer higher rates for new
technologies while providing few incentives to use older, lower-cost tech-
nologies that may be equally effective.

MEDICARE ADVANTAGE

Medicare Advantage (MA) plans are paid a capitated amount for each
participant each month, the size of which depends on the plan’s bid, a bench-
mark, and the risk characteristics of the beneficiary. For local plans, those
that offer their services on a county-by-county basis, the benchmark is the
county MA payment rate that existed before 2006, updated each year by
the increase in national per beneficiary fee-for-service (FFS) spending. The
old payment rates generally exceeded the average per capita expenditures
for FFS, in some counties by a considerable amount. Some MA plans ben-
efited from minimum payment floors or blended local–national rates that
were intended to attract MA plans into areas with low FFS spending; others
were boosted by a guaranteed minimum update; and still others were
advantaged by inconsistencies in the methodology used to set the rate.  For
regional plans, the preferred provider organizations that offer service
throughout one of the 26 state or multistate regions, the benchmark is a
weighted average of the local benchmarks.

Each year, Medicare compares plan bids with the relevant benchmark
for providing the comprehensive bundle of services mandated by Medicare
Parts A and B (except hospice services) for an average beneficiary. If the bid
is below the benchmark, the plan is paid its bid plus three-fourths of the
difference between the benchmark and the bid. The plan must use the “ex-
cess” payment for additional (nonrequired) benefits, reduced cost sharing,
or Part B or Part D premium reductions. Plans bidding above the bench-
mark are paid the benchmark and must charge their participants the differ-
ence between their bid and the benchmark. The basic payment is adjusted
for an enrollee’s risk profile using a methodology that incorporates infor-
mation on the individual’s demographic characteristics and previous use of
hospital inpatient and ambulatory services. The quality of care in MA plans
is measured more fully and there is a longer history of performance data
collection than is the case for FFS Medicare. The Health Plan Employer
Data and Information Set is used for data collection, and those measures
show general improvement over time; some measures remain low, however,
and there is substantial variation among overall plan scores (MedPAC,
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2005c). It is unclear how the payment methods have affected quality and,
given the major changes in those methods over the last decade, it would be
difficult to attribute quality change to any specific incentive in the payment
system.
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TABLE B-1 Articles Identified as Assessing Explicit Financial Incentives and
Health Care Quality from a Systematic Review of the Literature After
Applying Study Inclusion and Exclusion Criteriaa

Reference Study Design Incentives

Norton, 1992

Shen, 2003

RCT (2 arms); November
1980 to April 1983; 36
SNFs (18 study facilities;
18 control facilities)

CBA; FY 1991 to 1995;
5552 clients (2367 OSA
clients; 3185 Medicaid
clients)

Level: payment system
Type: bonus
Duration: admission incentive up to 4 y;
outcome and discharge incentives 1 to 2 y
Admission incentive: per diem bonus for
type D ($5) and E ($3 to $28) patients
(vs. $36 reimbursement)
Outcome incentive: improved health
status within 90 d (measured by ADL
classification); $126 to $370 per case
(range of bonus)
Discharge incentive: timely discharge and
resident did not return within 90 d; $60
to $230 (range of bonus); type A
patients not eligible
Payment frequency: NS

Level: payment system
Type: PBC
Duration: FY 1993 to 1995
Description: additional funds based on
efficiency, effectiveness, and service to
special populations
Efficiency: minimum service delivery (%
of contracted amount); minimum service
to primary clients (% of units delivered)
Effectiveness: abstinence/drug-free 30 d
before termination; reduction of use of
primary substance abuse problem;
maintaining employment; employability;
employment improvement; reduction in
number of problems with employer;
reduction in absenteeism; not arrested;
participation in self-help during treat-
ment; reduction of problems with
spouse/family members
Special populations: female; age 0 to 19
y; age ≥50 y; corrections; homeless;
concurrent psychological problems;
history of IV drug use; polydrug use
Payment frequency: yearly
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Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

Markov model
Experimental homes admitted more type D
and E patients (sicker patients) than control
homes
Patients in experimental homes were more
likely to be discharged to home or to an ICF
and had less likelihood of hospital admis-
sion or death (P < 0.001)

Probit specification (regression)
Significant decrease in the likelihood that an
OSA patient was a “most severe user” after
PBC implementation compared with the
likelihood of a Medicaid (control) patient;
coefficient = –0.74; t-value = 3.26; P ≤ 0.01

Positive

Negative

3

2

Access; outcome

Access

continues
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CBA; July 1992; 7
CMHCs; 185 clients (95 in
TCM and 90 in CTT)

RCT (2 arms); 1993 to
1995; 52 PC sites (26
intervention; 26 control)

RCT (2 arms); September
to December 1991; 54
solo/group practices (27
intervention; 27 control)

Level: provider group
Type: enhanced FFS
Duration: NA
Description: CMHCs received $15.75
per 15 min spent in community settings
delivering MIMS
Payment frequency: FFS

Level: provider group
Type: bonus
Duration: 18 mo
Description: compliance with cancer
screening for women age ≥50 y; aggre-
gate compliance scores and improvement
in scores over time; full and partial
bonuses (20%; 10% of capitation);
range of bonus per site, $570 to $1260
Payment frequency: every 6 mo

Level: provider group
Type: bonus
Duration: 4 mo
Description: influenza immunization rate
($8 standard fee); if rate >70%, bonus of
$0.80 per immunization; if rate >85%,
bonus of $1.60
Payment frequency: one time (end of
study)

TABLE B-1 Continued

Reference Study Design Incentives

Clark et al.,
1995

Hillman et al.,
1998

Kouides et al.,
1998
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Student t-test for paired comparisons;
MANOVA
Student t-test: average weekly time spent in
community treatment per client increased
after the payment change (30.71 min vs.
38.61 min; P < 0.05)
Office-based case management weekly time
per client decreased (32.96 min vs. 23.31
min; P < 0.001)
Total case manager average weekly time per
client was not significantly different (63.68
min vs. 61.93 min)
MANOVA: after the payment change,
center-based treatment time decreased
(F-value = 10.41; P = 0.001). The increase
in community minutes had an F-value of
3.72 (P = 0.055). Program type and Medic-
aid status were not associated with change
in time in community vs. mental health
center

Repeated-measures ANOVA
Absolute increase in total mean compliance
scores for intervention group from baseline
was 26.3%; control group was 26.4%. No
significant differences between the groups

Linear regression
Absolute increase in immunization rates
(from 1990 [baseline] to 1991) was 6.8%;
P = 0.03

Partial
effect

No effect

Positive

Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

Access

Process

Process

2

3

3

continues
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TABLE B-1 Continued

Reference Study Design Incentives

Hillman et al.,
1999

Christensen et
al., 2000

Casalino et al.,
2003

RCT (3 arms); 1993 to
1995; 49 PC sites (19
FB+I; 15 FBO; 15 control)

RCT (2 arms); February
1994 to September 1995;
200 pharmacies (110
intervention; 90 control)

Cross-sectional survey;
September 2000 to Septem-
ber 2001; 1040 physician
organizations (no patient-
level data included)

Level: provider group
Type: bonus
Duration: 18 mo
Description: pediatric immunizations; well-
child visits; bonuses based on total compli-
ance score for quality indicators; full and
partial bonuses (20%; 10% of site’s total
6-mo capitation for pediatric members
≤age 6 y); 3 highest-scoring sites received
full bonus; next 3 received partial bonus;
most improved sites received partial bonus;
average bonus, $2,000 (range, $772 to
$4682)
Payment frequency: every 6 mo

Level: provider group
Type: enhanced FFS
Duration: 20 mo
Description: $4 for cognitive services
interventions (< 6 min); $6 for ≥ 6 min;
cognitive services are judgmental or educa-
tional services provided by the pharmacist
to the patient, such as consulting the
prescriber about a suboptimal dose
Payment frequency: FFS

Level: provider group
Type: better contracts with health plans;
bonuses
Duration: not ascertained in survey
Description: not ascertained in survey
Payment frequency: not ascertained in
survey

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


APPENDIX B 159

Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

Process

Process

Process

Repeated-measures ANOVA
Absolute increase in total mean compliance
scores from baseline: FB+I, 17.2%; FBO,
22.6%; control, 22.6%
Differences in compliance score improve-
ment between groups: FB+I vs. control,
5.9%; FBO vs. control, 11.3%
No significant differences between the
groups

Student t-test
Mean rate, 1.59 interventions per 100
Medicaid prescriptions (study pharmacies)
vs. 0.67 (controls); P < 0.001

Multivariate linear regression
Receiving better contracts for quality was
associated with an increase of 0.74 CMP
implemented (P = 0.007).
Receiving a bonus for scoring well on
quality measures was not associated with
CMP implementation (P = 0.08)

No effect

Positive

Partial
effect

3

2

1

continues
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McMenamin et
al., 2003

Roski et al.,
2003

Cross-sectional survey;
September 2000 to Septem-
ber 2001; 1104 physician
organizations

RCT (3 arms); May 1999
to June 2000; 37 PC sites
(13 incentive; 9 incentive +
registry; 15 control)

Level: provider group
Type: financial incentives; additional
income; better contracts with health plans
Duration: not ascertained in survey
Description: not ascertained in survey
Payment frequency: not ascertained in
survey

Level: provider group
Type: bonus
Duration: 12 mo
Description: 75% of patients with
smoking status identified/documented at
the last visit; 65% of patients with
quitting advice documented at the last
visit (targets set at approximately 15%
above the average from 2 y before
study); bonuses, $5000 for sites with 1–7
providers and $10,000 for sites with ≥8
providers
Outcome measured: 7-d sustained
abstinence from smoking (not associated
with financial incentive)
Payment frequency: one time (end of
study)

TABLE B-1 Continued

Reference Study Design Incentives
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Process

Process

Multivariate logistic regression
Receiving financial incentives from HMOs
increased the adjusted odds of having a
smoking cessation intervention for 6 of the
7 organizational supports (OR, 2.13 to
14.46; P < 0.038)
Receiving additional income from health
plans for performance on quality measures:
2 of 7 organizational supports (OR, 1.49,
1.90; P < 0.033)
Receiving better contracts with health plans
was not associated with supporting smoking
cessation interventions
Examples of organizational supports include
offering smoking cessation health promotion
programs and giving providers nicotine
replacement starter kits to distribute to
patients

Logistic regression, clustering at the practice
level
Change in tobacco use status identification:
incentive group had increased 14.1%;
incentive + registry group increased 8.1%;
control group increased 6.2%; P = 0.009
Change in providing quitting advice to
patients: incentive group increased 24.2%;
incentive + registry increased 18.3%;
control increased 18.3%. No significant
difference across the study groups
The quitting rate (7-d sustained abstinence)
was 22.4% for the incentive group; 21.7%
for the incentive + registry group; 19.2% for
the control group. No significant difference
across the study groups

Partial
effect

Partial
effect

1

2

Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

continues
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Rosenthal et al.,
2005

Grady et al.,
1997

Fairbrother et
al., 1999

Safran et al.,
2000

CBA; October 2001 to
April 2004; 163 provider
groups contracted with
PacifiCare Health Systems
in California (provider
groups in the Pacific
Northwest were the
comparison group)

RCT (3 arms); 1 year (NS);
61 community-based
primary care practices (20
cue and reward; 18 cue; 23
control [total of 95
physicians]); cues were
posters in waiting rooms
and chart reminder stickers

RCT (4 arms); July 1995
to July 1996; 60 physicians
(15 bonus; 15 enhanced
FFS; 15 feedback only; 15
control)

Cross-sectional survey;
January to April, October
1996; physicians in 8 IPA/
network HMOs (2761
patients)

Level: provider group
Type: bonus
Duration: July 2003 to April 2004 (10 mo)
Description: incentive payout based on
provider’s groups ability to reach or
exceed target rates for cervical cancer
screening, mammography, and hemoglo-
bin A1c testing for diabetic patients
Incentive reward: $0.23 PMPM
Payment frequency: quarterly

Level: physician
Type: bonus ($50 for a 50% referral rate)
Duration: 6 mo
Description: “token” reward, based on
the percentage referred for mammogra-
phy during quarterly audit
Payment frequency: 1 per quarterly
audit; rewards given last 2 quarters

Level: physician
Type: bonus and FFS
Duration: 12 mo
Description: patients’ up-to-date cover-
age for pediatric immunizations
Bonuses: $1000 (20% improvement
from baseline); $2500 (40% improve-
ment); $5000 (80% up-to-date)
Enhanced FFS: $5 per vaccine given
within 30 d of its coming due; $15 for
each visit at which >1 vaccine was due
and all were given
Payment frequency: every 4 mo

Level: physician
Type: not ascertained in survey
Duration: not ascertained in survey
Description: survey of health plan
executives elicited information about use
of financial incentives regarding patient
satisfaction
Payment frequency: not ascertained in
survey

TABLE B-1 Continued

Reference Study Design Incentives
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Process

Process

Process

Patient
experience

Differences-in-differences analysis using
generalized estimating equations
Improvement in cervical cancer screening
rates before and after the quality incentive
program was statistically significant be-
tween the intervention and comparison
groups (difference, 3.6%; P = 0.02). Im-
provements in mammography screening
rates and hemoglobin A1c testing were not
statistically significant

Repeated-measures ANOVA
The financial incentive arm was not signifi-
cantly different from the control arm

Linear and logistic regression
Bonus group improved significantly in
documented up-to-date immunization
status, with an overall change of 25.3%
(P < 0.01), but none of the other groups
improved significantly compared with
controls

Linear regression
Financial incentives concerning patient
satisfaction were related to increase in score
on primary care scale completed by patients
on 2 of the 4 aspects of primary care
assessed (access, physicians’ knowledge of
patients, clinician–patient communication,
and interpersonal treatment)
Access to care (β = 2.57; P < 0.01) and
dimensions of comprehensiveness of care
(β = 2.00 for knowledge of patient; P < 0.05)
and preventive counseling (β = 3.50; P < 0.05)

Partial
effect

No effect

Partial
effect

Partial
effect

2

2

3

1

Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

continues
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Fairbrother et
al., 2001

Beaulieu and
Horrigan, 2005

RCT (3 arms); July 1997
to July 1998; 57 physicians
(24 bonus; 12 FFS; 21
control)

CBA; April 2001 to
January 2002; 21 PCPs
contracted with Indepen-
dent Health in upstate
New York (476 diabetic
patients); 600 Independent
Health diabetic patients
were the comparison group

Level: physician
Type: bonus and FFS
Duration: 16 mo
Description: patients’ up-to-date cover-
age for pediatric immunizations
Bonuses: $1000 (30% improvement
from baseline); $2500 (45% improve-
ment); $5000 (80% up-to-date); $7500
(90% up-to-date)
Enhanced FFS: $5 per vaccine given
within 30 d of its coming due; $15 for
each visit at which >1 vaccine was due
and all were given
Payment frequency: every 4 mo

Level: physician
Type: bonus
Duration: 8 mo
Description: meeting target CS of ≥6.23;
CS of ≥6.86; or overall 50% improve-
ment in composite score. CS based on
PCP’s performance of process and
outcome measures for diabetes care (e.g.,
LDL test, dilated retinal examination,
LDL cholesterol level <2.59 mmol/L
(<100 mg/dL))
Incentive rewards: CS >6.86, $3.00
PMPM (Medicare), $0.75 PMPM
(commercial); CS >6.23, $1.50 PMPM
(Medicare), $0.37 PMPM (commercial);
50% improvement and CS <6.23, $0.75
PMPM (Medicare), $0.18 PMPM
(commercial)
Payment frequency: at the conclusion of
the study

TABLE B-1 Continued

Reference Study Design Incentives
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Process

Process;
intermediate
outcome

Linear and logistic regression
Both the bonus and the enhanced FFS
groups improved significantly in docu-
mented up-to-date immunization status,
with an overall change of 5.9% (P < 0.05)
and 7.4% (P < 0.01), respectively, compared
with the control group

Before and after comparison, specific test
not described
Patients treated by physicians in the demon-
stration project had statistically significant
improvement (final – baseline performance)
on the following process and outcomes
measures (P < 0.001 unless otherwise
noted): second hemoglobin A1c test (25.5%
difference); LDL cholesterol test (18.3%
difference); diabetic retinal examination
(25.6% difference); nephropathy test
(37.0% difference); foot examination
(45.4% difference); hemoglobin A1c level
<9.5% (13.9% difference); LDL cholesterol
level <2.59 mmol/L (<100 mg/dL) (10.5%
difference); LDL cholesterol level <3.37
mmol/L (< 130 mg/dL) (23.5% difference);
BP < 130/80 mm Hg (6.3% difference;
P < 0.05). No significant improvement on
performing 1 hemoglobin A1c test

Positive

Partial
effect

Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

3

1

continues
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TABLE B-1 Continued

Reference Study Design Incentives

Pourat et al.,
2005

Cross-sectional survey;
January to May 2002;
PCPs contracted  with
Medicaid HMOs in 8
California counties with
the highest rates of
Chlamydia trachomatis
infection and Medicaid
HMO enrollment

Level: physician
Type: better contracts with health plans
Duration: not ascertained in survey
Description: HMO contracts included
reimbursements for quality of care
dimensions, including patient satisfaction
or peer review
Payment frequency: not ascertained in
survey

aStudy inclusion criteria were that the article must be an original report providing empirical
results and the study must assess the relationship between an explicit financial incentive and
a quantitative measure of health care quality. Articles were excluded if there was no concur-
rent comparison group, or if there was no baseline, pre-intervention analysis of the groups
on the quality measure. ADL = activities of daily living; ANOVA = analysis of variance;
BP= blood pressure; CBA = controlled before and after; CMHC = community mental health
center; CMP = care management process; CS= composite score; CTT = continuous treat-
ment team; FB+I = feedback and incentive; FBO = feedback only; FFS = fee for service;
FY = fiscal year; HMO = health maintenance organization; ICF = intermediate care facility;
IPA = independent practice association; IV= intravenous; LDL = low-density lipoprotein;
MANOVA = multivariate analysis of variance; MIMS = mental illness management services;
NA= not applicable; NS= not specified; OR = odds ratio; OSA = Office of Substance Abuse;
PBC = performance-based contracting; PC = primary care; PCP = primary care physicians;
PMPM = per member per month; RCT = randomized, controlled trial; SNF = skilled nurs-
ing facility;  TCM = traditional case managers.
bPositive studies were those for which all measures of quality demonstrated a statistically
significant improvement with the financial incentive. Partial effect studies showed improved
performance on some measures of quality but not others. Negative studies were those for
which all measures of quality demonstrated a statistically significant decrease with the
financial incentive.
cGraded on a scale of 1 (poor) to 4 (excellent).
SOURCE: Petersen LA, Woodard LD, Urech T, Daw C, Sookanan S. 2006. Does pay-
for-performance improve the quality of health care? Annals of Internal Medicine 145(4):
265–272.
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Method-
Domains Overall ologic
of Quality Analysis and Results Effectb Strengthc

Process Chi-square, logistic regression
Primary care physicians reimbursed under
salary and quality of care more often
adhered to annual screening of sexually
active females age 15 to 19 y, compared
with physicians compensated by capitation
and financial performance, salary and
productivity, salary and financial perfor-
mance, or FFS (P < 0.05)
The physicians with salary and quality of
care incentive also more often consistently
screened women age 20 to 25 y for Chlamy-
dia trachomatis infection annually com-
pared with physicians reimbursed using
other payment mechanisms (P < 0.05)

Positive 1
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As requested in its congressional mandate, the committee consulted with
the Medicare Payment Advisory Committee (MedPAC) in its examination
of pay for performance. Specifically, MedPAC was requested by the com-
mittee to perform some limited data runs on payments associated with the
treatment of three clinical conditions: coronary artery disease, chronic heart
failure, and diabetes. The following tables represent data submitted to the
committee by MedPAC and include breakdowns of payments by condition,
as well as aggregations for those beneficiaries who were treated for more
than one of the three conditions. Additionally, the data include the number
of unique physician identification numbers (UPINs) submitting claims per
beneficiary, as well as the types of claims (evaluation and management,
major surgery, other surgery, testing, and imaging).

These data were generated from the Medicare 5 percent Standard Ana-
lytic Files for 2003 (inpatient, outpatient, and physician/supplier). Benefi-
ciaries living in the U.S. territories are not counted in this analysis, but
beneficiaries under the age of 65 and those with claims from managed care
and hospice care, decedents, and new entrants are included.

These data helped inform the committee as to the nature of the care
being delivered to Medicare beneficiaries and the payments associated with
this care. The committee used the data to derive conclusions regarding the
attribution of care and the magnitude of potential reward levels.

D

MedPAC Data Runs
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182 APPENDIX D

TABLE D-2 Number of Physician Providers per Beneficiary in
Groups A–G

(a) (b) (c)

Sum Mean Median
Number Number Number
of Physician of Physician of Physician
UPINs per UPINs per UPINs per

Group Beneficiary Beneficiary Beneficiary

A—Diabetes, Chronic  Heart
Failure, & Coronary Artery
Disease 433,829 13.3919 12

B—Chronic Heart Failure &
Coronary Artery Disease;
not Diabetes 500,679 11.2215 10

C—Chronic Heart Failure &
Diabetes; not Coronary
Artery Disease 181,513 9.2689 8

D—Diabetes & Coronary Artery
Disease; not Chronic Heart
Failure 417,751 8.0997 7

E—Chronic Heart Failure; not
Diabetes & Coronary Artery
Disease 337,732 7.7802 6

F—Coronary Artery Disease;
not Diabetes & Chronic
Heart Failure 953,450 6.9683 6

G—Diabetes; not Chronic Heart
Failure & Coronary Artery
Disease 884,283 4.9764 4

X—No Condition Category
Assigned 4,118,603 3.9818 3

Total in Groups 3,681,210 7.2764 6

Total in File 7,730,303 5.0191 4

NOTES:
Claim lines with invalid provider numbers have been removed from the physician file for all
tables.
Carrier file data only.
Outliers above 99 percent have been removed. Outlier threshold is calculated for each group
and in total, therefore, the “Total in File” and “Total in Groups” will not equate
to the sum of the groups.
Only physician providers are included in this analysis. Physician provider designation is
based on HCFA specialty code.
(a)–(g) Carrier file; physician providers; regardless of condition.
(h)  Carrier file; physician providers; condition related claims only.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


APPENDIX D 183

(d) (e) (f) (g) (h)
Standard

Maximum Deviation
Number of Number of Total Number
Physician Physician Total Total of UPINs
UPINs per UPINs per Number of Number of Related to
Beneficiary Beneficiary Beneficiaries UPINs Condition

44 8 33,156 174,016 100,639

38 7 45,669 190,398 85,129

36 7 20,084 116,830 54,526

29 5 52,831 187,777 93,058

30 6 44,624 171,838 55,812

24 4 139,998 262,774 89,953

21 4 183,021 285,479 135,033

16 3 1,108,039 389,895

30 5 519,383 363,096 212,855

23 4 1,627,422 406,984
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190 APPENDIX D

TABLE D-8 Payments by Type of Service for Beneficiaries Within
Groups

(a) (b)
Evaluation &
Management— Evaluation &
Payment Management—

Group ($) Percent

A—Diabetes, Chronic Heart Failure, &
Coronary Artery Disease 86,471,514 45%

B—Chronic Heart Failure & Coronary Artery
Disease; not Diabetes 91,924,988 45%

C—Chronic Heart Failure & Diabetes;
not Coronary Artery Disease 36,190,515 47%

D—Diabetes & Coronary Artery Disease;
not Chronic Heart Failure 64,463,785 36%

E—Chronic Heart Failure; not Diabetes &
Coronary Artery Disease 60,720,321 45%

F—Coronary Artery Disease; not Diabetes &
Chronic Heart Failure 130,330,105 34%

G—Diabetes; not Chronic Heart Failure &
Coronary Artery Disease 132,909,072 37%

X—No Condition Category Assigned 500,560,122 34%

Total in Groups 603,010,300 39%

Total in File 1,103,570,422 37%
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APPENDIX D 191

continues

(c) (d) (e) (f) (g) (h)
Major Other
Procedure— Major Procedure— Other Testing—
Payment Procedure— Payment Procedure— Payment Testing
($) Percent ($) Percent ($) Percent

19,163,429 10% 25,373,801 13% 12,051,707 6%

21,282,956 10% 24,885,905 12% 12,995,751 6%

4,853,795 6% 11,645,941 15% 5,219,937 7%

19,128,346 11% 32,277,301 18% 15,187,808 8%

8,747,398 7% 18,423,696 14% 8,624,945 6%

40,659,972 10% 70,003,113 18% 30,908,776 8%

18,909,673 5% 79,599,074 22% 32,043,053 9%

78,532,780 5% 355,184,517 24% 114,339,344 8%

132,745,569 9% 262,208,831 17% 117,031,976 8%

211,278,349 7% 617,393,349 20% 231,371,321 8%
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192 APPENDIX D

TABLE D-8 Continued

(i) (j) (k)
Durable

Imaging— Medical
Payment Imaging— Equipment—

Group ($) Percent Payment ($)

A—Diabetes, Chronic Heart
Failure, & Coronary
Artery Disease 18,813,256 10% 32,163

B—Chronic Heart Failure
& Coronary Artery Disease;
not Diabetes 23,283,835 11% 14,252

C—Chronic Heart Failure
& Diabetes; not Coronary
Artery Disease 7,044,547 9% 16,958

D—Diabetes & Coronary
Artery Disease; not Chronic
Heart Failure 26,396,528 15% 30,039

E—Chronic Heart Failure;
not Diabetes & Coronary
Artery Disease 13,824,528 10% 11,321

F—Coronary Artery
Disease; not Diabetes &
Chronic Heart Failure 65,119,481 17% 52,823

G—Diabetes; not Chronic
Heart Failure & Coronary
Artery Disease 38,948,223 11% 116,824

X—No Condition
Category Assigned 186,770,390 13% 392,111

Total in Groups 193,430,400 13% 274,380

Total in File 380,200,790 13% 666,491

NOTES:
Claim lines with invalid provider numbers have been removed from the physician file for all
tables.
Carrier file data only.
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APPENDIX D 193

(l) (m) (n) (o) (p) (q)
Durable Exceptions Exceptions
Medical Other— and and Total
Equipment— Payment Other— Unclassified— Unclassified— Payments
Percent ($) Percent Payment ($) Percent ($)

0% 28,039,940 15% 817,439 0% 190,763,249

0% 29,533,420 14% 882,031 0% 204,803,139

0% 12,380,993 16% 418,372 1% 77,771,058

0% 22,594,208 13% 667,568 0% 180,745,584

0% 22,479,758 17% 845,928 1% 133,677,894

0% 49,551,807 13% 1,454,542 0% 388,080,620

0% 54,017,297 15% 1,660,703 0% 358,203,919

0% 241,534,417 16% 7,624,558 1% 1,484,938,240

0% 218,597,423 14% 6,746,583 0% 1,534,045,463

0% 460,131,841 15% 14,371,140 0% 3,018,983,703
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194 APPENDIX D

TABLE D-9 Average Parts A & B Enrollment by Beneficiary
Designation

(a) (b) (c) (d)
Class Total Months Beneficiaries Average Months

Total 24,110,216 2,110,869 11.42
Over 65 20,642,413 1,803,117 11.45
Disabled 3,418,342 303,270 11.27
ESRD 206,976 19,445 10.64
Hospice 281,438 36,306 7.75
Medicare Advantage 3,333,810 287,241 11.61
Deceased 627,655 96,879 6.48
Entered 898,723 131,829 6.82

NOTES:
Enrolled in either Part A or Part B.
Classifications are not mutually exclusive. A beneficiary can be in more than one class.

TABLE D-10 Preventive Services

Total Carrier Associated
Service File Payments Beneficiaries

GI Tract Work-up After Initial Diagnosis of
Iron Deficiency Anemia $1,908,370.72 8,239

Breast Cancer Screening $15,871,566.27 245,365
Total $17,779,936.99 253,604

NOTES:
There were 1151 beneficiaries with both iron deficiency anemia and breast cancer.
Payments include all claims from the carrier file regardless of physician provider or fee-
schedule designation.
ACEPRO Analysis had a more limited population and resulted in 208,341 benes for breast
cancer screening and 5,977 for iron deficiency anemia.

TABLE D-11 Vaccine Payments

Vaccination Type Total Carrier File Payments

Total $11,788,264.27
Influenza $1,841,885.65
Pneumococcal $9,946,378.62

NOTES:
Payments include all claims from the carrier file regardless of physi-
cian provider or fee-schedule designation.
Pneumococcal vaccine included CPT codes 90658, 90660, and
G0008.
Influenza vaccine included CPT codes 90732 and G0009.
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Each care setting—dialysis facilities, hospitals, ambulatory physicians,
health plans, home health agencies, and skilled nursing facilities—has spe-
cific characteristics that need to be considered when planning a pay-for-
performance program. This appendix briefly describes each care setting and
discusses how rewards could be distributed.

REWARDING DIALYSIS FACILITIES

Background

The treatment of end-stage renal disease (ESRD) is unique in that al-
most all ESRD patients are covered under Medicare, with only minimal
coverage being provided by the private sector or out-of-pocket payment by
beneficiaries. Because of the historical placement of dialysis facilities in the
Medicare program, however, payment issues are complicated by the fact
that payments come from both Part A and Part B. Facility payments (Part
A) are capitated, but other, Part B services may be reimbursed in addition to
the facility payment. The committee believes that the following three do-
mains should be the focus of initial efforts to provide rewards to dialysis
facilities (see Chapter 4):

• Clinical quality: Since 1988, a partnership comprising the National
Institutes of Health, the Centers for Medicare and Medicaid Services (CMS),
and the United States Renal Data System has acted to collect data on this
population. (The United States Renal Data System tracks the incidence and

E

Pay for Performance in
Various Care Settings
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prevalence of ESRD and acts to drive the ESRD research agenda.) Five of
these measures are currently collected for the Agency for Healthcare
Research and Quality’s (AHRQ) National Healthcare Quality Report
(NHQR). Three of these are outcome measures derived from the University
of Michigan. The other two are process measures from the United States
Renal Data System. Additionally, the three outcome measures are currently
reported on CMS’s Dialysis Facility Compare website. Also, as a require-
ment for payment, all facilities must already be reporting on hematocrit
levels as a part of normal reimbursement procedures. The committee be-
lieves that dialysis facilities should begin reporting on the measures col-
lected for AHRQ’s NHQR (five measures), which could be combined into
an equally weighted composite score.

• Patient-centeredness: Patients’ experiences of care will be measured by
a Consumer Assessment of Healthcare Providers and Systems (CAHPS) sur-
vey. As of August 2006, an In-Center Hemodialysis (ICH) CAHPS was being
finalized to capture the patient’s perspective of care in dialysis facilities.

• Efficiency: There is a dearth of efficiency measures, and until valid
measures are developed, the committee believes that a system should be
developed in which dialysis facilities meeting certain thresholds for both
clinical quality and patient-centeredness measures are given an additional
reward if they are among the most efficient one-third of dialysis facilities.
The most efficient third could be calculated using methods for calculating
standardized costs for Medicare. For example, Medicare standardized costs
over time would be calculated using charges for Medicare Parts A and B
(starting at the time of hospitalization and following charges for 90 days)
using standard national prices such as an “average” payout per diagnosis-
related group or resource-based relative value scale. This would be uniform
for all providers and would not include disproportiante share or graduate
medical education payments. Using this method, efficiency could be re-
warded only when both clinical quality and patient-centered measures were
available.

Timing of Pay for Performance

For dialysis facilities, measurement of the three domains is at different
levels of development. As the dialysis facilities have been reporting on clini-
cal quality measures as discussed above, the committee believes that re-
wards could be provided for meeting performance criteria in this domain at
the beginning of year 2 (2009). As ICH-CAHPS data were being collected,
dialysis facilities would be rewarded for publicly reporting performance
data through Dialysis Facility Compare. Beginning in year 3 (2010), as ICH-
CAHPS data became available, patient-centeredness would be rewarded
based on performance. Efficiency measures could thus begin to be rewarded
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only beginning in year 3. As more measures for each domain were devel-
oped, they would be considered for payment based first on public reporting
and then on performance. Rewards for public reporting would be smaller
than those for performance (see Table E-1).

Example of Pay for Performance for Dialysis Facilities

Measurement of the performance of dialysis facilities and physicians
treating ESRD would be based on clinical quality, patient-centeredness, and
efficiency. The clinical quality measures would include the following:

Outcomes/Process Measures Table

Outcome Measures Process Measures

% of hemodialysis patients with urea % of dialysis patients registered on a
reduction ratio of 65 or greater waiting list for transplantation

% of patients with hematocrit of 33 % of patients with treated chronic
or greater kidney failure who receive a transplant

within 3 years of renal failure
Patient survival rate

• Quality: A composite score for treatment of ESRD would be as-
sessed to determine whether patients received all the care they should have
received. Each measure could be equally weighted, and a straight average
could be taken for all five measures.

• Resource use: To capture resource use, the committee chose to use
longitudinal measures (risk-adjusted mortality) and resource use (standard-

TABLE E-1 Dialysis Facility Phasing

Year 1 (2008) Year 2 (2009) Year 3 (2010)

Clinical quality NHQR measures— NHQR measures— NHQR measures—
pay for public pay for performance pay for performance
reporting

Patient- ICH-CAHPS— ICH-CAHPS—pay
centeredness pay for public for performance

reporting

Efficiency Additional payout to
the most efficient 1/3
of facilities meeting
thresholds for both
clinical quality and
patient-centeredness
measures
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ized costs for Medicare Parts A and B) for all patients at a given dialysis
facility.

• Eligibility for rewards: The dialysis facility and physicians who billed
above a threshold number of evaluation and management (E&M) claims
during the subsequent year would be eligible.

• How to distribute rewards: There are two choices: (1) rewards could
go to dialysis facilities for distribution; or (2) rewards could be split between
dialysis facilities (X percent) and physicians (100–X percent), with physician
rewards being distributed in proportion to the share of E&M claims.

REWARDING HOSPITALS

Background

Hospitals participating in Medicare are reimbursed by both Medicare
Parts A and B. Part A covers facility use, while Part B covers physician
payments. Since the adoption of the Medicare Prescription Drug, Improve-
ment, and Modernization Act of 2003 (Public Law 108-173), approximately
4,200 U.S. hospitals have been reporting data on a set of measures agreed
upon by the Hospital Quality Alliance (HQA) (hospitalcompare.hhs.gov).

• Clinical quality: Previously, hospitals had to report on a set of 10
measures to receive 0.4 percent of their Medicare reimbursement. Now,
hospitals are reporting on a set of 20 measures. As these are widely en-
dorsed measures (face validity and relatively strong evidence base), the com-
mittee believes that the most recent version of the HQA measure set should
be the basis for rewards. These measures should then be combined into a
composite for each condition; the composite could be calculated as a sum of
the scores of each measure for the given condition. These measures would
cut across settings when applicable (see the example for acute myocardial
infarction [AMI] in the section below on ambulatory physician care).

• Patient-centeredness: Currently the best measures of patients’ per-
spectives on the care they receive derive from the Hospital CAHPS survey.
The Hospital CAHPS survey instrument was recently validated and ap-
proved for use by CMS. Hospitals have not consistently been collecting and
reporting the results of this survey; training will be completed and results
will begin to be collected by 2007.

• Efficiency: See the above section on dialysis facility care for one pos-
sible method.

Timing of Pay for Performance

For hospitals, measurement of the three domains is at different levels of
development. As the majority of hospitals have been reporting on clinical
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quality measures as discussed above, the committee believes rewards could
be provided for meeting performance criteria for these measures beginning
in year 2 (2009). As Hospital CAHPS would just have gotten off the ground,
hospitals could be rewarded for publicly reporting these data through Hos-
pital Compare. Beginning in year 2, patient-centeredness could be rewarded
based on performance. Efficiency measures could thus begin to be rewarded
only beginning in year 2. As more measures for each dimension were devel-
oped, they could be considered for payment based first on public reporting
and then on performance. Rewards for public reporting would be smaller
than those for performance (see Table E-2).

Example of Hospital Pay for Performance

See the example of AMI at the end of the section on ambulatory physi-
cians below.

REWARDING AMBULATORY CARE

Background

Efforts to hold individual physicians accountable for the care they pro-
vide are in their early stages because of the basic difficulties involved and
the fact that such efforts have never been undertaken on a large scale. There
have, however, been some successful smaller-scale examples. An important
step toward being able to attribute care in ambulatory settings is a collabo-

TABLE E-2 Hospital Phasing

Year 1 Year 2 Year 3

Clinical quality Hospital Quality Hospital Quality Hospital Quality
Alliance measures— Alliance measures— Alliance measures—
pay for public pay for performance pay for performance
reporting

Patient- Hospital CAHPS— Hospital CAHPS— Hospital CAHPS—
centeredness pay for public pay for performance pay for performance

reporting

Efficiency Additional payout to Additional payout to
the most efficient 1/3 the most efficient 1/3
of hospitals meeting of hospitals meeting
thresholds for both thresholds for both
clinical quality and clinical quality and
patient-centeredness patient-centeredness
measures measures
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rative initiative launched in January 2006 by CMS—the Physician Volun-
tary Reporting Program. No portion of physician reimbursements has been
linked to this initiative (physicians are paid out of Medicare Part B).

• Clinical quality: The committee believes that physicians should be-
gin reporting on the measures proposed for the starter set of Ambulatory
care Quality Alliance (AQA) measures (currently consisting of 26 measures).
Over time, as reporting became more widespread, these measures could be
aligned with those used in the Physician Voluntary Reporting Program (cur-
rently consisting of 36 measures) as appropriate. Composite scores should
be created for each condition.

• Patient-centeredness: Patients’ experiences of care are currently mea-
sured by the CAHPS survey. A survey specifically targeting patients seen at
the individual clinician level as part of the Ambulatory CAHPS survey was
expected to be released by end of 2006.

• Efficiency: See the earlier discussion of dialysis facilities for one pos-
sible method.

Timing of Pay for Performance

Reporting on quality measures is not widespread at the level of the
individual physician as the basic infrastructure needed to collect and report
these data has not yet been broadly adopted at this level. Therefore, the
committee proposes the following timeline for implementation.

The first part of year 1 (2008) would likely be spent finalizing perfor-
mance measures for clinical quality and collecting data, with data cleanup
and validation in the latter part of the year. In year 2 (2009), performance
reports would be distributed to physicians, and feedback could be provided
to reporting physicians, which would be followed by paying for public re-
porting. In year 3, physicians would be rewarded based on their level of
performance. Patient-centered measures for physicians would not be ready
for widespread use until 2007; data would have to be collected in the begin-
ning of year 1, and therefore payment for performance based on the results
of these patient experience surveys would begin in year 3. Efficiency would
be rewarded on for the top one-third of physicians in the nation meeting
thresholds for both clinical quality and patient-centeredness. Additional
measures would follow the same timeline for implementation as soon as
they had been deemed valid (see Table E-3).

Example for Acute Myocardial Infarction

One example of an episode of care that could be paid for according to
performance in year 1 is AMI. Measurement of the performance of the
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physicians treating such patients would be based on clinical quality, patient-
centeredness, and efficiency. The clinical quality measures would include
the following:

TABLE E-3 Ambulatory Phasing

Year 1 (2008) Year 2 (2009) Year 3 (2010)

Clinical quality Data back to providers/ Ambulatory care Quality
feedback period and Alliance measures—
Ambulatory care Quality pay for performance
Alliance measures—
pay for public reporting

Patient- Ambulatory CAHPS— Ambulatory CAHPS—
centeredness Pay for public reporting pay for performance

Efficiency Additional payout to the
most efficient 1/3 of
physicians meeting thresh-
olds for both clinical
quality and patient-
centeredness measures

Acute Myocardial Infarction Measures

Hospital Quality Alliance Ambulatory care Quality Alliance

Aspirin at arrival for acute myocardial Drug therapy for lowering LDL
infarction (AMI) cholesterol

Aspirin prescribed at discharge for AMI Beta-blocker treatment after heart
Beta-blocker at arrival for AMI attack
Beta-blocker prescribed at discharge Beta-blocker treatment post–

for AMI myocardial infarction
AMI inpatient mortality
Angiotensin-converting enzyme (ACE)

inhibitor for left ventricular systolic
dysfunction (LVSD)

Percutaneous coronary intervention (PCI)
within 120 minutes of arrival
for AMI

Thrombolytic agent within 30 minutes
of arrival for AMI
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Acute Myocardial Infarction Measures

• Quality: A composite score for AMI in each care setting could be
formulated to determine whether patients had received all the care they
should have received. Each measure could be equally weighted, and a
straight average could be taken—one for HQA measures and one for AQA
measures.

• Resource use: To capture resource use, the committee proposes lon-
gitudinal measures (risk-adjusted mortality) and resource use (standardized
costs for Medicare Parts A and B) for all patients at a given hospital with
AMI.

• Eligibility for rewards: The hospital and all physicians who billed
above a minimum threshold number of E&M claims for the hospital’s AMI
patients during the subsequent year would be eligible.

• How to distribute: There are two choices: (1) rewards could go to
hospitals for distribution; or (2) rewards could be split between hospitals
(X percent) and physicians (100–X percent), with physician rewards being
distributed in proportion to the share of E&M claims.

REWARDING HEALTH PLAN CARE

Background

Health plans have been reporting data for more than 10 years through
the National Committee for Quality Assurance’s (NCQA) Health Plan
Employer Data and Information Set (HEDIS). HEDIS, first released by the
HMO Group in 1991 and revised by NCQA in 1993, measures the perfor-
mance of health plans on member satisfaction and delivery of chronic and
preventive care for the purpose of accreditation and certification. HEDIS is
used by over 90 percent of managed care organizations in the United States.
A subset of health plans that work with Medicare, called Medicare Advan-
tage plans, are paid out of Medicare Part C.

• Clinical quality: HEDIS measures are updated annually and are
widely endorsed and used. They reflect the following aspects of care: effec-
tiveness of care (preventive screenings; immunizations; treatment of heart
attacks, depression, asthma), access/availability of care (access to primary
health care and dentistry, timeliness of claims), satisfaction with the experi-
ence of care (surveys for adult and child care), health plan stability, use of
service, cost of care, informed health care choices, and health plan descrip-
tive information. These data are reported publicly as the quality data within
Medicare’s Personal Plan Finder, a website dedicated to comparing Medi-
care health plans.
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• Patient-centeredness: Health plans have been collecting patient-
satisfaction data for years through use of the original CAHPS survey. A
more specific survey, the CAHPS health plan survey, is part of the group
of Ambulatory CAHPS surveys. It can be used to determine patients’ ex-
periences of care provided by their health plan and will be ready for use in
2007.

• Efficiency: A system should be developed to supplement the current
lack of efficiency measures. See the example for rewarding efficiency in the
section on dialysis facilities.

Timing of Pay for Performance

Health plans are very experienced at reporting quality and patient ex-
perience data; many have also already begun to provide incentives to their
physicians based on performance. Pay for performance could, therefore, be
implemented in health plans now. Pay-for-performance programs should
include the most up-to-date measures of performance; new measures should
be rewarded as they are introduced (see Table E-4).

REWARDING HOME HEALTH CARE

Background

Home health agencies have been able to attribute care to individual
facilities, as illustrated by the fact that they have been publicly reporting

TABLE E-4 Health Plan Phasing

Year 1 Year 2 Year 3

Clinical quality

Patient-
centeredness

Efficiency

HEDIS measures—pay
for public reporting

CAHPS Health Plan
Survey—pay for public
reporting

Additional payout to
the most efficient 1/3
of health plans meet-
ing thresholds for both
clinical quality and
patient-centeredness
measures

HEDIS measures—
pay for performance

CAHPS Health Plan
Survey—pay for
performance

Additional payout to
the most efficient 1/3
of health plans meet-
ing thresholds for both
clinical quality and
patient-centeredness
measures

HEDIS measures—
pay for performance

CAHPS Health Plan
Survey—pay for
performance

Additional payout to
the most efficient 1/3
of health plans meet-
ing thresholds for both
clinical quality and
patient-centeredness
measures
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performance data through CMS since 2003. Federal support for home
health care is provided through Medicare, paid out of Part A.

• Clinical quality: Home health care has been measured largely through
use of the Outcome and Assessment Instrument Set (OASIS). OASIS, imple-
mented in 2000, measures both short- and long-term care in home health
agencies. These measures are publicly reported on the Medicare Home Health
Compare website.

• Patient-centeredness: There currently are no patient-centeredness
measures designed specifically for home health care. Efforts to assess pa-
tient experiences of care should use the original CAHPS measures, which
have long been in use and have widespread support.

• Efficiency: See the section on dialysis facilities for one possible
method.

Timing of Pay for Performance

As measures of clinical quality are available now, pay for performance
on those specific measures could begin in year 1 (2008). CAHPS measures
from the original surveys for health plans would be used to characterize
patient experiences until a more specific set was available. Because both
clinical quality and patient-centeredness measures are available now, effi-
ciency could also be assessed (see Table E-5).

TABLE E-5 Home Health Care Phasing

Year 1 (2008) Year 2 (2009) Year 3 (2010)

Clinical quality

Patient-
centeredness

Efficiency

OASIS measures—
pay for performance

CAHPS measures—
pay for performance

Additional payout to
the most efficient 1/3
of home health
agencies meeting
thresholds for both
clinical quality and
patient-centeredness
measures

OASIS measures—
pay for performance

CAHPS measures—
pay for performance

Additional payout to
the most efficient 1/3
of home health
agencies meeting
thresholds for both
clinical quality and
patient-centeredness
measures

OASIS measures—
pay for performance

CAHPS measures—
pay for performance

Additional payout to
the most efficient 1/3
of home health
agencies meeting
thresholds for both
clinical quality and
patient-centeredness
measures
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Example of Pay for Performance for Home Health Care

Measurement of the performance of the physicians treating home health
care patients would be based on clinical quality, patient-centeredness, and
efficiency. The clinical quality measures would include the following:

• Quality: A composite score for home health care in each care setting
would be formulated to determine whether patients had received all the
care they should have received. Each measure would be equally weighted,
and a straight average would be taken.

• Resource use: To capture resource use, the committee proposes stan-
dardized costs for Medicare Part A for all patients at a given home health
agency.

• Eligibility for rewards: Home health agencies that billed above a
minimum threshold number of claims for patients during the subsequent
year would be eligible.

• How to distribute: Rewards would be distributed to the home health
agencies based on performance.

OASIS Measures

1. Improvement in ambulation/ Patients who get better at walking or moving
locomotion around in a wheelchair safely

2. Improvement in transferring Patients who get better at getting in and out
of bed

3. Improvement in toileting Patients who get better at getting to and from
the toilet

4. Improvement in pain Patients who have less pain when moving
interfering with activity around

5. Improvement in bathing Patients who get better at bathing
6. Improvement in manage- Patients who get better at taking their medi-

ment of oral medications cations correctly (by mouth)
7. Improvement in upper Patients who get better at getting dressed

body dressing
8. Stabilization in bathing Patients who stay the same (don’t get worse)

at bathing
9. Acute care hospitalization Percentage of patients who had to be admit-

ted to the hospital
10. Emergent care Percentage of patients who need urgent,

unplanned medical care
11. Improvement in confusion Patients who are confused less often

frequency
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REWARDING SKILLED NURSING FACILITY CARE

Background

The majority of nursing home care is paid for by Medicaid and private
payers. Medicare pays for a specific type of nursing home care, called skilled
nursing care, through Medicare Part A. This care constitutes 25 percent of
all nursing home care.

• Clinical quality: The Minimum Data Set evaluates care in nursing
homes. There are only three measures in this set that pertain to skilled
nursing facilities. Evaluation of nursing homes is available through the
Medicare Nursing Home Compare website.

• Patient-centeredness: A Nursing Home CAHPS survey is still being
developed to assess both patient and family experiences of care. Field test-
ing was completed in January 2006; the final approval date for the instru-
ment has yet to be determined.

• Efficiency: See the section on hospital care for one possible method.

Timing of Pay for Performance

As described in Chapter 5, measures are not yet available that can ad-
equately characterize care provided by skilled nursing facilities. Until such
measures are developed, pay for performance should not be implemented in
this setting. Once the necessary measures were available, implementation
would proceed in a fashion similar to that for the other settings where pay
for public reporting would precede pay for performance.
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ABIM American Board of Internal Medicine
ABMS American Board of Medical Specialties
ACC American College of Cardiology
ACHP Alliance of Community Health Plans
ACP American College of Physicians
AMA American Medical Association
AHRQ Agency for Healthcare Research and Quality
AQA Ambulatory care Quality Alliance

BIPA Benefits Improvement and Protection Act

CAHPS Consumer Assessment of Healthcare Providers and
Systems

CHI Consolidated Health Informatics
CMS Centers for Medicare and Medicaid Services

DHHS Department of Health and Human Services
DRG diagnosis-related group

EHR electronic health record
ESRD end-stage renal disease

GAO Government Accountability Office
GDP gross domestic product
GP general practitioner

F

Acronym List
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HEDIS Health Plan Employer Data and Information Set
HIPAA Health Insurance Portability and Accountability Act
HMO health maintenance organization
HQA Hospital Quality Alliance

IHA Integrated Healthcare Association
IOM Institute of Medicine

MedPAC Medicare Payment Advisory Commission

NCQA National Committee for Quality Assurance
NHIN National Health Information Network
NHS National Health Service
NQCB National Quality Coordination Board

PDCA (PDSA) Plan-Do-Check/Study-Act
PPO preferred provider organization

RHIO Regional Health Information Organization
RBRVS resource-based relative value scale
RFR reduction in failure rate

SCHIP State Children’s Health Insurance Program
SGR sustainable growth rate
SNF skilled nursing facility
STS Society of Thoracic Surgeons

USRDS United States Renal Data System
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company’s division of general internal medicine. Dr. Schroeder has pro-
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is president of the Urban Institute, a nonprofit, nonpartisan policy research
and education organization that examines the social, economic, and gover-
nance problems facing the nation. He served as director of the Congres-
sional Budget Office (CBO) between 1989 and 1995 and was CBO’s assis-
tant director for human resources and deputy director during 1977 to 1981.
Dr. Reischauer has been a senior fellow in the Economic Studies Program of
the Brookings Institution (1986–1989 and 1995–2000) and senior vice
president of the Urban Institute (1981–1986). He is an economist with an
undergraduate degree from Harvard and a Ph.D. in economics and masters
in international affairs from Columbia University. Dr. Reischauer is a mem-
ber of the Harvard Corporation and serves on the boards of several educa-
tional and nonprofit organizations. He is vice-chair of the Medicare Pay-
ment Advisory Commission (MedPAC) and served as chair of the National
Academy of Social Insurance’s project “Restructuring Medicare for the Long
Term” from 1995 through 2004.

Gail R. Wilensky, Ph.D., Co-Chair, Pay for Performance Subcommittee,*
is a senior fellow at Project HOPE, an international health education foun-
dation, where she analyzes and develops policies relating to health reform
and to ongoing changes in the medical marketplace. Dr. Wilensky testifies
frequently before congressional committees; acts as an advisor to members
of Congress and other elected officials; and speaks nationally and interna-
tionally before professional, business, and consumer groups. From 2001 to
2003, she cochaired the President’s Task Force to Improve Health Care
Delivery for Our Nation’s Veterans, which addressed health care for both
veterans and military retirees. From 1997 to 2001 she chaired the Medicare
Payment Advisory Commission, which advises Congress on payment and
other issues relating to Medicare, and from 1995 to 1997 she chaired the
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Physician Payment Review Commission. Previously, she served as deputy
assistant to President G.H.W. Bush for policy development, advising him
on health and welfare issues. Prior to that, she was administrator of the
Healthcare Financing Administration (HCFA), overseeing the Medicare and
Medicaid programs. Dr. Wilensky is an elected member of the Institute of
Medicine (IOM) and its Governing Council, serves as a trustee of the Com-
bined Benefits Fund of the United Mineworkers of America and the Ameri-
can Heart Association, and is on the Advisory Board of the National Insti-
tute of Health Care Management. She is an advisor to The Robert Wood
Johnson Foundation and The Commonwealth Fund, immediate past chair
of the Board of Directors of AcademyHealth, and a director on several
corporate boards. Dr. Wilensky received a bachelor’s degree in psychology
and a Ph.D. in economics at the University of Michigan.

Bobbie Berkowitz, Ph.D., R.N., F.A.A.N., is alumni endowed professor of
nursing at the University of Washington (UW) School of Nursing and ad-
junct professor in the School of Public Health and Community Medicine.
She directs the “Turning Point” initiative funded by The Robert Wood
Johnson Foundation and the Center for the Advancement of Health Dis-
parities Research funded by the National Institute of Nursing Research. She
serves on the board of directors as vice-chair of Qualis Health, the Quality
Improvement Organization of Washington State. Before joining UW, Dr.
Berkowitz was deputy secretary of health for the Washington State Depart-
ment of Health. She is a member of the board of trustees for Group Health
Cooperative, a fellow in the American Academy of Nursing, and a member
of the IOM. She served as co-chair of the IOM Committee on Using Perfor-
mance Monitoring to Improve Community Health and as vice-chair of the
IOM/Transportation Research Board Committee on Physical Activity,
Health, Transportation, and Land Use. She holds a Ph.D. in nursing science
from Case Western Reserve University.

Donald M. Berwick, M.D., M.P.P., is president and CEO of the Institute
for Healthcare Improvement (IHI), a not-for-profit organization helping to
accelerate the improvement of health care throughout the world. He is clini-
cal professor of pediatrics and health care policy at Harvard Medical School
and professor of health policy and management at Harvard School of Pub-
lic Health. He is also a pediatrician, an associate in pediatrics at Boston’s
Children’s Hospital, and a consultant in pediatrics at Massachusetts Gen-
eral Hospital. Dr. Berwick has published over 110 scientific articles in nu-
merous professional journals on subjects relating to health care policy, deci-
sion analysis, technology assessment, and health care quality management.
He serves on the IOM’s Governing Council and the IOM’s Board on Global
Health. He is also a member of several editorial boards, including that of
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the Journal of the American Medical Association. A summa cum laude
graduate of Harvard College, Dr. Berwick holds a master of public policy
degree from the John F. Kennedy School of Government and an M.D. cum
laude from Harvard Medical School.

Bruce E. Bradley, M.B.A., is director of Health Care Plan Strategy and
Public Policy, Health Care Initiatives, for General Motors Corporation in
Pontiac, Michigan. He is responsible for health care–related strategy and
public policy, with a focus on quality measurement and improvement, con-
sumer engagement, and cost-effectiveness. General Motors provides health
care coverage for over 1.1 million employees, retirees, and their depen-
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for GTE Corporation. In addition to his health care management experi-
ence at GTE, he spent nearly 20 years in health plan and HMO manage-
ment. From 1972 to 1980 he was executive director of the Matthew
Thornton Health Plan, Nashua, New Hampshire. From 1980 to 1990 he
was president and CEO of the Rhode Island Group Health Association in
Providence, a staff model HMO. He was cofounder of the HMO Group
(now the Alliance of Community Health Plans), a national corporation of
15 nonprofit, independent group practice HMOs, and the HMO Group
Insurance Co., Ltd. Mr. Bradley has gained recognition for his work in
achieving health plan quality improvement and for his efforts in developing
the Health Plan Employer Data and Information Set measures and pro-
cesses. He is a board member of the National Quality Forum (NQF), past
member of the board of the Foundation for Accountability, board member
of the American Board of Internal Medicine Foundation, past board mem-
ber of the Academy for Health Services Research and Policy, and founding
member and past chair of the Leapfrog Group board. A native of Pelham,
New York, Mr. Bradley holds a bachelor’s degree in psychology from Yale
University (1967) and a master’s degree in business and health care admin-
istration from the Wharton School at the University of Pennsylvania (1972).

Janet M. Corrigan, Ph.D.,* is president and CEO of the NQF, a private,
not-for-profit membership organization established in 1999 to develop and
implement a national strategy for health care quality measurement and re-
porting. The NQF portfolio includes the endorsement of performance mea-
surement consensus standards, educational programs for health care lead-
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National Committee for Quality Health Care (NCQHC), where she served
as president and CEO from June 2005 to March 2006. Prior to joining
NCQHC in June 2005, she was senior board director at the IOM, where
she was responsible for the Board on Health Care Services’ portfolio of
initiatives on quality and safety, health services organization and financing,
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health from the University of Rochester.
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health policy in the U.S. Department of Health and Human Services from
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visiting scholar at Harvard University, and an assistant professor of eco-
nomics at Rice University. She was chair of health policy and management
at the Johns Hopkins Bloomberg School of Public Health from 1981 to
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recipient of the 2000 Baxter-Allegiance Foundation Prize for Health Ser-
vices Research and the 2006 AcademyHealth Distinguished Investigator
Award. She is a former president of AcademyHealth. Dr. Davis received her
doctorate in economics from Rice University and was awarded an honorary
doctorate in humane letters from The Johns Hopkins University in 2001.

Nancy-Ann Min DeParle, J.D., is a senior advisor to JPMorgan Partners,
LLC, and adjunct professor of health care systems at the Wharton School of
the University of Pennsylvania. From 1997 to 2000, she served as adminis-
trator of HCFA, now the Centers for Medicare and Medicaid Services. Be-
fore joining HCFA, Ms. DeParle was associate director for health and per-
sonnel at the White House Office of Management and Budget. From 1987
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a member of MedPAC; a trustee of The Robert Wood Johnson Foundation;
and a board member of Cerner Corporation, DaVita, Boston Scientific,
Triad Hospitals, and the NQF. Ms. DeParle received a bachelor’s degree
from the University of Tennessee; bachelor’s and master’s degrees from
Oxford University, where she was a Rhodes Scholar; and a J.D. degree from
Harvard Law School.
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and family medicine and director of the Institute for the Evaluation of Medi-
cal Practice at the Center for the Evaluative Clinical Sciences, Hanover,
New Hampshire, and senior associate of the VA Outcomes Group, Veter-
ans Administration Medical Center, White River Junction, Vermont. He is
a general internist and former Robert Wood Johnson clinical scholar with
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methods in health systems evaluation. His research has focused on explor-
ing the causes and consequences of variations in clinical practice and health
care spending across U.S. regions and among health care providers.
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nomics in the Department of Health Care Policy at Harvard Medical School.
He is also a research associate with the National Bureau of Economic Re-
search. Dr. Frank is a member of the IOM. He advises several state mental
health and substance abuse agencies on issues related to managed care and
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nomics. Dr. Frank was awarded the Georgescu-Roegen prize from the
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the Carl A. Taube Award from the American Public Health Association for
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and the Emily Mumford Medal from Columbia University’s Department
of Psychiatry. In 2002 Dr. Frank received the John Eisenberg Mentorship
Award from National Research Service Awards.

Robert S. Galvin, M.D.,* is director of Global Health Care for General
Electric (GE). He is in charge of the design and performance of GE’s health
programs, totaling over $3 billion annually, and oversees the 1 million pa-
tient encounters that take place in GE’s 220 medical clinics in more than 25
countries. Drawing on his clinical expertise and training in Six Sigma, Dr.
Galvin has been an advocate and leader in extending the benefits of this
methodology to health care. He has focused on issues of market-based
health policy and financing, with special interests in measurement transpar-

*Member of the Subcommittee on Pay for Performance.
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ency, payment system reform, and the assessment and coverage of new tech-
nologies. He is a past member of the Strategic Framework Board of the
NQF and is currently on the board of the National Committee for Quality
Assurance. He is a cofounder of the Leapfrog Group, the founder of Bridges
to Excellence, and a member of the Advisory Group of the Council on
Health Care Economics and Policy. Dr. Galvin is widely published on issues
affecting the purchaser side of health care. He is professor adjunct of medi-
cine at Yale, where he directs the seminar series on the private sector for the
Robert Wood Johnson Clinical Scholars fellowship. He is a fellow of the
American College of Physicians.

David H. Gustafson, Ph.D., is a research professor at the University of Wis-
consin, Madison, where he directs the Center of Excellence in Cancer Com-
munications (designated by the National Cancer Institute) and the Network
for the Improvement of Addiction Treatment (supported by The Robert
Wood Johnson Foundation and the federal government’s Center for Sub-
stance Abuse Treatment). His research focuses on the use of systems engi-
neering methods and models in individual and organizational change. Much
of his research centers on the development and evaluation of health systems
to support people facing serious health problems such as cancer. His ran-
domized controlled trials and field tests have helped in understanding the
acceptance, use, and impact of e-health on quality of life, behavior change,
and health service utilization. His research has also contributed to organi-
zational improvement, with particular attention to models that predict and
explain organizational change. Dr. Gustafson is a fellow of the Association
for Health Services Research and of the American Medical Informatics As-
sociation and a fellow and past vice-chair of the board of IHI. He also
chaired the recent Federal Science Panel on Interactive Communications in
Health and is chair of the Health Institute. He is a former member of the
University of Wisconsin Athletic Board.

Mary Anne Koda-Kimble, Pharm.D., is dean of the School of Pharmacy at
UCSF, where she teaches and has cared for patients at the UCSF Diabetes
Center. She holds the Thomas J. Long Endowed Professorship and previ-
ously served as chair of the Department of Clinical Pharmacy. Dr. Koda-
Kimble received her Pharm.D. from UCSF and joined its faculty in 1970,
where she was involved in developing an innovative clinical pharmacy cur-
riculum. She is a member of the United States Pharmacopoeia board of
trustees and was vice-chair of the Accreditation Council of Pharmaceutical
Education board of Directors. She is past president of the American Asso-
ciation of Colleges of Pharmacy and has served on the California State
Board of Pharmacy, the Food and Drug Administration’s Nonprescription
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Drugs Advisory Committee, and many other boards and task forces of na-
tional professional associations. Dr. Koda-Kimble is frequently invited to
address national and international groups and has produced many publica-
tions, the best known of which is Applied Therapeutics, a text widely used
by health professional students and practitioners throughout the world.

Alan R. Nelson, M.D., is an internist–endocrinologist who was in private
practice in Salt Lake City, Utah, until becoming CEO of the American Soci-
ety of Internal Medicine (ASIM) in 1992. Following the merger of ASIM
with the American College of Physicians (ACP) in 1998, Dr. Nelson headed
the Washington Office of ACP–ASIM until his semiretirement in January
2000; he currently serves as special advisor to the executive vice president/
CEO of the college. He was president of the American Medical Association
and from 2000 to 2006 served as a member of MedPAC, which advises
Congress on Medicare issues. A member of the IOM, he was chair of the
IOM Committee on Ethnic and Racial Disparities in Health Care and is a
coeditor of the study report, Unequal Treatment: Confronting Racial and
Ethnic Disparities in Health Care. Dr. Nelson attended Utah State Univer-
sity and received his M.D. from Northwestern University in 1958.

Norman C. Payson, M.D., was selected to be chairman of the board of
Concentra, Inc. As chairman, he oversees its strategic direction, management
development and guidance, and governance. Dr. Payson was previously CEO
of two publicly traded health plans—Oxford Health Plans as the “turnaround
CEO” (1998–2002) and Healthsource, Inc. as cofounder and CEO (1985–
1997). Prior to joining Healthsource, Dr. Payson was CEO and Medical Di-
rector of a 120-doctor physician group practice. Dr. Payson is a board mem-
ber of the Mailman School of Public Health at Columbia University; Medicine
in Need Corporation, a charitable biotechnology company; and the City of
Hope in Los Angeles. He serves on the advisory board of the Health Sciences
Technology Division at MIT–Harvard Medical School and the board of over-
seers at Dartmouth Medical School. Dr. Payson is a graduate of the Massa-
chusetts Institute of Technology and Dartmouth Medical School. He lives in
Hopkinton, New Hampshire, with his wife, Melinda.

William A. Peck, M.D., became Alan A. and Edith L. Wolff Distinguished
Professor of Medicine and director of the Washington University Center for
Health Policy in 2003. From 1989 to 2003 he served as dean of Washing-
ton University School of Medicine and vice chancellor for medical affairs
(executive vice chancellor from 1993 to 2003), and president of the Wash-
ington University Medical Center. Dr. Peck was awarded an honorary doc-
tor of science degree from the University of Rochester in 2000. His academic
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activities include original investigations in bone and mineral metabolism,
extensive clinical teaching, as well as patient care experience. He was found-
ing president of the National Osteoporosis Foundation and has served on
the editorial boards of multiple journals, on numerous national and inter-
national medical and scientific panels, and on advisory boards of major
pharmaceutical companies. He has held numerous lectureships and society
memberships, including the American Society for Clinical Investigation, the
Association of American Physicians, and the Institute of Medicine (NAS).
Dr. Peck is the recipient of many international, national, and regional
awards. He serves on the boards of Allied Health Care Products, Angelica
Corporation, TIAA-CREF Trust Company, and Research!America (vice-
chair), and is a trustee of the University of Rochester. Dr. Peck is past chair-
man of the American Association of Medical Colleges. He has been a con-
sultant for many major pharmaceutical companies.

Neil R. Powe, M.D., M.P.H., M.B.A.,* is professor of medicine, professor
of health policy and management, and professor of epidemiology at the
Johns Hopkins University School of Medicine and the Johns Hopkins
Bloomberg School of Public Health. He also is director of the Welch Center
for Prevention, Epidemiology and Clinical Research, an interdisciplinary
research and training center at the Johns Hopkins Medical Institutions fo-
cused on population-based and health services research. Dr. Powe’s research
has involved clinical epidemiology, technology assessment, patient outcomes
research, and health services research in many areas of medicine. He has
also studied physician decision making and other determinants of the use of
medical practices, including payers’ decisions about insurance coverage for
new medical technologies; the effect of financial incentives on the use of
technology; efficiency and outcomes in for-profit versus nonprofit health
care institutions; and the relationships among hospital volume, technology,
and outcomes. He has extensive experience in developing and measuring
outcomes and quality of care for chronic kidney disease and is author of
more than 250 articles. Dr. Powe received his M.D. from Harvard Medical
School, M.P.H. from Harvard School of Public Health, and M.B.A. from
the University of Pennsylvania. He completed his residency at the Hospital
of the University of Pennsylvania, where he was also a Robert Wood
Johnson Clinical Scholar and fellow in the Division of General Internal
Medicine. Dr. Powe is a member of the American Society of Clinical Inves-
tigation, the Association of American Physicians, and the American Society
of Epidemiology.

*Member of the Subcommittee on Pay for Performance.

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


APPENDIX G 231

Christopher Queram, M.A.,* has been president/CEO of the Wisconsin
Collaborative for Healthcare Quality (WCHQ) since November 2005. The
collaborative is a nonprofit, 501c3 voluntary consortium of organizations
leading and working together to improve the quality and cost-effectiveness
of health care for the people of Wisconsin. The collaborative develops and
reports comparative measures of health care performance; designs and pro-
motes quality improvement initiatives; and advocates for enlightened policy
to support its work. Prior to joining WCHQ, Mr. Queram served as CEO
of the Employer Health Care Alliance Cooperative (the Alliance) of Madi-
son, Wisconsin, a health care purchasing cooperative owned by more than
160 member companies. In addition to his responsibilities at WCHQ, Mr.
Queram is a board member of the Joint Commission on Accreditation of
Health Care Organizations and Delta Dental of Wisconsin, a member of
the “Principals” for the Hospital Quality Alliance (HQA), and a member of
the steering committee for the Wisconsin Hospital Association’s CheckPoint
quality reporting initiative. Previously, he served as board member of the
Leapfrog Group and the NQF, as well as a member of the IOM’s Commit-
tee on the Consequences of Uninsurance and President Clinton’s Advisory
Commission on Consumer Protection and Quality in the Health Care In-
dustry. Mr. Queram holds a master of arts degree in health services admin-
istration from the University of Wisconsin, Madison, and is a fellow in the
American College of Healthcare Executives.

William C. Richardson, Ph.D., is past president and CEO emeritus of the
W. K. Kellogg Foundation and president emeritus of The Johns Hopkins
University. Before joining the foundation in August 1995, Dr. Richardson
was president of Johns Hopkins, a position he had held since 1990, and
professor of health policy and management at the university. Dr. Richardson
has been a member of the IOM since 1981, a fellow of the American Acad-
emy of Arts and Sciences, and a member of the American Public Health
Association. He has chaired several IOM committees. He has also served on
the boards of the Council of Michigan Foundations and the Council on
Foundations (trustee and chair). He serves as well on the board of directors
of the Kellogg Company, CSX Corporation, the Bank of New York, and
Exelon Corporation. Dr. Richardson is a graduate of Trinity College and
the University of Chicago.

Cheryl M. Scott, M.H.A.,* is currently president emerita for Group Health
Cooperative (GHC), one of the the nation’s largest consumer-governed, non-
profit health care systems. From 1997 to 2004, she was GHC’s president and

*Member of the Subcommittee on Pay for Performance.
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CEO. Prior to assuming her position in 1997, she served as GHC’s executive
vice president/chief operating officer. Ms. Scott is a clinical professor in the
Department of Health Services at the University of Washington. At the na-
tional level, she served on the board of the Alliance of Community Plans
(trustee and chair) and the board of America’s Health Insurance Plans. She
currently serves as board chair for the Health Technology Center and is a
trustee for the Washington State Life Sciences Discovery Fund. Ms. Scott
received a bachelor’s degree in communications and a master’s degree in
health administration from the University of Washington.

Stephen M. Shortell, Ph.D., M.P.H., is a prominent researcher in health
policy and organization behavior at the University of California, Berkeley,
and is dean of the School of Public Health. Dr. Shortell is known as a
leading academic voice advocating reform of the nation’s health system.
His research has helped establish determinants of health outcomes and qual-
ity of care for health care organizations. As Blue Cross of California distin-
guished professor of health policy and management, Dr. Shortell holds a
joint appointment at UC Berkeley’s School of Public Health and the Haas
School of Business. He also is affiliated with UC Berkeley’s Department of
Sociology and UC San Francisco’s Institute for Health Policy Studies. Dr.
Shortell is an elected member of the IOM. He has received the Baxter-
Allegiance Prize, considered the highest honor worldwide in the field of
health services research. He also has received the Distinguished Investigator
Award from the Association for Health Services Research and the Gold
Medal award from the American College of Healthcare Executives for his
contributions to the field. He serves on the boards of the Health Research
and Educational Trust and the National Center for Healthcare Leadership.
Dr. Shortell received his bachelor’s degree from the University of Notre
Dame; his master’s degree in public health from the University of Califor-
nia, Los Angeles; and his Ph.D. in behavioral science from the University of
Chicago. Before coming to UC Berkeley in 1998, he held teaching and re-
search positions at Northwestern University, the University of Washington,
and the University of Chicago.

Samuel O. Thier, M.D., is professor of medicine and professor of health
care policy at Harvard Medical School. He was president and CEO of Part-
ners HealthCare System from 1996 to 2002. From 1994 to 1997 he was
president of the Massachusetts General Hospital; he was Brandeis Uni-
versity’s president during the previous 3 years. He served 6 years as presi-
dent of the IOM and 11 years as chair of the Department of Internal Medi-
cine at Yale University School of Medicine, where he was Sterling professor.
Dr. Thier is an authority on internal medicine and kidney disease and is also
known for his expertise in national health policy, medical education, and

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


APPENDIX G 233

biomedical research. Born in New York, he attended Cornell University
and received his medical degree from the State University of New York at
Syracuse in 1960. He served on the medical staff of Massachusetts General
Hospital as an intern, resident, chief resident in medicine, and chief of the
renal unit, and held a faculty appointment at Harvard. Prior to joining the
faculty of Yale in 1975, he was professor and vice-chair of the Department
of Medicine at the University of Pennsylvania. He has received several hon-
orary degrees and the UC Medal of the University of California, San Fran-
cisco. He has served as president of the American Federation of Clinical
Research and chair of the American Board of Internal Medicine and is a
master of the American College of Physicians, a fellow of the American
Academy of Arts and Sciences, and a member of the American Philosophi-
cal Society. Dr. Thier is a director of Charles River Laboratories, Inc., The
Commonwealth Fund (chair), the Federal Reserve Bank of Boston, and
Merck & Co., Inc., and a member of the Board of Overseers of TIAA-CREF
and the Board of Overseers of Cornell University Medical College.

ADVISORY SUBCOMMITTEE ON PAY FOR PERFORMANCE

The members of the advisory subcommittee listed below supported, but
were not part of, the main authoring committee.

Stephanie Alexander, M.B.A., is senior vice president for Premier Healthcare
Informatics. She has been active in the health care decision-support business
for 20 years and speaks regularly on the importance of measurement to real-
ize consistent health care improvement. Earlier in her career, she served as
project manager for operational improvement consulting engagements, re-
sulting in multimillion dollar savings for health systems. She also served as
director of process improvement for a 450-bed hospital and managed process
improvement programs in several hospitals. She was deeply involved in the
development of Premier’s Perspective™ system, which hospitals use for mea-
surement, benchmarking, and reporting of clinical performance. She is an
engineering graduate of North Carolina State University and holds an MBA
from the University of North Carolina at Chapel Hill.

Charles D. Baker is president and CEO of Harvard Pilgrim Health Care,
Inc. (HPHC), one of New England’s leading nonprofit health plans. Harvard
Pilgrim and its affiliates are licensed to provide comprehensive health insur-
ance solutions in Massachusetts, Maine, and New Hampshire. Its provider
network has more than 22,000 physicians and 135 hospitals in Massachu-
setts, Maine, New Hampshire, and Rhode Island. HPHC offers health and
benefit plan solutions to over 970,000 members in New England. He was
brought in as CEO in mid-1999 to turn around the organization’s financial
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performance. HPHC has posted positive gains for 24 consecutive quarters,
is rated Ba1 with a “stable” outlook by Moody’s Investors Services, and has
over $325 million in net worth. In addition, HPHC finished first in the
country for two years in a row on the National Committee for Quality
Assurance’s (NCQA’s) annual ranking of health plan performance. HPHC
was also featured this year as the #1 health plan in the country in a special
issue of U.S. News & World Report, and has won several JD Power “Plan
of Distinction” awards. HPHC is a market leader in the development and
use of secure, online tools to reduce administrative costs and improve the
accuracy and speed of health care transactions. Its chief tool, HPHConnect,
is serving thousands of employers, providers and members, offering 24/7
administrative support for a wide variety of transactions. HPHConnect cur-
rently supports over 1 million transactions a month for HPHC providers,
employers and members.

Arnold M. Epstein, M.D., M.A., is chairman of the Department of Health
Policy and Management at the Harvard University School of Public Health
where he is the John H. Foster Professor, and chief of the Section on Health
Services and Policy Research in the Department of Medicine at the Brigham
and Women’s Hospital. Dr. Epstein’s research interests focus on quality of
care and access to care for disadvantaged populations. Recently his efforts
have focused on racial and ethnic disparities in care, public reporting of
quality performance data and incentives for quality improvement. He has
published 175 articles on these and other topics. His book, Falling Through
the Safety Net, Insurance Status and Access to Health Care, won the Kulp
Wright Award by the American Risk and Insurance Association in 1994 for
the best new book on life and health insurance. During 1993–1994, he
worked for the White House where he had staff responsibility for policy
issues related to the health care delivery system, especially quality manage-
ment. He was Vice Chair of the IOM Committee on Developing a National
Report on Health Care Quality, and Co-Chair of the Performance Mea-
surement Coordinating Committee of the Joint Commission on the Accredi-
tation of Health Care Organizations (JCAHO), the NCQA, and the Ameri-
can Medical Association. He has served as Chairman of the Board of
AcademyHealth and remains on its Board now. He serves on JCAHO’s
Advisory Council on Performance Measurement. He has served on several
editorial boards including Health Services Research and the Annals of In-
ternal Medicine. He has been elected to the American Society for Clinical
Investigation and the American Association of Professors. He is currently
Associate Editor for Health Policy at the New England Journal of Medicine
and a member of the IOM.
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Sam Ho, M.D., is currently chief medical officer for UnitedHealthcare’s
Pacific and Southwest regions, and is responsible for the clinical advance-
ment of members in the western United States. Previously, he was the
executive vice president and chief medical officer for PacifiCare Health
Systems, and was responsible for improving the quality, costs, and access
for both commercial and Medicare beneficiaries. He led all quality im-
provement and clinical management programs, medical informatics, and
established innovative programs and results in such areas as provider pro-
filing; consumer transparency; value-based networks and product design;
pay for performance; consumer incentives for healthier behavior; disease
management; and health IT. Such efforts helped distinguish PacifiCare as
a pioneer in the managed care industry, earning awards from the National
Business Group on Health, the NCQA, the Foundation for Accountabil-
ity, and the Disease Management Association of America. In 2003 he re-
ceived the Health Insurance Association of America’s 2003 Innovator
Award for innovative leadership in health insurance, and he is nationally
recognized in the areas of health policy, program innovation, and opera-
tional execution with continuously improved results.

Barbara Manard, Ph.D., a health policy researcher and consultant with
over 20 years of experience, joined the American Association of Homes and
Services for the Aging (AAHSA) in 2003 as vice president of long-term care/
health strategies. Prior to joining AAHSA, she served as vice president
of The Lewin Group (1981–1987) and subsequently as president of a
Maryland-based research and consulting firm, the Manard Company
(1998–2002). In 1998, she served as a Special Expert Consultant to the
Office of the Secretary (ASPE), United States Department of Health and
Human Services, to assist with technical and policy issues related to imple-
menting post–acute care Medicare payment system changes mandated by
Congress. In 2001, she assisted ASPE with a project regarding post–acute
care assessment instruments, reference vocabularies, and electronic medical
records. Prior to joining the Lewin Group, Dr. Manard served as a policy
analyst at ASPE and as an assistant professor of sociology at the University
of California (Riverside). She received her doctorate in sociology from the
University of Virginia, a certificate in health planning from the University
of Virginia School of Medicine, and an AB from Vassar College.

L. Gordon Moore, M.D., a faculty member of the IHI, he works with office
practice teams from across the United States, helping them pilot and imple-
ment open/advanced access scheduling, office efficiency, and the improve-
ment of chronic illness and preventive care with the McColl Institute’s Care
Model. He is coleading a clinical transformation project as part of a ground-
breaking initiative to re-weave the safety net in Rochester, New York
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(www.rsafetynetproject.com), creating the platform for transformative
change through innovations in health care financing. Dr. Moore maintains
a private solo practice in family medicine in Rochester, New York, and is a
clinical assistant professor with the University of Rochester Departments of
Family Medicine and Community and Preventive Medicine.

Debra L. Ness, M.S., is president of the National Partnership for Women &
Families. Drawing on an extensive background in health and public policy,
she possesses a unique understanding of the issues that face women and
families at home, in the workplace, and in the health care arena. Before
assuming her current role, she served as the National Partnership’s Execu-
tive Vice President for 13 years. She graduated summa cum laude from
Drew University with a bachelor’s degree in psychology and sociology and
has a Masters of Science degree from the Columbia University School of
Social Work. She is a member of the Board of Directors and chairs the
Consumer Advisory Council of the NCQA, the nation’s leader in accredit-
ing and developing quality measures for managed care organizations. She is
on the Board and is Vice Chair of the Consumer Council of the NQF,
established by the President’s Advisory Commission on Consumer Protec-
tion and Quality in the Health Care Industry to implement a national strat-
egy on quality protections. She sits on the Board of the Leapfrog Group,
which identifies problems and proposes solutions to improve hospital sys-
tems. She serves on the Public Advisory Group on Health Care Quality of
JCAHO. She is on the Steering Committee of the Ambulatory care Quality
Alliance (AQA) and was recently appointed to the HQA/AQA Quality Alli-
ance Steering Committee formed in August 2006 by HHS Secretary Leavitt,
and she serves as the co-chair of the Cost/Price Transparency Working
Group. Additionally, she serves on the Executive Committee of the Leader-
ship Conference on Civil Rights (LCCR) and co-chairs the LCCR’s Health
Care Task Force.

W. Allen Schaffer, M.D., F.A.C.P., was former chief clinical officer for
CIGNA and senior vice president of clinical strategy and health policy. He
led a team that helped develop CIGNA’s clinical public policy and was
responsible for articulating the company’s initiatives to improve health out-
comes, ensure patient safety, and provide integrated patient-centered health
benefits. He also served as privacy officer for CIGNA HealthCare and was
responsible for advocacy outreach and external clinical relationships. Dr.
Schaffer received his medical degree in 1975 from the University of Wash-
ington in Seattle, where he was granted early admission and received both
medical thesis honors and the Robert H. Williams Medical Research Award.
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He served his residency training at the Tulane Service of Charity Hospital in
New Orleans and at Baptist Memorial Hospital in Memphis. He has held
clinical faculty appointments in the Departments of Medicine at the Univer-
sity of Connecticut School of Medicine and at the University of Louisville
School of Medicine. A fellow of the American College of Physicians, Dr.
Schaffer has been published in a number of medical and professional jour-
nals, including the New England Journal of Medicine and the Annals of
Internal Medicine. He currently serves on the board of the Jacobs Institute
of Women’s Health and the Bazelon Center for Mental Health Law. He has
previously served on the boards of NCQA, the American Association of
Health Plans, and the National Advisory Board for the Agency for
Heathcare Research and Quality (AHRQ).

John Toussaint, M.D., is the CEO of ThedaCare Inc. ThedaCare is com-
prised of 4 hospitals and 21 clinics as well as other components of care
including home care, hospice, seniors, and behavioral health. ThedaCare
partners with local employers to decrease their targeted healthcare spend,
bringing on-site innovative solutions to directly manage their costs.
ThedaCare serves a seven-county region. Dr. Toussaint is an internist who
has served multiple roles at ThedaCare including chief of the medicine de-
partment to chief medical officer. He has been president and CEO of
ThedaCare, since March of 2000. He has been responsible for introducing
the ThedaCare Improvement System which is derived from the Toyota Pro-
duction system. This model of continuous improvement is transforming
ThedaCare to the same level of quality performance only achieved by manu-
facturing companies. He is past chairman of the Wisconsin Collaborative
for Healthcare Quality, which has been responsible for publicly reporting
and improving performance in healthcare organizations in Wisconsin since
2003. Presently, he is the chairman of the Wisconsin Health Information
Organization, a public private partnership centered on reporting provider
efficiency using a centralized claims database derived from the major payers
in the state. He has recently been appointed to Governor Doyle’s e-Health
and Patient Safety Board. ThedaCare’s work has been featured in many
publications some of which include The Wall Street Journal, Modern
Healthcare, and Health Management Technology. He received his B.S. in
chemistry from Cornell College in 1978, M.D. from the University of Iowa
in 1982, and Internal Medicine residency from the University of Iowa, Iowa
Methodist program in 1985. He has served as a adjunct professor at UW
Medical School and resides in Appleton, Wisconsin.
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INSTITUTE OF MEDICINE STAFF

Rosemary A. Chalk† is director of the Board on Children, Youth and Fami-
lies (BCYF) and also serves as director of the Committee on Redesigning
Health Insurance Performance Measures, Payment, and Performance Im-
provement (PPPI) Programs at the IOM. She has been a senior staff member
of the IOM and the Division on Behavioral and Social Sciences and Educa-
tion of the National Academies for almost 19 years, directing studies on vac-
cines and immunization finance, educational finance, family violence, child
abuse and neglect, and research ethics. She took on the role of BCYF director
in September 2003 and began directing the PPPI project in April 2005. For 3
years (2000 to 2003), Ms. Chalk was a half-time study director at the IOM
and also directed the child abuse/family violence research area at Child
Trends, a nonprofit research center in Washington, D.C., where she con-
ducted studies on the development of child well-being indicators for the child
welfare system. Over the past decade, Ms. Chalk has directed a range of
projects sponsored by the William T. Grant Foundation, the Doris Duke
Charitable Foundation, the Carnegie Corporation of New York, The David
and Lucile Packard Foundation, and various agencies within the U.S. Depart-
ment of Health and Human Services. Earlier in her career, Ms. Chalk was a
consultant and writer for a broad array of science and society research
projects. She has authored publications on issues related to child and family
policy, science and social responsibility, research ethics, and child abuse and
neglect. She was the first program head of the Committee on Scientific Free-
dom and Responsibility of the American Association for the Advancement of
Science from 1976 to 1986 and is a former section officer for that organiza-
tion. She served as a science policy analyst for the Congressional Research
Service at the Library of Congress from 1972 to 1975. She holds a bachelor’s
degree in foreign affairs from the University of Cincinnati.

Karen Adams, Ph.D., M.T. (A.S.C.P.),‡ was a senior program officer at the
IOM. She was lead staff member on the Performance Measurement and Pay
for Performance Subcommittees of the IOM’s congressionally mandated
study Redesigning Health Insurance Performance Measures, Payment, and
Performance Improvement Programs. Her prior work at the IOM includes
serving as study director of the Committee on Priority Areas for National
Action: Transforming Health Care Quality and co–study director of the 1st
Annual Crossing the Quality Chasm Summit: A Focus on Communities.
Before joining the IOM, she held the rank of assistant professor in the De-

†Served through July 2006.
‡Served through February 2006.
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partment of Medical and Research Technology, University of Maryland
School of Medicine, and was also academic coordinator of the undergradu-
ate medical technology program. She received an undergraduate degree in
medical technology from Loyola College, a master’s degree in management
from the College of Notre Dame, and a doctorate in health policy from the
University of Maryland. During her doctoral studies she was awarded an
internship at AHRQ, during which she researched more than 30 years of
innovations in medical informatics. She is also certified as a medical tech-
nologist by the American Society of Clinical Pathologists.

Samantha M. Chao, M.P.H., is senior health policy associate for the IOM’s
Board on Health Care Services. She completed a master’s degree in health
policy with a concentration in management at the University of Michigan
School of Public Health. As part of her studies, she interned with the Ameri-
can Heart Association, where she helped develop the association’s position
on pay for performance. She also worked with the Michigan Department of
Community Health to promote the study of chronic disease and disease
prevention. Ms. Chao is currently developing a Forum on the Science of
Health Care Quality Improvement and Implementation at the IOM to bet-
ter understand and enhance recognition of the need for such research.

Tracy A. Harris, D.P.M., M.P.H., joined the IOM’s Board on Health Care
Services in 2004 as a program officer. Her work background includes clini-
cal experience and health policy work. Previously, she was trained in podi-
atric medicine and surgery and spent several years in private practice. In
1999, Dr. Harris was awarded a Congressional Fellowship with the Ameri-
can Association for the Advancement of Science. She spent 1 year working
in the U.S. Senate on many issues, including elder fraud, telemedicine, a
national practitioners data bank, health professional shortage areas, stem
cell research, and malpractice caps. While earning a master’s degree, she
worked on various projects, including Medicaid disease management and
the uninsured. She has a doctor of podiatric medicine degree from the
Temple University School of Podiatric Medicine and a master of public
health degree with a concentration in health policy from The George Wash-
ington University.

Dianne Miller Wolman, M.G.A., most recently codirected a 3-year study
on the consequences of uninsurance, which produced a series of six reports:
Insuring Health. Before that she directed the study that resulted in the IOM
report Medicare Laboratory Payment Policy: Now and in the Future, re-
leased in 2000. She joined the IOM’s Health Care Services Division in 1999
as a senior program officer. Her previous work experience in the health
field was varied, focusing on finance and payment in insurance programs.
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She previously worked for the General Accounting Office, where she was a
senior evaluator on studies of HCFA and its management capacity. Previ-
ously, she was a policy specialist at a national association representing non-
profit providers of long-term care services. Prior to that she held positions
in policy analysis and management with the office of the secretary, U.S.
Department of Health and Human Services; with a peer review organiza-
tion; with a governor’s task force on access to health care; and with a third-
party administrator for very large health plans. In addition, she was policy
director for a state Medicaid rate-setting commission. She holds a master’s
degree in government administration from the Wharton Graduate School,
University of Pennsylvania.
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Index

A

Access to care
performance measurement and, 6
potential adverse consequences of

payment incentives, 4–5, 29, 48–50
Accountability

for coordination of care, 120–121, 123–
124

goals of payment system reform, 8
public reporting for, 10–11, 103–104,

106
Administrative data, 88, 103
Adverse consequences of pay-for-

performance system
causes, 22, 28, 29
inequitable or decreased access, 29, 48–

51
managing to measures, 29, 51
monitoring rationale, 4–5, 48, 53, 54
obstacles to knowledge transfer and

innovation, 4–5, 29, 51–52
potential scope of, 4–5, 48
provider attitudes and perceptions, 52–

53
quality of care, 9, 29

Agency for Healthcare Research and
Quality, 126

Ambulatory care, 212–215

Ambulatory care Quality Alliance, 39, 179
Ambulatory payment classification, 146
American Health Information Community,

126
Anthem Blue Cross and Blue Shield, 22

of New Hampshire, 41, 62

B

Bridges to Excellence, 40–41, 62, 67
Physician Practice Connections, 41

Bundled payments, 4, 26, 33, 35, 145

C

Case management, 33
Centers for Medicare and Medicaid Services

current payment incentive programs, 3,
62

leadership for health care improvement,
28, 137

performance reporting program, 11–12
recommendations to improve

coordination of care, 13, 122
See also Medicare

Certification and licensure
Medicare provider qualifications, 25
payment incentive programs and, 5
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Certification Commission for Healthcare
Information Technology, 128

Chart data, 88, 103
Chronic heart failure, 180
Clinical quality

as basis for performance reward
distribution, 81–83, 95–96

goals of payment system reform, 3, 20,
21–22, 44

Collaborative efforts, 39
Competition, in health care delivery system,

29, 52
Connecting for Health, 126
Consolidated Health Informatics, 126
Consumer Assessment of Healthcare

Providers and Systems, 87, 109, 209–
219

Coordination of care
accountable source of care, 120–121,

123–124
beneficiary role in, 123–124
goals of payment system reform, 3, 8, 45
importance of, 124
performance measurement, 45
rationale, 13
recommendations, 13, 122
rewards for, 123
shortcomings of current delivery system,

1, 4, 33, 45, 119–120
Coronary artery disease, 180
Cost of care

consumer spending, 18–19
federal spending, 24
goals of payment system reform, 3, 21–

22
health information technologies, 127
hospital management strategies, 145–146
international comparisons, 19
Medicare spending, 4, 24
quality of care and, 19

Cost shifting behavior, 53–54
Crossing the Quality Chasm: A New Health

System for the 21st Century, 1, 15,
71, 81

D

Data collection and management
data auditing, 103
health information technologies, 124–

129

limitations of current efforts, 88–89
Medicare data collection efforts, 43
Medicare demonstration projects, 38–39
pay-for-performance implementation, 5,

13, 103
provider feedback, 103
for quality improvement, 13
recommendations for, 14, 128–129
See also Performance measurement;

Public reporting
Demonstration projects, 3, 14, 22, 38–39,

139–140
Department of Health and Human Services

current payment incentive programs, 3
information technology promotion, 14,

126, 128–129
monitoring of pay-for-performance

program, 14, 134
public reporting role, 10–11, 106
recommendations for, 6, 8, 10–11, 12,

14, 55, 78, 85, 106, 116–117, 128–
129, 134

Diabetes, 19, 180
Diagnosis-related groups, 145–146
Dialysis, 19
Dialysis facilities

Medicare prospective payment system,
148–149, 208

Medicare spending, 19
pay-for-performance implementation,

110, 209–211
performance measurement, 208–209

Diffusion of knowledge and best practices
health information technologies, 124–128
payment incentive program as obstacle

to, 29, 51–52
Disease management models, 38–39
Distribution of rewards

to ambulatory care settings, 215
among Medicare parts, 97
beneficiary rewards, 44–45
by care settings, 118–119
composite measures for, 89–90
condition-based system, 89
data collection for, 88–89
defining comparison groups for, 94–95
to dialysis facilities, 211
domains of care as basis for, 9, 81–83,

95–96, 100–101
existing funds model, 66–69
generated savings model, 69–71
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graduated vs. fixed reward amounts, 92–
93

to high-performing providers, 41, 84,
85, 101

level of award necessary to affect
behavior, 46–47

measure sets for, 85–88
penalty system, 93–94
performance improvement as basis for,

9–10, 83–85, 100–101
policy issues, 8, 80–81, 101
private sector pay-for-performance

programs, 40–41, 62
provider payout case example, 97–100
to providers meeting performance

thresholds, 90–91
public reporting and timing of, 107
recommendations, 9, 82, 85
size of reward, 100
structural measures for, 90
tournament-style reward structure, 91
for treatment of high-risk patients, 50,

129

E

Educational interventions
current payment system, 25
shortcomings of current payment system,

4
shortcomings of Medicare

reimbursement, 33
Effectiveness of care, 1, 81

See also Clinical quality
Efficiency of care

aims, 1, 81
as basis for performance reward, 81–83,

95–96
goals of payment system reform, 21–22
performance measurement, 6, 51, 209
recommendations for payment incentive

program design, 9, 82
shortcomings of current payment system,

4
Electronic health records, 6, 88, 124, 125,

127–128
Equitable care

aims, 1, 81
potential adverse consequences of

payment incentives, 4–5, 50–51
Excellus Blue Cross Blue Shield, 72

F

Fee-for-service system, 34
Funding for payment incentives

budget-neutral approaches, 65
challenges to establishing, 61–62
criteria for assessing possible sources,

60, 64–65
direct investment model, 71–74, 75
existing funds model, 66–69, 75, 77, 78
generated savings model, 69–71, 75, 78
geographic pools, 77, 95
long-term, 77–78
performance reporting incentives, 106
potential sources, 7, 61
private sector models, 62
public sector models, 62
recommendations, 7–8, 75, 78
research needs, 75
reward pool design, 60–61, 65, 67, 75, 78
reward size and, 100
short-term implementation, 65–66, 74–

75
significance of, for pay-for-performance

implementation, 6, 60–61
single source of, 8
United Kingdom program, 63–64

H

Harvard Pilgrim Health Care, 62
Hawaii Blue Cross and Blue Shield, 22
Healthcare Information Technology

Standards Panel, 126
Health Insurance Portability and

Accountability Act, 13, 124
Health maintenance organizations, 41
HealthPartners, 73
Health plan care

pay-for-performance implementation for,
215–216

Health Plan Employer Data and
Information Set, 39–40, 87

Heart/Stroke Physician Recognition
Program, 41

Hemodialysis. See Dialysis
High-performing providers

basis for distribution of incentive
rewards, 84

recommendations for monitoring, 14,
134
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recommendations for reward
distribution, 9–10, 85

relative comparisons, 91
Hill Physicians Medical Group, 41
Home health agencies

Medicare prospective payment system,
34–35, 147–148

Medicare public reporting efforts, 104,
105

pay-for-performance implementation,
11, 110, 217–218

performance measurement, 148, 216–
217

Hospital Quality Alliance, 39
Hospitals

health information technologies, 125
Medicare prospective payment system,

34–35, 37, 145–146
Medicare public reporting efforts, 105
Medicare qualifications, 25
pay-for-performance implementation,

11, 110, 211–212
performance measurement, 211

I

Implementation of payment incentives
in ambulatory care settings, 213–215
benefits of collaboration, 39
challenges, 23
delayed approach, 108–109
in dialysis facilities, 110, 209–211
funding pool considerations, 60–61, 65
health information technologies in, 13–

14, 124–129
in home health care, 11, 110, 217–218
in hospitals, 110, 211–212, 217–218
Medicare restructuring to foster

nationwide change, 27–28
monitoring, 12, 23, 44, 53, 54, 133–134
organization size as factor in, 115, 117
participation requirements, 112–116
performance measures, 6, 110–111
phased approach, 5, 6, 28, 29, 55, 107,

110, 117
procedural and technical issues, 101, 102
public reporting of performance

outcomes, 10–11, 103–106
recommendations, 6, 12, 29–30, 32–33,

54–55, 75
research needs, 23

short-term funding models, 65–75
in skilled nursing facilities, 111–112, 219
specialist participation, 117–118
speed of, 112–117
steps involved in, 103–107
timing, 101, 107–110
variation across settings, 11–12, 27,

110–112, 116–117
See also Funding for payment incentives

Infant mortality, 19
Innovation

goals of payment incentives, 3
potential adverse consequences of

payment incentives, 4–5, 52
Integrated Healthcare Association, 22, 39–

40, 62
International comparisons, 19

See also United Kingdom

L

Learning organizations, 135–137
Learning system, 6, 14, 54, 55–56, 133–

134, 135–137
Life expectancy, 19
Longitudinal measures of quality, 12, 18, 116

M

Massachusetts Blue Cross Blue Shield, 62
Medicare

current payment system, 4, 22, 23–26,
33–34, 55

current public reporting efforts, 104–105
data collection, 43
distribution of rewards among

component parts, 97
expenditures, 4, 24, 35
financing, 23
funding for payment incentives, 7–8
future challenges, 20
hemodialysis spending, 19
implementation of payment incentives, 6,

23, 27–28, 55
influence of, in health care system, 26,

28, 43
model reward distribution using existing

funds, 67
pay-for-performance rationale, 5, 43
performance reporting requirements,

112–115
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Physician Fee Schedule, 35
program assessment role, 136
prospective payment system, 34–35, 38,

145–151
provider qualifications, 25
Quality Improvement Organization, 18
recent pay-for-performance experiments,

38–39
recommendations for pay-for-

performance implementation, 6, 55
retrospective payment system, 34
scope of participation and benefits, 4,

23–24, 28, 147
utilization patterns and trends, 13, 19,

119
See also Centers for Medicare and

Medicaid Services
Medicare Advantage program, 4, 11, 24,

33, 105, 110, 150–151
Medicare Management Performance

Demonstration, 38–39
Medicare Payment Advisory Committee, 67,

110, 146, 180
Medicare Prescription Drug, Improvement,

and Modernization Act (2003), 2, 17,
39, 148

Medicare’s Quality Improvement
Organization Program: Maximizing
Potential, 2, 18, 135

Medicare Trust Funds, 7
Monitoring of payment incentive programs

for distribution of rewards, 8
learning system approach, 6, 14, 54, 55–

56, 133–134, 135–137
payment incentive program

implementation, 6, 12, 116–117
rationale, 4–5, 14, 23, 44, 48, 53, 54
recommendations, 14, 134
scope of, 133
technology for, 6–7

Mortality studies, 46

N

National Commitee for Quality Assurance
Diabetes Physician Recognition Program,

41
Heart/Stroke Physician Recognition

Program, 41
Physician Practice Connections, 41

National Health Information Network, 126

National Quality Coordination Board, 18,
140

Nursing homes
Medicare payment system effects, 38
Medicare public reporting efforts, 105
See also Skilled nursing facilities

P

Pathways to Quality Health Care, 2, 17, 44,
116

Patient-centered care
aims, 1, 81
ambulatory care performance

assessment, 213
as basis for performance reward, 81–83,

95–96
dialysis services assessment, 209
goals of payment system reform, 21–22
health plan performance assessment, 216
home health agency performance

assessment, 217
hospital performance assessment, 211
measurement, 20
performance measurement

considerations, 6, 51
recommendations for payment incentive

program design, 9, 82
shortcomings of current payment

system, 1
trends, 20

Pay for performance
barriers to provider participation, 11–

12, 116–117
beneficiary rewards, 44–45
common features of existing programs,

42–43
experiences outside of health care

sectors, 47
goals, 3, 29, 32, 44, 55
for high-performing providers, 9–10, 85
to improve coordination of care, 13, 122
literature review, 154–167
performance improvement linkage, 2, 5,

17, 22–23, 26, 29, 36–37, 46
programs in United Kingdom, 42
quality improvement goals, 9, 20
recent experiments, 3, 22–23, 38–42
research needs, 139–141
research on program effects, 3, 36, 46–

48
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stakeholder position statements
nonspecialist groups, 170–172
purchaser and consumer groups,
177–178
specialist groups, 173–176

in systemic approach to health care
reform, 5–6, 20, 27, 28, 44, 55

See also Adverse consequences of pay-
for-performance system; Distribution
of rewards; Funding for payment
incentives; Implementation of
payment incentives

Payment systems
current Medicare, 23–26, 33–34
current shortcomings, 1, 4, 19–20, 25–

26, 32, 33–34, 55, 80
effects on provider behavior, 37–38, 46–

47
excessive focus on, in health system

reform, 53
reform goals, 1–2
retrospective, 34
See also Prospective payment

Penalties for lack of improvement, 93–94
Performance improvement

absolute thresholds, 90–91
comparison groups, 94–95
defining, for distribution of incentive

rewards, 83–85
payment incentive distribution

methodology, 9–10
payment incentive goals, 44
payment system linkage, 2, 17, 22–23,

29, 36–38, 46
penalties for lack of, 93–94
recommendations for public reporting,

10–11
relative comparisons, 91
research needs, 6–7
rules for health care process redesign for,

15
strategies for, 18
technical assistance for, 18

Performance measurement
case mix considerations, 129–130
common features of existing pay-for-

performance programs, 42–43
composite measures, 89–90
of coordination of care, 45
costs, 112, 130
current measurement sets, 86

data limitations, 88–89
dialysis services, 208–211
domains of quality, 9, 21, 51, 81–83
in home health agencies, 216–217
in hospitals, 211
ideal characteristics, 134–135
improving provider participation, 11–12,

116–117
longitudinal measures, 12, 18, 116
pay-for-performance implementation, 6,

11, 103, 107, 108–109, 110–111
for payment system assessment, 2, 17, 23
in post-acute care settings, 148
potential adverse consequences of, 6, 29,

51
provider participation requirements, 112
provider resources for, 114
recent efforts, 20
recommendations for implementation,

17–18
recommendations for improvement, 2,

12
research needs, 137–139
selection of measures, 85–86
shortcomings of current system, 18, 20–

21, 110
in skilled nursing facilities, 219
specialty care, 117–118
stakeholder collaborations for, 14
starter set, 86–88
statistical issues, 112, 129–130
structural measures, 90
threshold setting, 91–92

Performance Measurement: Accelerating
Improvement, 2, 17–18, 51, 137–138

Physician Group Practice Demonstration,
38, 69

Physician–patient relationship, 29
Physician Practice Connections, 41
Physicians

distribution of rewards, 118–119
Medicare prospective payment system,

34–35, 149–150
Medicare qualifications, 25
negative perceptions of payment system

reform, 52–53
pay-for-performance implementation in

private practice, 110
payment incentives as barrier to

performance improvement, 29
virtual groups, 119

Copyright © National Academy of Sciences. All rights reserved.

Rewarding Provider Performance:  Aligning Incentives in Medicare (Pathways to Quality Health Care Series)
http://www.nap.edu/catalog/11723.html

http://www.nap.edu/catalog/11723.html


INDEX 247

Population health
international comparison, 19
patterns and trends, 19
significance of Medicare practices, 26

Preferred provider organizations, 41
Premier Hospital Quality Incentive

Demonstration, 38
Preventive care

shortcomings of current payment system,
1, 4

shortcomings of Medicare
reimbursement, 33

Primary care, 4, 27, 43, 52–53, 73, 120
Priority Areas for National Action:

Transforming Health Care Quality,
71

Private sector
in collaborations for performance

measurement, 14, 23
cost-shifting outcomes of payment

system reform, 53–54
pay-for-performance funding models in,

62
pay-for-performance in executive

compensations, 47
recent pay-for-performance experiments,

39–41
Prospective payment, 34–35, 37, 38

for home health care, 147–148
for inpatient hospital care, 145–146
Medicare programs, 145–151
for outpatient dialysis services, 148–149
outpatient hospital care, 145–146
for physician services, 149–150
shortcomings of current system, 4, 26
for skilled nursing facilities, 146–147

Public reporting
access to care decreased by, 50
costs, 105–106
current Medicare efforts, 104–105
distribution of rewards and, 107
pay-for-performance implementation, 5,

10–11, 12, 103–106
quality of care and, 26
rationale, 103–104

Q

Quality Improvement Organizations, 18, 52,
94, 128

Quality of care
ambulatory care performance

assessment, 213
consumer spending and, 19
current Medicare payment system and,

4, 25–26, 33–34
current shortcomings, 1, 15
dialysis services assessment, 208–209
domains of quality, 9, 21, 51, 95–96
health plan performance assessment, 215
home health agency performance

assessment, 217
hospital performance assessment, 211
information technology to improve, 13
Medicare Advantage program, 150–151
Medicare provider qualifications, 25
payment system linkage, 3, 5
prospective payment system and, 146
public reporting of provider performance

and, 26
recommendations for payment incentive

program design, 9, 21–22, 82
See also Performance improvement;

Clinical quality

R

Regional Health Information Organizations,
126

Relative value of medical services, 1, 25–26
Research

long-term funding for payment
incentives program, 75

needs of pay-for-performance program,
139–141

oversight, 140
pay-for-performance studies, 3, 36, 46–48
payment incentive implementation, 23
payment system effects on provider

behavior, 37–38
performance measurement, 137–139
performance monitoring, 6–7

Retrospective payment system, 34
Risk adjustment, 48–50, 129–130

S

Safety of care
aims, 1, 81
as basis for performance reward, 81
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Settings for care
defining comparison groups for reward

distribution, 94–95
distribution of rewards, 118–119
funding sources for payment incentive

programs, 7, 8
health information technologies for, 125
implementation of pay-for-performance,

11–12, 27, 110–112, 116–117
Medicare prospective payment system,

145–151
Medicare spending, 35
performance measurement and, 11–12,

116–117
size of organizations, 115

Size of reward, 100
Skilled nursing facilities

Medicare payment system effects, 38
Medicare prospective payment system,

34–35, 146–147
pay-for-performance implementation,

111–112, 219
performance measurement, 219

Social Security Act, 2, 17
Specialization

implementation of pay-for-performance,
118

patterns, 117
pay-for-performance programs, 43

performance measurement, 117–118
shortcomings of current payment

system, 4
Sustainable growth rate, 8, 35, 66, 68, 75,

149

T

Technical assistance for quality
improvement, 18

Timeliness of care, 1, 81
To Err Is Human: Building a Safer Health

System, 15

U

United Kingdom, 42, 63–64
Utilization

consumer spending, 18–19
Medicare patterns and trends, 13, 19,

37, 119
shortcomings of current Medicare

payment system, 25–26, 80
specialty care, 117

V

Virtual groups, 119, 122–123
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