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Introduction
Janet B. Mitchell

This book provides a balanced assessment of pay for performance (P4P),
addressing both its promise and its shortcomings. P4P programs have become
widespread in health care in just the past decade and have generated a great
deal of enthusiasm in health policy circles and among legislators, despite
limited evidence of their effectiveness. On a positive note, this movement has
developed and tested many new types of health care payment systems and

has stimulated much new thinking about how to improve quality of care and
reduce the costs of health care.

The current interest in P4P echoes earlier enthusiasms in health policy—
such as those for capitation and managed care in the 1990s—that failed to live
up to their early promise. The fate of P4P is not yet certain, but we can learn a
number of lessons from experiences with P4P to date, and ways to improve the
designs of P4P programs are becoming apparent. We anticipate that a “second
generation” of P4P programs can now be developed that can have greater
impact and be better integrated with other interventions to improve the quality
of care and reduce costs.

With the March 2010 passage of the Patient Protection and Affordable Care
Act (officially, PL. 111-148 and referred to hereafter as the “Affordable Care
Act”), health care reform has moved from a much-debated policy concept to
a major policy implementation challenge. The Affordable Care Act seeks to
reform private health insurance regulation and practice and to extend access
to private health insurance through subsidies and the creation of state-based
health insurance cooperatives. Some of these provisions took effect in late
2010, and others will take effect in the following years. Although the Affordable
Care Act legislation is famously detailed in many areas, the operational issues
in turning policy concepts and goals into workable programs will require
considerable additional effort. Making health care reform work is the next
crucial step.

The Affordable Care Act seeks to reduce unsustainable US health care
spending and improve health care value partly by using a wide range of
demonstrations and pilot projects, many of which focus on P4P as a conceptual
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model. P4P models (also known as “shared savings,” “accountable care
organizations,” or “value-based purchasing”) reimburse providers based all
or in part on meeting specified outcomes rather than simply paying for the
services that the providers render. This change, in theory, offers providers
incentives to consider the quality, value, and cost of the health care delivered
and to shift away from the opposite incentives that traditional fee-for-service
gives providers to increase the volume of highly profitable services.

For the past decade, multiple Medicare demonstrations and some programs
in the private sector have experimented and continue to experiment with the
broad notion of P4P. As of the enactment of the Affordable Care Act, many
of the Medicare evaluations either had just begun or have only preliminary
results available. These preliminary results are mixed at best. They suggest
that P4P programs cannot guarantee improved quality of care, better health
care value, or meaningful or net health care savings—or a “bending of the cost
curve” Nevertheless, we can learn critical lessons from the experiences of these
Medicare demonstrations and private-sector projects that will help us to plan
for the considerable health care reform implementation tasks ahead.

This book identifies and evaluates the full range of issues associated with
implementing P4P models. It gives policy makers and researchers thorough
descriptions of alternative P4P models, examines their pros and cons, and
discusses lessons learned from prior experience with these models. The
authors’ experience with evaluating several Medicare P4P demonstrations
yields a comprehensive look at how these projects have fared in the real world.
The book consists of 12 chapters, which are not necessarily intended to be
read in order, although the first 3 provide valuable background and conceptual
information. Readers may pick and choose among these chapters, according
to their interests. The brief summaries below will help guide readers as to the
content and technical detail for each chapter.

The first chapter, “Introduction to Pay for Performance,” provides an
overview of the historic origins of P4P and briefly describes the different forms
that P4P models may take. For easy reference, this chapter also includes a table
that illustrates a variety of recent and ongoing P4P projects in both the public
and private sectors.

Chapter 2, “Overview of Pay for Performance Models and Issues,” presents
a much more detailed discussion of P4P models. We describe both alternative
measures of performance and incentive schemes that payers may attach to
performance measurement. Performance measurement consists of several
components: defining domains of performance, selecting domains to be
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measured, selecting indicators to measure each domain of performance,
defining the unit for performance measurement and accountability, choosing
data sources for measuring performance, and deciding whether participation
will be voluntary or mandatory. We also identify limitations of the P4P model.

Chapter 3, “Theoretical Perspectives on Pay for Performance,” uses
theoretical perspectives from economics, sociology, psychology, and
organization theory to broaden our understanding of the range of factors
affecting health care quality and cost outcomes, as well as the reasons a focus
on economic incentives may have limited impact. We use these perspectives
to describe the ways in which other factors—such as the social norms of
professionalism among physicians, the range of motivational factors affecting
physician behavior, and the organizational settings in which clinicians
practice—affect the influence of economic incentives on the outcomes of P4P
programs.

Chapter 4, “Quality Measures for Pay for Performance,” describes the
different types of quality measures that P4P programs can use, including
structure, process, and outcome measures. We then review issues that
programs should consider in selecting quality measures and comment on
methods for analyzing those quality measures. We conclude by discussing
public reporting of quality measures and how payers can integrate that
approach to quality improvement with P4P programs.

Chapter 5, “Incorporating Efficiency Measures into Pay for Performance,”
is a companion to Chapter 4. We review alternative measures of provider and
system efficiency and technical challenges to setting efficient and equitable
P4P payment incentives. We conclude with a discussion of risk adjustment and
quality in the context of efficiency measurement.

Arguably, the greatest challenge in any P4P program is whom to pay.
Chapter 6, “Who Gets the Payment Under Pay for Performance?” begins with
a discussion of why deciding whom to pay can be so complex technically
and politically and what factors can influence this decision. We then outline
which specific health care entities (e.g., hospitals, physicians, integrated
delivery systems) might receive payments under P4P, depending on a
patient’s condition, and evaluate the respective pros and cons of the various
choices. Finally, we consider the related topic of what to pay for (e.g., hospital
admission, episode of care).

Chapter 7, “Attributing Patients to Physicians for Pay for Performance,”
discusses another complex and controversial decision that policy makers must
make under P4P: how to assign physicians responsibility for a defined group
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of patients and their episodes of patient care. Assignment, or attribution, is
necessary to reward or penalize those providers who are in the best position to
manage a patient’s health care needs. In this chapter, we first discuss challenges
to patient attribution and give selected examples of real-world assignment
strategies. We then consider basic concepts and alternatives for patient
attribution in a fee-for-service context.

Chapter 8, “Financial Gains and Risks in Pay for Performance Bonus
Algorithms,” is one of two highly technical chapters in this book (the other
is Chapter 10). Once the question of whom to pay is answered, payers must
integrate quality performance measures into financial incentive schemes.
First, we present a range of P4P payment models and investigate their key
parameters. This includes examining the effects on bonuses (and penalties) of
increasing the number of quality indicators, changing their relative weights,
and using different mechanisms to set targets. We then present multiple
simulations of actual quality performance against preset targets and test
the sensitivity of a payer’s expected bonuses and losses to different sharing
arrangements and key parameters. We conclude by suggesting a few steps
for payers to follow in designing P4P incentive programs that maximize the
likelihood of positive responses on the part of provider organizations.

As we noted previously, recent and ongoing Medicare demonstration
projects give policy makers and researchers an opportunity to observe how
specific P4P pilot programs have been implemented and how successful
these programs have been in raising quality while lowering costs. Chapter
9, “Overview of Selected Medicare Pay for Performance Demonstrations,’
provides an overview of each P4P demonstration, describes the key features
of the initiative, and summarizes the current status of each project. When
evaluation findings are publicly available, they are presented here as well.

Chapter 10, “Evaluating Pay for Performance Interventions,” explores many
of the technical challenges of deriving scientifically rigorous estimates of P4P
impacts. We begin by reviewing common threats to the internal validity of
demonstration findings that can introduce positive or negative bias into the
quantitative estimate of P4P effects. Because most Medicare demonstrations
employ quasi-experimental designs, we then introduce the theory and
approaches underlying the selection of representative comparison groups
that are necessary to isolate intervention effects from other confounding
baseline and temporal factors. Having considered alternative ways to form the
comparison group, we then investigate two external threats to valid findings
that are quite common in P4P demonstrations. These threats undermine the
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generalizability or replicability of P4P effects to a national program. In the

last section of the chapter, we summarize how evaluators of five Medicare P4P
demonstrations formed their comparison groups, and we critique their success
in avoiding the various threats to validity discussed earlier in the chapter.

Chapter 11, “Converting Successful Medicare Demonstrations into
National Programs,” examines reasons that Medicare’s significant 35-year
experience in conducting innovative demonstration projects has had a less-
lasting impact on the current national program than might be expected. Many
of the P4P projects described in this book are Medicare pilot projects, or
demonstrations, which test both the administrative feasibility and success of
various performance models. For both technical and political reasons, win-
win initiatives that reduce costs while raising quality have been elusive. This
chapter will help policy makers understand the potential barriers to turning a
successful pilot project into an accountable care organization or similar entity,
as the Affordable Care Act mandates.

Finally, Chapter 12, “Conclusions: Planning for Second-Generation Pay
for Performance,” draws on the analyses and lessons from earlier chapters and
recommends steps for improving future P4P programs. We review the main
problems with private markets and incentives in health care that motivated
the development of P4P programs in the first place. We next summarize the
major shortcomings of the first generation of P4P programs. This is followed
by a set of policy and implementation recommendations to improve on current
initiatives and develop more effective second-generation P4P programs. We
conclude with a brief analysis of the P4P provisions in the Affordable Care Act
and suggest ways that those provisions could be implemented most effectively
by the Secretary of the Department of Health and Human Services, who is
granted fairly wide latitude by Congress for implementing the P4P provisions
of the law.

This book is the most definitive and comprehensive review to date of P4P.
We believe that the many lessons learned in this book can help guide the
Secretary and other policy makers in designing, implementing, and evaluating
P4P programs under the Affordable Care Act. These lessons may also greatly
benefit private-sector insurers as they seek to redesign their own payment and
quality improvement systems.






CHAPTER 1

Introduction to Pay for Performance
Michael G. Trisolini

In just the past decade, pay for performance (P4P) programs have become
widespread in health care despite a lack of rigorous evidence to support their
effectiveness and a lack of consensus about how to design and implement
these programs. A positive feature of this movement is that new types of
health care payment systems have been developed and tested. Because of its
focus on rewarding quality of care performance, P4P has also provided added
momentum for improving quality in health care. The Affordable Care Act,
passed in 2010, features a range of P4P initiatives and pilot programs under the
closely related rubric of value-based purchasing.

The enthusiasm for P4P in health policy circles, however, echoes earlier
enthusiasm for national health insurance (in the 1960s and 1970s) and for
capitation and managed care (in the 1990s). Both of these policy initiatives
failed to live up to their early promise. National health insurance was only
partially implemented through Medicare; capitation and managed care
were implemented broadly but soon scaled back. Whether P4P will prove to
have more staying power than those movements is not yet clear. The more
rigorous evaluations to date have shown P4P programs to have limited impact
(Christianson et al., 2008). The variety of P4P programs and the organizational
and health policy contexts in which they have been implemented (McDonald
et al., 2009) make summary judgment difficult.

The term pay for performance is used in a number of different ways by
different writers and practitioners. A good general definition is that P4P is an
approach used to provide incentives to physicians and health care provider
organizations to achieve improved performance by increasing quality of care
or reducing costs. In this sense, P4P differs from the predominant fee-for-
service (FFS) payment system that provides incentives for producing defined
health care services (e.g., ambulatory care visits, hospital admissions). A
common criticism of FFS, which P4P is intended to address, is that FFS
rewards providers for producing higher volumes of health care services without
direct assessment of the effect on quality of care or overall costs of the health
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care system. By providing direct financial incentives tied to quality of care
performance measures and cost of care performance measures, P4P should
provide countervailing incentives that directly promote improved quality and
reduced costs.

This chapter includes five sections that provide context and background on
P4P. The first section reviews the historical factors that led to the current policy
interest in P4P. The second describes the different types of P4P programs
currently active, including private sector, public sector, and international
examples. The third section discusses the roles that physicians can take in the
implementation of P4P. The fourth section compares P4P with public reporting
of quality measures, another increasingly popular policy option for promoting
quality improvement. The fifth section summarizes the challenges and promise
of P4P.

Why Pay for Performance?

Health policy has traditionally focused on the usually competing goals of
increasing access, containing costs, and improving quality. P4P has become
prominent primarily as a means to improve quality of care, and sometimes for
improving efficiency or reducing costs as well. At the same time, P4P has its
roots in health sector policies and problems that developed from earlier efforts
to expand access and contain costs. For most of the past 50 years, US federal
and state health policy initiatives have focused primarily on increasing access
and containing costs. This section reviews several key points in the history of
health policy that provide context for P4P and clarify why interest in the P4P
concept has increased so much in recent years.

Historical Policy Focus on Access and Cost

The passage of Medicare and Medicaid legislation in 1965 was a landmark
accomplishment that increased access to health care for millions of elderly,
low-income, and other Americans who did not have health insurance through
employer-based or commercial plans. In 1973, Congress extended Medicare
eligibility to people with disabilities and those with end-stage renal disease. At
the time, those initiatives were expected to lead to universal access through
national health insurance. Several national health insurance proposals were
introduced in Congress in the 1970s, but none were ultimately passed into law
(Starr, 1982).
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The 1970s was also a period of new awareness of health care cost escalation
and concerns for its containment. One result of expanding access to third-
party insurance coverage was increased costs, especially in the contexts of
primarily FFS reimbursement for physicians, cost-based reimbursement
for hospitals, and rapid innovation in health care technology. As a result,
federal health policy began to turn from emphasizing access to a new focus
on cost containment. New initiatives in the 1980s included the development
of Medicare’s prospective payment system for hospitals using diagnosis-
related groups (DRGs) and development of the resource-based relative value
scale for physician fees (Altman & Wallack, 1996). In the 1990s, initiatives
included expansion of capitated reimbursement options and enrollment for
Medicare and Medicaid insurance plans (Hurley & Somers, 2001; Zarabozo &
LeMasurier, 2001).

In the 1980s and 1990s, private health insurance plans also faced cost-
containment concerns from employers, who demanded reductions in high
rates of health care cost inflation. In the context of increasing international
competition, such inflation often adversely affected their business prospects.
In response, private plans turned increasingly to capitated reimbursement and
followed Medicare’s lead by implementing prospective payment systems for
hospitals and fee schedules for physicians. Many employers liked capitation
because it sets a fixed annual limit on per capita health care costs, unlike FFS,
which allows open-ended per capita costs.

Capitation also has two theoretical advantages for quality improvement.
First, it allows health care providers and clinicians to be more flexible in
tailoring treatment to individual patients’ needs, without being restricted by
a fee structure that may limit the types of interventions that are reimbursed.
Second, capitation provides more incentives for preventive care than FFS does
because insurance plans can benefit financially if patients have fewer future
illnesses. When enrolled patients have fewer illnesses, health plans pay less to
health care providers for medical treatments and thus incur lower costs in the
context of fixed annual revenue per person.

These incentives can include both primary and secondary prevention.
Primary prevention involves reducing risk factors, such as cholesterol
levels, before physicians diagnose disease. Secondary prevention involves
early detection or diagnosis of disease so that physicians can apply early
interventions, which usually cost less. Some large health plans, such as Kaiser
Permanente, that had long periods of continuity with enrollees took advantage
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of these incentives to improve both primary and secondary prevention for
enrollees for selected higher cost chronic diseases, such as kidney failure
(Tompkins et al., 1999). However, the quality improvement incentives of
capitation often were limited in practice because enrollees in most health
insurance plans switched plans too frequently for any one plan to reap the cost
savings rewards from more effective preventive care (fewer future illnesses) or
early intervention (fewer complications).

Capitation also has two key weaknesses, however, and these eventually
led to a public backlash and forced insurance plans to cut back on capitated
reimbursement. First, capitation gives providers and health plans incentives
to profit by selecting healthier patients (with lower costs) rather than by
improving the quality of care. Second, capitation gives providers and payers
incentives to increase profits by undertreating patients once health plans
receive the up-front capitated revenues. Although some capitated health plans
avoided these temptations and used incentives to improve care in creative
ways, enough insurance plans focused on patient selection or undertreatment
for short-term profits to erode public confidence in capitation by the end of
the 1990s, and capitation’s promise as an alternative to FFS faded. This led to a
search for new policy initiatives that could provide alternatives to FFS, which
contributed to the recent surge of interest in P4P.

Quality and Value Rise to the Forefront
Up until the 1990s, the task of ensuring health care quality was left largely to
the medical profession and hospital accreditation organizations. Government
agencies and private health insurance companies shied away from intruding
on what they viewed as the professional domain of physicians. Medical
associations successfully established and defended that professional autonomy
throughout most of the twentieth century, enabling physicians to earn high
salaries and enjoy high status in US society (Starr, 1982). As recently as
the mid-1990s, Congress almost withdrew funding for the US Agency for
Health Care Policy and Research (AHCPR; now the Agency for Healthcare
Research and Quality, AHRQ) because of lobbying by orthopedic surgeons.
The surgeons were upset by AHCPR publication of clinical guidelines that cast
doubt on the value of some orthopedic surgical procedures for low back pain.
Nonetheless, starting in the 1990s, several developments led to increasing
policy concerns about quality of care. A health policy movement aimed at
value-based purchasing introduced quality of care into health care payment
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proposals in the 1990s. In this context, “value” is usually defined as focusing on
both quality and cost at the same time in purchasing and delivering health care
(Thomas & Caldis, 2007). The goal is to organize health care purchasing efforts
and incentives to achieve either higher quality care for the same cost, or the
same quality care for lower cost, or possibly even higher quality care for lower
cost. As with P4P, value-based purchasing contrasts with the prevailing FFS
reimbursement system, where the incentives encourage higher utilization of
health care services, which does not necessarily raise quality and often raises
costs. Value-based purchasing did not catch on in the 1990s because concerns
about quality of care were not as strong at the time (Meyer et al., 1997).
However, in the following decade quality became a much larger focus in health
policy initiatives as several notable studies highlighted inconsistencies in the
quality of care.

Recent studies have found large and unexplained variations in rates
of health care utilization and clinical outcomes across geographic areas,
questioning the traditional reliance on the medical profession to ensure the
uniform delivery of high-quality care (Davis & Guterman, 2007; Wennberg
et al.,, 2002). Since 1999, several landmark publications, most notably from
the Institute of Medicine (IOM) and RAND, have highlighted widespread
problems with patient safety and quality of care (IOM Board on Health
Care Services, 2000; 2001; McGlynn et al., 2003). These studies have helped
to galvanize federal and state governments, private employers, and private
health insurance plans to focus their policy, regulatory, and management
interventions more directly on measuring and improving the quality of care.

Policy makers’ frustration with the lack of success of cost-containment
initiatives has also led to a renewed focus on value in health care in recent
years. If high costs are inevitable in the high-technology environment of US
health care, then the quality-of-care benefits should also be high. However,
several studies of variations in health care spending from high-cost to low-cost
regions did not find any evidence that patients in high-cost regions received a
higher quality of care (Davis & Guterman, 2007; Fisher et al., 2003a, 2003b).

Comparisons with health care systems in other countries have also
highlighted the poor value Americans receive for the high cost of US health
care. The United States spends far more than any other high-income country
on health care, both as a percentage of gross domestic product and on a per
capita basis. At the same time, available measures of health care outcomes such
as infant mortality, child mortality, maternal mortality, and life expectancy
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in the United States are poor compared with those of other industrialized
countries (IOM Board on Health Care Services, 2007). Moreover, most other
industrialized countries have national health insurance covering all or most of
their citizens, which may explain some of the differences in outcomes. Many
countries that spend much less on health care perform much better than the
United States on these outcome measures. Even some developing countries,
such as China and Costa Rica, spend far less on health care per capita and have
outcomes similar to those in the United States.

Promise of Pay for Performance

The increased interest in P4P programs is based on the belief that the health
care payment system can be designed to offer incentives to improve the quality
of care provided in multiple settings, including physicians’ offices, hospitals,
and other types of provider organizations. This is intended to ensure that
patients and payers receive good value for high levels of spending on health
care. Moreover, many economists have supported the idea of linking payment
and quality, based on their traditional focus on using pricing signals to produce
internally motivated changes in supplier (physician or health care provider
organization) behavior rather than relying on more cumbersome regulatory
mechanisms that try to impose external rules, reporting requirements, and
other structures that suppliers often evade.

Traditional FFS reimbursement in health care has been useful in improving
access to care, but it lacks incentives for improving quality. In a sense, FFS
reimbursement was originally viewed as paying for quality, because it enabled
formerly uninsured people to have much better access to licensed doctors and
hospitals, who were assumed to provide high-quality care because of formal
medical training, professional ethics, and accreditation status.

P4P is intended to bring incentives for improving quality of care directly
into the payment system. By paying for specified standards of quality care, P4P
may help equalize quality across different regions of the country and among
different providers in the same region. P4P can also include explicit incentives
for other goals, such as reducing costs or improving coordination of care
among providers.

Up until the 1990s, quality assurance in health care focused mainly on
inputs or structural factors, such as physicians being licensed after receiving
degrees from accredited medical schools, and hospitals receiving accreditation
based on evaluations of staffing, facilities, equipment, administrative
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procedures, and related measures. In contrast, most P4P programs include a
focus on process factors that assess quality of care through the ways in which
doctors and hospitals provide medical care to patients. Process measures

of quality scrutinize the tests and procedures administered to patients with
particular diseases, as well as pharmaceuticals and other interventions used
in treatment, explicitly to check for errors or missed tests or treatments—for
example, whether people with diabetes have at least annual tests to check on
their disease, and whether people with heart disease are avoiding high blood
pressure levels.

P4P enables quality assurance and quality improvement programs to move
beyond information sharing and managerial sanctions to disbursing payments
based on process measures of quality of care. As recently as the 1980s, such
second-guessing of medical treatment was largely unknown. P4P programs
sometimes include structural measures of quality for performance assessment,
but process measures have been the main focus. P4P programs focus mainly
on providing financial incentives, but linking them to nonfinancial, systems
interventions for improving processes of care is another approach that could
be tried in the future—for example, linking P4P process of care incentives to
point-of-care decision support and collaborative care models (Bufalino et al.,
2006).

P4P programs could also include a broader focus on health care outcomes
as the basis of payment for quality. Outcomes include reducing morbidity
and mortality and improving quality of life and patient satisfaction. P4P
programs are beginning to include some types of outcome measures of
performance (e.g., with patient satisfaction surveys), although they are using
them much less frequently than process measures of care. Process measures
are usually easier than outcomes to measure and are considered to be more
closely related to clinician or provider organization performance (given that
other factors besides medical care can affect patient outcomes). However,
exploring ways to expand the use of outcome measures is one potential area for
future development of P4P programs. The Centers for Medicare & Medicaid
Services (CMS), on its Hospital Compare Web site, has made initial efforts for
measurement and public reporting of outcomes measures for hospitals, which
could lay the groundwork for including more outcomes measures in hospital
P4P programs.
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Varieties of Pay for Performance

P4P can mean a number of different things in both concept and practice. The
field is still young and evolving, with new programs being designed and tested
every year. Because of the pace of innovation, the terminology for describing
P4P programs is not yet standardized. The primary variation in defining pay
for performance is in the definition of performance, which varies by the aspects
of care or results being rewarded. The main definitions of P4P include the
following:

o Pay for quality. These programs can assess quality in several ways, using
structure, process, outcome, or coordination of care measures. Such
programs may also use composite measures to quantitatively combine
multiple quality indicators into a single metric.

o Pay for reporting. Often termed P4R, pay for reporting focuses on
provider reporting of quality-related data. These programs usually intend
to develop into pay for quality once providers become more comfortable
with the validity and reliability of the quality measures and data collection
procedures.

« Pay for efficiency. Paying for efficiency generally means rewarding
cost reduction or cost containment. Cost measures may include annual
expenditures for patients with chronic diseases or episode-based spending
measures for patients with acute illnesses. Alternately, efficiency-based
programs may use health care utilization measures that focus on the
number of physician visits or hospital days per patient per year. Some
payers have also developed composite measures or indexes of efficiency to
profile and compare provider performance.

o Pay for value. This approach combines quality and cost measures. For
example, a pay for value program may reward providers for improving
quality while keeping cost constant or reducing cost while maintaining
or improving quality. Payers may give providers simultaneous incentives
for increasing quality and containing costs and then allow the providers
to sort out the best approaches for responding to both incentives. The
Affordable Care Act health reform legislation took this approach with
hospital P4P in its Hospital Value-Based Purchasing Program (HVBPP),
in which cost savings are guaranteed through across-the-board reductions
in hospital reimbursement; hospitals are then able to earn back a portion
of the lost reimbursement through performance on quality measures. As a
result, both cost and quality factors are included in the HVBPP.
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The Leapfrog Group and Med-Vantage, Inc., have conducted nationwide
surveys of P4P programs in recent years to provide a more comprehensive
picture of the range and scope of the programs in operation or being developed
across the country. The Leapfrog Group is a coalition of employers working
to improve health care quality and affordability; Med-Vantage is a company
that conducts surveys and provides services related to health care quality
and cost performance analysis. Their surveys on P4P included programs
sponsored by payers and health plans serving enrollees covered by private
health insurance, Medicare, and Medicaid. They identified 148 organizations
that were P4P program sponsors in 2006; 62 percent of these were commercial
payers, 21 percent were government sponsors, 10 percent were coalitions
or employers, and 7 percent were still in the process of development (Baker
& Delbanco, 2007; Med-Vantage, 2006-2007). Moreover, the 148 program
sponsors sometimes provided multiple programs; as a result, the survey found
a total of 258 P4P programs, with 130 targeted at primary care physicians, 72
for specialist physicians, and 56 for hospitals or other health care facilities. In
addition, these surveys have tracked growth in the number of P4P programs,
from 52 in the 2003 survey to 120 in 2004, 220 in 2005, and 258 in 2006.

Table 1-1 includes 15 examples of P4P programs: 4 from the private sector,
10 from the public sector, and 1 international program from the United
Kingdom. Table 1-1 illustrates the broad range of P4P program designs that
payers use. The table compares programs across four design factors: (1) types
of providers targeted, (2) performance measures used, (3) types of performance
targets, and (4) the size of the financial incentives. This table provides
descriptions of the P4P programs discussed in the following chapters, and thus
provides reference summaries of them.

The providers targeted in the P4P programs in Table 1-1 include individual
physicians, physician groups, disease management organizations, and hospitals.
P4P can include other types of health care providers, but these types are the
ones most widely involved to date.

The performance measures included in the programs in Table 1-1 focus
mainly on clinical process measures of quality, but some also include other
measures. Several programs include structural measures of information
technology (IT) investment, use of electronic medical records, and
organization of care. Outcome measures are included in some programs
through patient satisfaction indicators. Cost or resource utilization measures
are sometimes included through assessment of drug utilization, annual cost per
patient or per beneficiary, or cost per patient per month.
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Performance targets in Table 1-1 focus mainly on preset thresholds but also

include examples of improvement-over-time targets and rankings of providers

against one another. A number of variations are also found (e.g., using tiered

thresholds to provide increasing rewards for increasing levels of performance).

The size of P4P incentives has typically been modest in US programs;
those included in Table 1-1 reflect this pattern. P4P incentives in the United

Table 1-1: Comparison of Selected Pay for Performance Programs

Pay for Performance
Program

Providers Targeted

Performance Measures

1. Private Sector

Integrated
Healthcare
Association?

Physician organizations in
California serving enrollees of
7 large health plans

Clinical quality

Patient satisfaction
Information technology
investment

Measures and weighting vary
by year and by health plan

Bridges to
Excellenceb

Physicians and physician
organizations in Albany, Boston,
Cincinnati, and Louisville

Diabetes care measures
Heart/stroke care
Physician office care—
implementing information
management systems

Hawaii Medical
Service Association
(Blue Cross Blue
Shield of Hawaii)c

Physicians treating preferred
provider organization plan
enrollees in Hawaii

Clinical performance
Patient satisfaction

Use of electronic records
Medical and drug utilization

Blue Cross Blue
Shield of Michigan
Rewarding Resultsd

Hospitals in Michigan

Joint Commission on the
Accreditation of Healthcare
Organizations measures
Medication safety measures
Community health

Efficient utilization

2. Public Sector

Medicare Physician
Group Practice
Demonstratione

Large multispecialty physician
groups—10 groups each with

at least 200 physicians, located
in 10 different states

Annual cost per beneficiary

32 ambulatory care quality
measures for diabetes, heart
failure, coronary artery disease,
hypertension, and preventive
care

Medicare Health
Support Pilot
Programf

Private disease management
companies

Cost per beneficiary per month,
includes beneficiaries with
diabetes or heart failure
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States generally range up to only about 5-10 percent of baseline provider

reimbursement. The UK program is notable because it includes much larger

incentives relative to baseline reimbursement, with a goal of increasing family

practitioners’ income by 25 percent.

Performance Targets

Size of Financial Incentives

Thresholds (1 health plan)

Relative rankings (6 health plans), physician
groups in most plans in the 50th to 100th
percentile paid on a sliding scale

Public reporting of performance included as
a nonfinancial incentive

« About 1.5% of physician group
compensation (2004 average) Goal of
increasing to 10% of compensation

Per member per year (PMPY) bonus for
meeting requirements for certification in
physician recognition programs in each
measure category

$80-$100 PMPY for diabetes patients
$50 average PMPY for meeting physician
office criteria

Rankings of physicians relative to scores of
other practitioners

Ranged from 1% to 7.5% of physicians’
base professional fees in 2003
Average total payment of $4,785 per
physician in 2003

Thresholds

Up to 4% increase in diagnosis-related
group (DRG) payments per admission

Percentage reduction in cost more than 2%
greater than comparison group

Quality targets with both fixed thresholds
and improvement over time

Up to 5% of combined Part A and Part B
expenditures for assigned beneficiaries,
depending on both cost and quality
performance

Threshold of 5% cost savings, compared to a
randomized control group

Up-front management fees paid to each
company, but none achieved the 5%
savings required to retain at least some
fee revenue

(continued)
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Table 1-1: Comparison of Selected Pay for Performance Programs (continued)

Pay for Performance
Program

Providers Targeted

Performance Measures

Premier Hospital
Quality Incentive
Demonstration9

» Hospitals—250 throughout the
United States

- 35 inpatient process quality
measures for heart failure,
acute myocardial infarction,
pneumonia, coronary artery
bypass graft, surgery, and hip
and knee replacement; one
outcome measure for mortality
Composite quality measure
scores calculated to determine
incentives for each condition

Care Management
for High-Cost
Beneficiaries
Demonstrationh

» Care management
organizations—6 total, in
different regions of the country

Cost per beneficiary, including
beneficiaries with one or more
chronic diseases and high costs
or high-risk status

Medicare
Participating Heart
Bypass Center
Demonstration

Seven hospitals with affiliated
physician groups

Sites selected for demonstrated
quality of care, high volumes of
the selected surgical procedure,
and willingness to offer CMS

a discount on the average
combined FFS payments to
hospitals and physicians for the
selected procedures

CMS paid single negotiated
global rate for all Parts A and B
inpatient hospital and physician
care associated with heart
bypass surgery (DRGs 106 and
107)

Medicare Acute
Care Episode (ACE)
Demonstration)

Five hospitals with affiliated
physician groups

Sites selected for demonstrated
quality of care, high volumes of
the selected surgical procedure,
and willingness to offer CMS

a discount on the average
combined FFS payments to
hospitals and physicians for the
selected procedures

CMS paid single negotiated
global rate for both Part A and
Part B services for selected
cardiac and orthopedic surgical
services and procedures

Medicare
Physician-Hospital
Collaboration
Demonstrationk
(Another very similar
demonstration is the
Medicare Hospital
Gainsharing
Demonstration)

Integrated Care Consortium
Focus on gainsharing between
hospitals and physicians based
on Medicare reimbursement for
episodes of care, including both
acute and long-term care

Hospitals make payments to
physicians based on achieved
net savings over episodes of
care, where payments are based
on improvements in quality or
efficiency resulting in savings
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Performance Targets

Size of Financial Incentives

Competition against other hospitals in

each module; top decile received 2% bonus

payment for each clinical condition module,
second decile gets 1% bonus

Penalties of 2% and 1% for bottom deciles in
third year

- Average bonus was $71,960 per year;
range of $914 to $847,227

Cost savings per beneficiary for Medicare

Up-front monthly fees paid to each

care management organization;
demonstrated Medicare savings required
to retain the management fee revenue

Cost savings below the negotiated global
payment rate

Hospitals also compete to be admitted to
the program to gain marketing benefits from
recognition as a Medicare Participating Heart
Bypass Center

Hospitals shared global payments with
surgeons and cardiologists based on cost
savings

Participating hospitals allowed to

market a demonstration imprimatur as
a“Medicare Participating Heart Bypass
Center”

Cost savings below the negotiated global
payment rate

Hospitals also compete to be admitted to
the program to gain marketing benefits from
recognition as a Value-Based Care Center

Hospitals shared global payments with
surgeons and physicians

Participating hospitals allowed to market
a demonstration imprimatur as a “Value-
Based Care Center”

Focus on net savings, with quality
performance targets required for physicians
to be eligible for incentive payments

Physician payments limited to 25
percent of Medicare payments made to
physicians for similar cases

(continued)
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Table 1-1: Comparison of Selected Pay for Performance Programs (continued)

Pay for Performance

Program Providers Targeted Performance Measures

CMS Cancer « Six cancer centers « Implementation of patient
Prevention navigator programs to reduce
and Treatment disparities in cancer care for

Demonstration for
Ethnic and Racial
Minorities!

racial and ethnic minorities

Medicare
Coordinated Care
Demonstration™

- Disease management
organizations, including
5 commercial disease
management firms, 3 academic
medical centers, 3 community
hospitals, 1 integrated delivery
system, 1 long-term care
facility, and 1 retirement
community

Cost per beneficiary per

montbh, including beneficiaries
with diabetes, heart failure,
coronary artery disease, chronic
obstructive pulmonary disease,
and other chronic conditions
Quality measures included for
evaluation, but were not used to
determine incentive payments

Local Initiative
Rewarding Results
Demonstration”

Physicians and physician
groups serving Medicaid-
focused health plans in
California

Well-child, well-adolescent,
and Health Plan Employer Data
and Information Set quality
measures

3. Other Countries

British National
Health Service°

Family practitioners (primary
care physicians) throughout the
United Kingdom

146 indicators, including clinical
quality measures for 10 chronic
diseases, organization of care,
and patient experience

CMS = Centers for Medicare & Medicaid Services;
DRG = diagnosis-related group; FFS = fee-for-
service; PMPY = per member per year.

a Folsom et al.,, 2008; IOM Board on Health Care
Services, 2007; Lempert & Yanagihara, 2006;
Young et al., 2007.

b Bridges to Excellence, 2008; Folsom et al., 2008;
I0OM Board on Health Care Services, 2007; Young
etal, 2007.

¢ Gilmore et al., 2007; IOM Board on Health Care
Services, 2007.

d Folsom et al., 2008; Young et al., 2007.

e Kautter et al., 2007; Trisolini et al., 2008.

f Cromwell et al., 2008.

CMS, 2009b; Davidson et al., 2007; Glickman et
al., 2007; Grossbart, 2006; Lindenauer et al., 2007.

CMS, 2005, 2009a.

CMS, 1998a; 1998b.

CMS, 2009b.

CMS, 2007.

CMS, 2008.

Peikes et al., 2009.

Felt-Lisk et al., 2007; Folsom et al., 2008;

Young et al., 2007.

Campbell et al., 2007; Doran et al., 2006; Epstein,
2006, 2007.
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Performance Targets

Size of Financial Incentives

Enrollment of patients in the program for
care navigator services

- Variable by site, includes start-up
payments of $50,000 per site, payments
for surveys administered per patient, and
capitation payments to sites depending
on the cost of patient navigator services

Programs at financial risk if savings

on Medicare outlays on intervention
beneficiaries were less per month than
the monthly management fee paid to the
programs by CMS

Up-front management fees ranging from
$80 to $444 per beneficiary paid to each
program, but none achieved cost savings
for Medicare net of the management
fees

Varied by plan, with focus on thresholds for
performance-based risk pools, capitation
increases, and bonus payments

Varied by plan (e.g., bonus payments
ranged from $50 possible per child to
$200 per child)

Sliding scale of thresholds with points
awarded for achieving several different tiers
for each measure, up to a maximum of 1,050
points overall per practice

Goal of increasing family practitioners’
income by 25%

Payments were $133 per point ($139,650
maximum per year) in 2004-2005 and
$218 per point ($228,900 maximum) in
2005-2006 and beyond
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Private Sector Pay for Performance Programs

The private sector programs in Table 1-1 have several noteworthy features.
The Integrated Healthcare Association (IHA) program includes multiple types
of quality measures, including structure (IT investment), process (clinical
quality), and outcome (patient satisfaction) measures. IHA is the largest

P4P program in the United States, covering 8 million health plan members
(Folsom et al., 2008; IOM Board on Health Care Services, 2007; Lempert &
Yanagihara, 2006; Young et al., 2007). IHA also emphasizes public reporting
of performance results through a commitment to transparency for its P4P
program, which is not the case for most other P4P programs.

A coalition of large employers developed the Bridges to Excellence program.
It focuses on recognizing physicians for achieving high-quality care (Bridges
to Excellence, 2008; Folsom et al., 2008; IOM Board on Health Care Services,
2007; Young et al., 2007). Bridges to Excellence implemented four original
regional programs (Albany, Boston, Cincinnati, and Louisville) and later
expanded to include additional regions and clinical conditions.

The Hawaii Medical Service Association is a local health insurance
organization affiliated with Blue Cross Blue Shield. The Hawaii Medical Service
Association started its P4P program in 1999, making it one of the longest
running programs in the US (Gilmore et al., 2007; IOM Board on Health
Care Services, 2007). It provides some of the largest incentive payments in the
United States, up to 7.5 percent of baseline provider reimbursement.

The Blue Cross Blue Shield of Michigan program is an example of private-
sector P4P that focuses on hospitals (Folsom et al., 2008; Young et al., 2007).
It includes patient safety performance measures that other P4P programs have
not widely applied.

Public Sector Pay for Performance Programs

Medicare is the largest public-sector sponsor of P4P programs to date, as
reflected in the examples provided in Table 1-1; it sponsors most of these
programs. A more detailed description of many of these Medicare P4P pilot
programs can be found in Chapter 9. The role Medicare plays in sponsoring
and championing P4P programs will only grow in coming years as a result

of the Affordable Care Act health care reform legislation Congress passed in
March 2010. That legislation mandates several new or expanded Medicare P4P
programs and also provides funding for new pilot programs that will be largely
Medicare-focused as well. Because Medicare is the largest payer for health

care in the United States, many commentators have called for it to lead the
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way in designing and implementing P4P programs, with the goal of providing
precedents for private-sector payers, as it did in the 1980s, when Medicare led
development of prospective payment for hospitals, and the private sector soon
followed suit.

The Medicare Physician Group Practice Demonstration includes both
cost and quality performance measures; it expects participating groups to
respond to both incentives at the same time (Kautter et al., 2007; Trisolini et
al., 2008). In order to provide incentives to providers at varying initial levels of
measured quality performance, the demonstration includes both threshold and
improvement-over-time targets for quality measures.

The Medicare Health Support Pilot Program targets private disease
management companies (Cromwell et al., 2008). It focuses on P4P incentives
for cost containment, but also includes quality-of-care measures to enable a
more global evaluation of performance. This program includes a randomized
evaluation design; this rigorous approach has not been widely used to study the
impacts of P4P.

The Premier Hospital Quality Incentive Demonstration is a public sector
example of hospital P4P (CMS, 2010; Davidson et al., 2007; Glickman et al.,
2007; Grossbart, 2006; Lindenauer et al., 2007). CMS awarded more than $24
million to participating hospitals in the first 3 years of this demonstration.

It also includes payment penalties on lower performing hospitals starting in
the third year of the demonstration; this disincentive complements the bonus
payments made to higher performing hospitals. This approach differs from that
of most P4P programs, which reward positive performance but do not impose
penalties for poor performance.

The Care Management for High-Cost Beneficiaries Demonstration is an
FFS demonstration that focuses on providing incentives for cost containment
(CMS, 2005, 2009a). The participating beneficiaries have one or more
chronic diseases and either high-cost or high-risk status. Care management
organizations that participate in the demonstration receive up-front fees as
incentives but must demonstrate Medicare savings to retain the fee revenue.

The Medicare Participating Heart Bypass Center Demonstration ran from
1991 to 1996 and thus is an earlier example of P4P than the other programs
included in Table 1-1 (CMS, 1998a, 1998b). It was a bundled payment
demonstration, in which Medicare paid hospitals and physicians a combined
rate for all inpatient Part A and Part B services for coronary bypass surgery
DRGs. (Medicare pays reimbursements for hospitals and physicians separately
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under traditional FFS.) Bundling reimbursements provided an incentive for
hospitals and physicians to work together to reduce overall inpatient costs
because, under the demonstration, they could share any savings achieved if
their combined costs were lower than the combined payment rate. Quality of
care performance was assessed in the application process, and participating
hospitals were allowed to market a demonstration imprimatur as a “Medicare
Participating Heart Bypass Center”” This approach differs from most P4P
programs that measure quality performance after the program begins
operations. This approach is termed a Centers of Excellence (CoE) model.

A more recent CoE model P4P program is the Medicare Acute Care Episode
Demonstration (CMS, 2009b). This demonstration was implemented in 2009
and includes a bundled payment for both Part A and Part B services provided
during an inpatient stay. This demonstration includes a range of both cardiac
and orthopedic procedures. As in the Participating Heart Bypass Center
Demonstration, quality of care will be assessed in an application process and
approved centers will be able to market themselves as “Value-Based Care
Centers”

Gainsharing is the focus of the Medicare Physician-Hospital Collaboration
Demonstration (CMS, 2007). It is intended to use incentive payments from
hospitals to physicians to align their financial incentives under Medicare
reimbursement, where hospitals can benefit financially from lower costs
of care in relation to their fixed DRG reimbursement, but physicians have
countervailing incentives to increase volumes of care to increase their
reimbursement. Under this demonstration, integrated delivery systems that
include hospitals can provide incentive payments to physicians for up to 25
percent of the Medicare payments the physicians would receive for similar
cases. However, the payments must be linked to net savings that result from
improvements in quality and efficiency over espisodes of care, and not based
on increases in volumes of patients or other factors.

P4P programs have sometimes been criticized for providing incentives
that could increase disparities in care, but the CMS Cancer Prevention and
Treatment Demonstration for Ethnic and Racial Minorities includes payments
for programs specifically intended to reduce disparities (CMS, 2008). This
demonstration is based on a structure measure of quality—enrollment of
patients in programs that have patient navigators, who are staff who help
minorities to gain better access to preventive care and cancer treatment care.
Payments are made to the participating programs based on the number of
patients enrolled in these programs.
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The Medicare Coordinated Care Demonstration included a diverse set of
15 disease management organizations based at academic medical centers,
community hospitals, an integrated delivery system, a long-term care facility, a
retirement community, and for-profit disease management companies (Peikes
et al., 2009). The program paid the disease management organizations’ monthly
management fees, averaging $235 per beneficiary, to improve coordination of
care for chronic diseases, reduce costs, and maintain or improve quality of care.
In addition to other interventions, all of the disease management organizations
assigned enrollees to nurse care coordinators. However, an evaluation study
found that none of the programs produced statistically significant cost savings
relative to a control group.

The Local Initiative Rewarding Results Demonstration focuses on providers
that treat Medicaid enrollees (Felt-Lisk et al., 2007; Folsom et al., 2008; Young
et al., 2007). Unlike the other P4P programs profiled in Table 1-1, this program
emphasizes health care services for children. To date, most P4P programs have
focused on clinicians and provider organizations that treat adults.

Pay for Performance Programs in Other Countries

The United Kingdom, through the British National Health Service, has
implemented the largest P4P program (Campbell et al., 2007; Doran et al.,
2006; Epstein, 2006, 2007). It is noteworthy for its nationwide scope, very large
number of quality measures (146 measures that cover 10 clinical conditions,
organization of care, and patient experience), and large financial incentives for
providers (which can be 25 percent or more of family practitioners’ incomes).
By comparison, the P4P programs implemented in the United States to date are
much less ambitious.

P4P programs with published documentation have yet to develop in
additional countries. It will be interesting to see in coming years if other
countries follow the examples of the United States and United Kingdom
by developing P4P programs, and what types of program designs they may
pursue.

The Role of Providers in Pay for Performance Implementation
The potential conflict between the financial incentives included in P4P
programs and physicians’ interest in maintaining their professional autonomy
has raised concerns that physicians should be involved from the outset in
designing and implementing P4P programs. Although both public-sector and
private-sector P4P initiatives have stressed the importance of this approach,
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the best way to organize physicians participation in P4P programs may vary
widely across different regions, communities, and provider organizations.

Payers may supply providers with periodic feedback through performance
reports that anticipate future P4P performance assessments and bonus
payment calculations. The frequency of reporting and the amount of detail in
these reports can be organized at many levels, however, and it is still unclear
what is the best approach. Lag time between clinical activity and receipt of
feedback reports is a common concern in that the lag may lessen the value of
reports to providers. Some providers have emphasized the need for real-time
information from electronic medical records or other on-site information
systems, to provide prompts to physicians during patient visits to alert them
about tests or preventive treatments that a patient may need and that will affect
their quality performance scores.

The Question of Public Reporting

Public reporting of quality measure results for health care providers is another
quality improvement strategy that has gained popularity among policy makers
in recent years. For example, Medicare recently began reporting a series of
quality measures for individual hospitals on its Hospital Compare tool within
its public Web site, www.medicare.gov. The goal is to provide the public with
better information on how hospital quality of care can be measured objectively,
and to enable consumers to compare the quality performance of individual
hospitals. P4P and public reporting of quality performance are not necessarily
linked, but some payers, notably the Integrated Healthcare Association in
California, have developed both in tandem. The THA views public reporting as
important for promoting transparency in the quality performance results used
to determine the financial incentives paid to health care provider organizations
under P4P programs (Lempert & Yanagihara, 2006). Congress also linked

P4P and public reporting in the Hospital Value-Based Purchasing Program
included in the Affordable Care Act health reform legislation.

However, other payers often choose to keep P4P performance data
confidential to enhance physician cooperation and buy-in to P4P programs.
Physicians may view P4P quality measures as limited to a subset of overall
clinical performance issues (some of which may be hard to measure
quantitatively) and vulnerable to overemphasis if payers make results public.

Public reporting also requires that results be presented in formats that
consumers who lack clinical or statistical expertise can easily understand.
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If sophisticated statistical analysis is part of the P4P methodology, then
consumers may be misled about the significance of results.

In addition, some P4P methodologies may not lend themselves to public
reporting. For example, rankings of providers and payment of P4P incentives
for the top one or two deciles can mask absolute levels of high-quality
performance for the third or fourth deciles. As a result, provider rankings
based on quality measures may sometimes indicate only very small differences
in actual quality measure performance.

Conclusion
P4P encompasses a broad range of interventions and programs, and we are
only beginning to discover its potential. A number of program design options
have yet to be explored, and several types of existing programs, particularly pay
for efficiency and pay for value, warrant more extensive testing. The Affordable
Care Act is expected to facilitate testing of new P4P models in coming years.
To date, P4P program results have not lived up to the original expectations,
but evaluation studies indicate that impacts are possible and that policy,
organizational, and professional culture contexts may be intervening variables
that affect the success of P4P programs.

The challenge for the future is to identify ways to design P4P programs
that are better aligned with other interventions at the individual physician,
practice site, group practice, hospital, delivery system, community, and policy
levels. Policy makers need to address numerous practical and policy problems
to make P4P more effective—for example, how to avoid or mitigate incentives
for physicians to select more aftluent patients under P4P, which might increase
their measured quality and increase existing disparities in care. A related issue
is ensuring that facilities that serve higher numbers of lower-income patients
receive sufficient funding so they can compete effectively for P4P incentive
payments.

Subsequent chapters of this book explore the range of theoretical,
design, implementation, and evaluation issues related to P4P programs, and
review how these programs can be improved for greater impact. Existing
programs have focused on relatively simple theoretical models that assumed
straightforward effects of financial incentives on quality and cost outcomes. In
the future, payers and policy makers need to test more sophisticated models
and programs that may be termed second-generation P4P, in which P4P is
one element of broader health policy and health care delivery interventions.
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These ideas are discussed further in Chapter 12, the concluding chapter.
Second-generation P4P should reinforce the financial incentives of P4P with
other types of quality improvement and efficiency improvement initiatives
implemented at multiple levels of the health care system, rather than relying on
financial incentives alone.
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CHAPTER 2

Overview of Pay for Performance

Models and Issues
Gregory C. Pope

For the purposes of this chapter, we define “pay for performance” (P4P) as a
set of performance indicators linked to an incentive scheme. The performance
indicators are the performance component of P4P, and the incentive scheme
is the pay component. In health care, P4P contrasts with traditional fee-for-
service (FFS) payment, which pays for quantity of services without regard to
performance.

This chapter considers the elements that go into designing P4P systems.
A very large number of specific P4P schemes can be formed from various
combinations of the elements described in this chapter. Given the lack of
compelling evidence for particular approaches, payers have experimented
with many different approaches. P4P encompasses a large range of real-world
programs that have not yet coalesced into a small number of accepted models.
All P4P programs, however, are based on decisions about a common set of
design elements.

This chapter presents measures of performance and the incentive schemes
that payers (e.g., health plans or government programs such as Medicare
or Medicaid) may attach to performance measurement. We identify the
limits of the P4P model and offer alternative ways to reach the same goals.
For concreteness and simplicity, throughout this chapter we focus mostly
on situations in which payers apply incentives to health care provider
organizations (including group practices, hospitals, and integrated delivery
systems) and physicians or other clinicians. Payers, health plan sponsors,
and policy makers can apply many of the same principles and even specific
approaches in other situations (e.g., employers or the government giving
incentives to health plans).
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Measuring Performance

P4P systems attempt to reward explicitly measured dimensions of
performance. Performance measurement consists of several components:
defining domains of performance, selecting domains to be measured, selecting
indicators to measure each domain of performance, defining the unit for
performance measurement and accountability, choosing data sources for
measuring performance, and deciding whether participation will be voluntary
or mandatory.

Defining Domains of Performance

The first crucial step in designing a P4P system is defining the domains or
dimensions of performance that the program might reward. In health care,
performance domains might include clinical outcomes, clinical process

quality, patient safety, access to and availability of care, service quality, patient
experience or satisfaction, cost efficiency or cost of care, cost-effectiveness,
adherence to evidence-based medical practice, productivity, administrative
efficiency and compliance, adoption of information technology, reporting of
performance indicators, and participation in performance-enhancing activities.
We discuss these in turn below.

Clinical outcomes. The ultimate goal of health care is to maintain or improve
patient health status. Clinical outcomes are, therefore, a desired performance
domain. Outcome measures include mortality, morbidity, functional status,
quality of life and quality-adjusted life years (QALYs), and avoidance of acute
exacerbations of chronic conditions. However, using outcomes to measure
quality faces challenges (Eddy, 1998). Some outcomes, such as mortality, are
rare or observed only with a long time lag. Outcomes such as functional status
can be expensive to measure in large populations. Also, outcomes can be
influenced by many factors, and some important ones (e.g., patient adherence
to recommended care) may be outside of physicians’ control.

Clinical process quality. Given the limitations in using clinical outcomes
to judge performance, process measures are currently the most widespread
method that evaluators use to assess clinical quality. Examples of process
measures include eye examinations, lipid tests for patients with diabetes, and
mammograms for women in certain age groups. Compared with outcomes
measures, process measures are often frequent and controllable. In recent years,
the efforts of several national bodies—including the US Agency for Healthcare
Research and Quality, the National Committee for Quality Assurance, the
American Medical Association, and the National Quality Forum—have
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substantially increased the number of available clinical guidelines and detailed
quality process measure specifications. However, quality measurement

in health care is not as straightforward as one might hope. Professional
organizations, policy makers, and regulating bodies often base clinical
guidelines and quality measures more on expert opinions than on the results
of randomized controlled trials. While process quality measures may still

be appropriate in many cases, there are not always well-established linkages
between process quality measures and final outcomes of interest (see Chapter 4
for more on quality measures).

Patient safety. Reports of the large numbers of patients injured by medical
care have stimulated interest in improving patient safety by reducing medical
errors (Kohn et al., 1999). An example of a patient safety performance measure
is the rate of hand washing among hospital patient care employees (a higher
rate of washing reduces the rate of patient infections).

Access and availability of care. Measuring enrollee access to care may be
especially important in settings, such as capitated payment systems, that have
incentives to withhold services. The health plan, which controls the benefit
design and provider network, is often a natural unit for measuring access.

Service quality. “Service quality” refers to nonclinical aspects of the patient
experience that may be valuable to patients. Service quality can include such
factors as patient waiting time to see physicians, patient telephone or e-mail
access to provider organizations, convenience and length of office hours, and
so forth.

Patient experience or satisfaction. Patient reports, which researchers usually
obtain from patient surveys, provide evidence of provider organization or
physician performance from the point of view of the patients who receive
medical care. Typical domains include how individual physicians are rated
for attributes such as communication; whether patients have difficulty getting
referrals, tests, or care; whether patients receive needed care; whether patients
receive care quickly; how well physicians communicate; how good physicians’
customer service is; and how provider organizations and physicians submit
and process claims. The number of existing patients who have changed doctors
or new patients who have selected doctors can also be used to infer patient
experience or preferences.

Cost efficiency or cost of care. Cost efficiency refers to the cost of providing
a given level of quality of care or health outcome. Together with the quality
of care, cost efficiency defines the value of care (see Chapter 5 for more about
efficiency). An example of a cost efficiency measure is the cost of producing
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an extra QALY. Cost of care is the cost of producing an intermediate health
care services output. Examples of cost of care measures include the rate of
prescribing generic drugs by a physician or within a health plan, hospital days
per 1,000 health plan enrollees, case mix-adjusted hospital average length

of stay, and cost per episode of care. Because cost of care measures are much
easier to quantify than cost efficiency measures, they tend to be much more
prevalent than the latter measures (Hussey et al., 2009).

Cost-effectiveness. Cost-effectiveness refers to the relative cost of alternative
interventions that produce desired outcomes such as improvement in health
(e.g., QALYs). To reduce continued increases in health care costs, P4P
programs may provide incentives for more cost-effective medical treatment
patterns. For example, P4P might reward physicians who order fewer expensive
diagnostic imaging tests that are not considered medically necessary by clinical
practice guidelines.

Adherence to evidence-based medical practice. Medical practice
encompasses many practice styles, some of which do not rely on evidence-
based standards of care (Wennberg et al., 2004). Adhering to evidence-based
standards of care may enhance physicians’ quality and efficiency. P4P may
reward physicians for following clinical practice guidelines in their treatment
of patients (e.g., following an evidence-based decision algorithm when
deciding on ordering advanced imaging tests for low-back pain).

Productivity. Productivity refers to the amount of output per unit input.
Payers may wish to measure and explicitly reward productivity in situations
in which base compensation for physicians or provider organizations is not
tightly tied to work effort and generated output. For example, if physicians are
salaried, a payer may want to find a way to reward productivity to stimulate
work effort, efficiency, and provided services.

Administrative efficiency and compliance. Administrative compliance refers
to performance outside the clinical and patient domains on indicators that
may be relevant to payers. For example, a health plan might want to reward
provider organizations and physicians based on their electronic submission of
claims (invoices) for medical treatment, timely submission of claims, and low
error rates in claims submission.

Adoption of information technology. Most payers consider measuring
information technology (IT) critical to improving the coordination, quality,
and efficiency of care. For example, payers might reward organizations
and physicians based on physicians’ use of electronic software to order
prescriptions for their patients. This use may both lower costs and improve
quality by reducing medication errors.
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Reporting of performance indicators. Especially early in the implementation
of a P4P system, complete reporting of requested performance indicators may
be an important measure of performance. For P4P to be comprehensive, fair,
and equitable, provider organizations and physicians must report performance
indicators frequently and accurately. “Pay for reporting” is a first step toward
improving the data to which payers apply incentives.

Participation in performance-enhancing activities. Payers may provide
incentives for physicians to participate in performance-enhancing activities.
Participation in such activities could include attending collaborative quality-
improvement workgroup meetings and developing quality improvement action
plans. The limitation of this “pay for participation” is that payers can measure
the fact that participation occurred but not the performance outcomes of
participation.

Selecting Performance Domains for Measurement

Some P4P systems may be comprehensive and include many domains of
performance; others may focus on only a single domain. Payers may implement
systems in stages, starting with a single domain and gradually adding others.
Payers may determine domains, specific performance indicators, and the
relative size of rewards by considering numerous variables: the importance of
individual domains; the goals of the program; the availability of meaningful
measures; the potential for clinical improvement; existing problem areas; and
cost, burden, and data availability (Dudley & Rosenthal, 2006; Sorbero et al.,
2006).

Importance and goals. Some domains may be more important to the
priorities of the sponsor of the P4P system (e.g., a health plan) or to its
members or clients (e.g., enrollees) than others. Many P4P programs focus
on clinical quality of care. For example, California’s Integrated Healthcare
Association (IHA) P4P program weights clinical quality at 50 percent of total
performance (McDermott & Williams, 2006). As another case in point: in six
Rewarding Results demonstration sites, the weight on clinical quality ranges
from 40 to 100 percent (Young et al., 2007). Patient satisfaction is also often
weighted heavily; for example, the IHA program weights it at 30 percent.
Early in the implementation phase, to facilitate implementation of the system,
programs may place more weight on adopting IT and reporting systems and on
reporting performance indicators. The California IHA program weights IT at
20 percent.
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Availability of meaningful performance measures. The availability of
meaningful (reliable, valid, and significant) performance measures varies
across domains. Performance in domains for which a larger number of
meaningful measures is available is likely to be assessed more accurately,
facilitating inclusion of these domains in P4P programs.

Potential for improvement. Payers have fewer reasons to focus on
domains in which performance is difficult to improve (e.g., domains in which
performance is already high) than on domains in which the need and potential
for improvement are substantial. A wide range of performance in a domain
may indicate that it has considerable potential for improvement.

Current problems or areas of poor performance. P4P programs may
emphasize areas in which current performance is poor or needs improvement.
Focusing measurement and incentives on problem areas can lead to
improvements in these areas.

Cost, burden, and data availability. P4P programs are more likely to include
domains for which data are available or can be generated at low cost without
undue burden on providers or health plan enrollees. For example, domains
with measures for which programs can obtain data from existing computerized
administrative data systems or health insurance claims are typically easier to
implement than domains with measures that require new methods of medical
chart abstraction or patient surveys.

Selecting Performance Indicators for Measured Domains

Once P4P programs choose the domains they will include in their systems,
they need to specify indicators of performance for each of these domains.
Good performance indicators should be valid, reliable, important, relevant,
specific, controllable, actionable, efficient, and cost-effective.

Validity. The indicators should be valid indicators of the performance
dimension that they purport to measure. Programs may choose indicators that
have been peer reviewed and endorsed by a national accreditation organization
(for example, the National Quality Forum). If programs use process-of-care
indicators, the indicators should be linked with the ultimate outcome of
interest (e.g., patient mortality, morbidity, or functional status).

Reliability. The indicators should be reported as consistently as possible
across participants and across time. The sample size of patients that the
indicators use should be large enough for statistically reliable calculation
of rates. The data underlying the measurement process should be reliable.
Physicians may dislike P4P programs that they feel do not measure their
performance accurately.
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Importance and relevance. Indicators should measure an important or
relevant aspect of the performance domain to which they correspond. An
outcome indicator, for example, should measure a significant aspect of patient
health, such as mortality or functional status, and there should be evidence that
physicians’ actions can appreciably affect it. A process indicator should measure
a process that has a demonstrable link to health outcomes of interest and that is
under the control of physicians.

Specificity and controllability. The indicators should be specific to the
performance domains they measure. They also should be specific to factors
under the control of the entity whose performance is being measured.
Indicators should match accountability with control. For provider organizations
and physicians, one advantage of process measures over outcome measures is
that process measures often measure factors under the direct control of provider
organizations and physicians, whereas patient and other characteristics may
affect outcomes measures in ways that are difficult to adjust for.

Actionability. The indicators should provide information that provider
organizations and physicians can act upon to improve performance.

Efficiency. The indicator set should be the smallest possible that is still
broad enough to cover the performance domain. Too many quality measures
may impose excessive data collection costs on provider organizations and
physicians, and the sheer number of measures may cause a lack of focus in
quality improvement activities. On the one hand, with many indicators, the
potential reward from improving performance for any one indicator may be
too small to justify the investment in doing so. On the other hand, having
too few performance measures creates the risk that provider organizations or
physicians will focus too narrowly on the selected measures while ignoring
other dimensions that are important for overall performance in a domain.

Cost-effectiveness and cost benefit. P4P programs prefer indicators that
have greater expected benefit of improved performance relative to their costs
of collection and compliance. It should be possible to improve, collect, and
report indicators in a cost-effective manner. The data needed to calculate the
indicator should be available at a reasonable cost. The cost of complying with
and reporting a performance indicator should correspond with the expected
benefits of improved performance on the measure.

The availability of indicators that score highly on these criteria may vary
greatly across performance domains and across particular settings. Hence, at
the current time, implementing P4P programs that emphasize certain domains
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(e.g., clinical quality) rather than others (e.g., cost efficiency) may be more
feasible.

Defining the Unit for Performance Measurement and Accountability
P4P systems differ in whose performance is measured. Performance may be
measured for any or all of the following: provider organizations and physicians,
disease management companies and other third-party care management
organizations, and health plans. We discuss the issues for each of these target
units of analysis below.
Provider organizations and physicians. Most commonly, health care
P4P systems apply directly to provider organizations and physicians. These
entities directly deliver services; therefore, they have the most direct control
over important aspects of performance such as clinical quality. The provider
organizations and physician entities that are held accountable in P4P programs
may be classified into three broad categories.
o Institutional providers. Institutional providers include hospitals, nursing
facilities, and home health agencies. Institutions are important targets of
P4P for several reasons. First, a large percentage of health care spending
occurs in institutions. Second, institutions are often large organizations
with considerable resources. They are more likely to have sophisticated
information systems that can capture and report performance
measures. Also, they are more likely to have the management systems
and organizational structures to respond to incentives to improve
performance. Third, institutions typically treat large patient populations.
Thus, events (e.g., treated patients) that are eligible for performance
measurement occur frequently and allow statistically reliable and valid
measurement of performance. Fourth, institutions facilitate attributing
responsibility for care. For example, one and only one hospital is
responsible for a given hospital stay.! An example of a P4P program in
which institutions are the unit of accountability is Medicare’s Premier
Hospital Quality Incentive Demonstration, which rewards or penalizes
hospitals for their performance on selected inpatient quality measures.

o Physicians and other clinicians. Clinicians, particularly physicians,
control most health care spending because they make the decisions about
whether to order or authorize care. For this reason, P4P programs tend

1 This assertion assumes that a patient is not transferred from one hospital to another. Quality
measures often exclude such cases.
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to measure the performance of physicians and other clinicians. P4P
programs often focus on the performance of primary care physicians
(PCPs) because the PCPs may be responsible for managing patients’
overall care. The United Kingdom’s General Medical Services Contract,
for example, rewards PCPs for their performance on 146 performance
measures (Doran et al., 2006). Although fewer performance measures
exist for specialist physicians, those physicians are also important because
they control a considerable portion of health care spending, including
many high-cost and possibly discretionary services. Payers sometimes
hold specialists accountable for episodes of specialty care beginning with
primary care referral or first contact with a patient.

Patients often receive treatment from several different physicians.
Assigning responsibility to particular physicians is a problem for open
access insurance arrangements that do not require enrollees to select
primary care gatekeepers. Some P4P systems allow multiple physicians
to earn incentive payments (e.g., all physicians who provided at least one
or two primary care visits for the patient). These are often termed the
one-touch or two-touch rules for assignment. Other P4P systems require
a plurality of primary care visits to determine which provider is assigned
performance accountability. Managed care systems or medical home
systems that require patients to select an accountable PCP at the time
of enrollment avoid this problem, at least on the primary care level. See
Chapter 7 for more on patient attribution to physicians or organizations.

Ideally, programs should measure the performance of the individual
physicians who provide care to particular patients. Alternatively,
programs can measure the performance of the physician group. The
group has the advantages of larger sample size and greater statistical
reliability for performance measurement, and it may also have
organizational mechanisms to provide feedback to individual physicians.
Further, rewarding groups of providers—including support staft—
emphasizes interdependence and team delivery of health care (Young
& Conrad, 2007). Measuring the physician group also reduces concerns
about determining accountability among multiple physicians who may be
treating a patient because some or all of those physicians may practice in
the same group.

For these reasons, P4P programs often focus on physician groups
for patient assignment and performance accountability measures
(Christianson et al., 2006; Rosenthal et al., 2006). For example, the
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Medicare Physician Group Practice Demonstration requires a plurality of
visits for assignment, but it assigns patients to groups, not to individual
physicians (Kautter et al., 2007). Physician groups may be traditional
integrated group practices, other physician organizations such as
independent practice associations, or virtual groups (e.g., hospital
medical staff or all physicians practicing in a geographic area) established
for the explicit purpose of performance measurement.

Integrated delivery systems and other combinations of providers.
Payers may evaluate integrated delivery systems (IDSs), physician-
hospital organizations, or other organizational forms that combine
provider types on both professional and institutional components of
performance. Measurement at the level of the IDS allows payers to
attribute larger bundles of care, such as episodes, to the provider units
they are profiling. Moreover, measurement at this level recognizes and
incentivizes the coordination of care across multiple provider types.

Disease management companies and other third-party care management
organizations. In some P4P models, payers may hold a third party, outside
of provider organizations, responsible for performance (e.g., the quality
or efficiency of care). For example, the Medicare Health Support Pilot
Program holds third-party disease management organizations (e.g., for-
profit organizations that payers hire to monitor patients’ chronic conditions)
accountable for aspects of the care provided to Medicare beneficiaries enrolled
in the traditional FFS program. Third-party organizations have certain
advantages over provider organizations in achieving performance objectives.
They can exploit economies of scale in developing and implementing
specialized disease management programs; because they serve large
populations for relatively little cost, third-party organizations perform well
on cost-effectiveness and cost efficiency. Also, unlike health care providers,
third-party organizations do not face the disincentive of foregone revenues
when they reduce their clients’ use of health care services. However, because
third-party organizations do not provide care directly, they must establish
mechanisms to gain the cooperation of and influence the behavior of patients
and physicians.

Health plans. Health insurance plans are a natural unit for performance
measurement because they are responsible for arranging all care for covered
conditions and services for enrolled members. Because members are enrolled
in health plans, the health plans are clearly responsible for their care.
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Many individuals have a choice of multiple health plans. The availability of
comparative information about the quality and efficiency of health plans may
aid individuals in choosing health plans. Employers, governments, or other
health plan sponsors can establish incentives at the health plan level and then
let plans be responsible for transmitting the incentives to downstream provider
organizations.

The health plan is an aggregated level of measurement that is far removed
from the individual physicians who treat patients. Given heterogeneity among
physicians in a plan network, an individual who enrolls in a plan that has a
certain rated performance may receive care that deviates substantially from
this average, depending on the particular physician who supplies treatment.
Hence, performance measurement at the health plan level does not obviate the
need for measurement at disaggregated levels (e.g., at the level of the individual
physician).

Data Sources for Measuring Performance

Depending on the domain or specific indicator, a variety of data sources may
be used to measure performance in P4P programs. The central clinical quality-
of-care domain is typically measured by one or more of three data sources:
administrative claims, medical records, and patient surveys. Claims data are
useful for some types of quality measures that are consistently and reliably
recorded in those data and that are used primarily for billing by provider
organizations reimbursed through FFS. For example, one measure that payers
commonly derive from claims data is whether patients with diabetes have

had annual HbA1c testing. An important benefit of claims data is that no
additional data collection burden is placed on provider organizations and
physicians because the data have already been submitted to payers for billing
purposes. This benefit does not exist for providers who are reimbursed by
capitation, however, because they often do not submit claims for individual
visits, hospital admissions, or other types of medical services. Claims may also
have reporting lags (e.g., when pharmacy data are held by contracted pharmacy
benefit managers and the data are not easily available to health plans or payers)
(Young & Conrad, 2007). Another limitation of claims data is that they contain
a restricted range of clinical information.

Medical records are generally superior to claims for determining more
clinically detailed quality measures. The high cost of manual medical records
data collection is often viewed as a barrier, however. Widespread adoption
of electronic medical records (EMRs) might mitigate this concern, although
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the dissemination and use of EMRs remains limited in medical practice. The
lack of standardization across medical records is also an issue in judging
performance.

Patient surveys are useful for some types of data, such as patient satisfaction
or patient experience of care measures that cannot be collected from other
sources. However, provider organizations and physicians may be concerned
about whether patients are able to report accurately on technical aspects of
medical care. Also, patient surveys can be expensive and a burden to patients,
and they can suffer from low response rates and nonresponse bias.

Mandatory Versus Voluntary Participation in Pay for Performance
Voluntary programs are easier to implement than mandatory programs,

and provider organizations and physicians are less likely to resist the
implementation of voluntary programs than required programs. Moreover,
providers who expect to do well are more likely to participate in voluntary
programs than providers who do not expect to do well. The lack of
participation by poor performers may limit the ability of voluntary programs
to improve overall system performance.

In programs that offer bonuses for good performance, voluntary
participation may lead to the same results as a mandatory program because
provider organizations and physicians may choose to participate based on the
likelihood of earning a bonus. Thus, if a program is voluntary, the sponsor
must offer incentives that lead at least some provider organizations and
physicians to want to participate because they expect that the rewards they can
achieve under the program will exceed the costs of participating. P4P programs
that are less favorable to providers (e.g., those that involve penalties for poor
performance or downside financial risk) may need to be mandatory. A strategy
that payers may use is to start with a voluntary program to demonstrate
feasibility and work out operational problems and then gradually increase
the penalties for nonparticipation or eventually mandate participation as a
condition of eligibility for receiving any reimbursement.

Incentive Schemes to Reward Performance

Given a measurement of performance, an incentive scheme to reward good
performance (or penalize bad performance) is the second crucial ingredient of
a P4P program. This section discusses the elements of P4P incentive schemes.
We consider how to fund incentive payments and to structure financial
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incentives. As well as discussing direct incentives to provider organizations and
physicians, we also address financial and nonfinancial incentives that programs
can offer patients for using high-performing providers.

Funding of Performance Payments

P4P systems must identify a source of funding for the performance incentives.
According to the Institute of Medicine Board on Health Care Services (2007),
three possibilities are existing payments, generated savings, and new money

Existing payments. Redistributing existing payments is attractive to payers
because they do not have to add money to the system. One justification
for using existing payments to reward quality is that payers already expect
high-quality care, and they should not have to add new money to payments
to expect provider organizations and physicians to supply high-quality care.
However, this approach inevitably means that low-quality providers will receive
lower payments than before.

Generated savings. Generated savings are those produced by high
performance. Payers often claim that improving quality of care (e.g., reducing
medical errors and complications of care) will generate savings. Generated
savings are also attractive to payers because they do not require new money
and because savings are a prerequisite for any performance payments. Basing
performance payments on generated savings favors efficiency improvements
and quality enhancements that generate savings.

New money. Provider organizations and physicians may justifiably
argue that performance payments should be funded out of new money if
improving and reporting performance requires new investments and higher
costs on their part. For example, improving and reporting performance may
require providers to invest in expensive IT equipment and training and to
hire additional support personnel (e.g., nurse case managers and IT support
workers). However, adding new money to the system raises the question of
how cost-effective the program is. The question that arises is whether the
performance gains that will result from the system are worth its extra cost.

Performance Benchmarks

P4P programs must establish benchmarks against which performance is judged
and that will trigger performance payments. The benchmarks that programs
choose can significantly affect the amount of P4P performance payments and
the extent to which P4P schemes reward high quality or improvements in
quality. The choice of a benchmark is thus a critical decision that each P4P
program should tailor to its goals (Werner & Dudley, 2009). P4P programs
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have three possible benchmarks for rewarding performance—absolute
performance, improved performance, and relative performance—discussed
below.

Absolute performance (target attainment). Some performance indicators
may have natural benchmarks. For example, for clinical process-of-care
indicators and practice guidelines, payers expect that every patient satisfying
the relevant eligibility criteria should receive the indicated service (and/or not
receive an obsolete or contraindicated service). The natural benchmark and
goal for such indicators is 100 percent compliance or performance. In real-
world situations, 100 percent compliance is unlikely because of patient refusal
and other factors, but payers may establish a high absolute threshold or target
for rewarding performance (e.g., 90 percent). A target provides a clear, simple,
direct standard of expected performance.

Target attainment tends to reward existing high performance, not
necessarily improvement. Provider organizations and physicians that exceed
the target at baseline can enjoy performance payments without improving
their performance, although they must maintain it. Conversely, providers
with low performance may see high targets as unattainable and may not
attempt to improve. Therefore, if the goal of P4P is to improve overall system
performance, not merely to reward current high performers, absolute
thresholds have drawbacks (Rosenthal et al., 2005).

Improved performance. Explicitly rewarding improved performance focuses
P4P on improving overall system performance, rather than just rewarding
existing high performers. Both low and high performers are rewarded only
if they improve compared with their past performance. However, if payers
only reward improvement, then low-performing provider organizations and
physicians may find it easier than their high-performing counterparts to earn
performance payments because improving from a low rather than a high
starting point is easier. Giving greater rewards to low-performing provider
organizations and physicians, even if they are improving, may lack face validity
and appear inequitable to high performers. One way of ameliorating these
concerns would be to phase out rewards based on improvement after some
period of time (Institute of Medicine [IOM] Board on Health Care Services,
2007), under the logic that providers should be able to transition to a high
absolute level of performance within a limited period of time.

Relative performance. A third approach is to reward relative performance.
In this approach, payers identify a comparison group for the participating
provider organizations and physicians. An advantage of rewarding relative
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performance is that the comparison group defines the performance
benchmark, relieving the program designers of the need to choose a particular
reward threshold and adjust it over time. If the general level of performance
improves over time, the performance benchmark automatically adjusts upward.
Moreover, payers can define regional or local comparison groups, customizing
the benchmark to local conditions and baseline performance. Payers can risk
adjust comparisons among groups to standardize for differences in group
composition in at least two ways.

First, payers can use a usual care comparison group. One variant of
relative incentives defines a comparison group of provider organizations and
physicians who are not participating in the P4P program. For example, several
of Medicare’s FFS P4P demonstrations (discussed in detail in Chapter 9)
compare the performance of participating providers to that of nonparticipating
providers as representatives of the usual standard of care. An advantage of
a usual-care comparison group is that the payer can potentially reward all
participating provider organizations and physicians, if they all exceed the
performance of their (nonparticipating) usual-care comparison group. In
a relative ranking approach (discussed next), payers reward only the top
performers among the participants. If P4P participation is voluntary, payers
may benefit from creating the potential for all participating providers to
earn a reward. A usual-care performance standard presents a more feasible
improvement target for low-performing providers than high absolute and
relative performance criteria do, but such a standard does not reward below-
average performance. Identifying a nonparticipating comparison group may
not be feasible in all situations. If a program is extended to all providers to
maximize its impact, no nonparticipating providers will exist. Then the only
feasible comparison group is other participating providers.

Second, payers can use an approach based on a relative ranking of provider
organizations. Sometimes called the “tournament” approach or “yardstick
competition,” this variant ranks participating provider organizations and
physicians and rewards only those in the top ranks. Medicare’s Premier
Hospital Quality Incentive Demonstration uses this method, rewarding only
hospitals in the top two deciles of quality performance (2 percent payment
bonus for the top decile and 1 percent bonus for the second decile). This
approach does not consider absolute performance. Thus, high-ranked
provider organizations and physicians will be rewarded, even if their absolute
performance is poor, and low-ranked providers will not be rewarded, even
if their absolute performance is good. The tournament approach provides
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the greatest incentive for improvement to the provider organizations and
physicians who are near the threshold that defines the top-ranked providers.
Provider organizations and physicians who are already top performers or poor
performers have less incentive to improve. Top performers can simply maintain
their current relative performance, and poor performers may have difficulty
substantially improving their current rankings. Penalties for poor performance
can be added to spur quality improvement among relatively poor performers.

This is a competitive approach that will not foster collaboration among
providers. Competitive ranking requires provider organizations and physicians
to outperform others in order to earn a P4P bonus payment. This can stimulate
higher levels of quality improvement because no one knows in advance how
high performance needs to be to earn the bonus payments. However, sample
size can sometimes be an issue in differentiating providers’ ranks because
random variation may affect the measured performance results and hence
the levels of P4P bonus payments. For example, one study found that smaller
hospitals had a greater risk for misclassification in rankings than larger
hospitals when this type of target-setting was simulated (Davidson et al., 2007).
Also, relative ranks may not distinguish substantively different performance,
and ties (identical scores) may be problematic.

Combined benchmark approaches. The various approaches to establishing
performance benchmarks are not mutually exclusive. The different incentives
and distribution of rewards established by alternative benchmarks may be used
in combination. For example, Medicare’s Premier Hospital Quality Incentive
Demonstration combines all the following four elements: a target attainment
award for hospitals exceeding median performance; a top performer award for
the top-ranked 20 percent of hospitals; an improvement award for hospitals
that attain targets and are in the top 20 percent of improvement; and a
threshold penalty for hospitals scoring below the ninth decile of performance
(Centers for Medicare & Medicaid Services [CMS], 2009b). In Medicare’s
Physician Group Practice Demonstration, participating physician group
practices can satisfy quality performance standards by exceeding either (1) an
absolute threshold (75 percent compliance on process quality measures), (2)
an improvement threshold (reducing the gap between baseline performance
and 100 percent attainment by 10 percent or more), or (3) an external relative
target (established with reference to the performance of Medicare private
health plans) (Kautter et al., 2007).
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Graduated or tiered rewards. Rewards based on achieving a single
performance benchmark using any of these approaches—absolute, improved,
or relative performance—have the disadvantage of not giving incentives for
improvement along the entire spectrum of performance. This limitation can
be addressed by a system of graduated or tiered rewards that increase as the
level of performance rises. For example, in the absolute approach, a payer
may give a reward to provider organizations or physicians for exceeding 70
percent compliance on a process quality measure, a larger reward for exceeding
80 percent compliance, and a still larger reward for exceeding 90 percent
compliance. Improvement rewards can also be graduated, with payers giving
larger rewards for greater improvements. A graduated relative reward system
might give a reward to provider organizations and physicians in the top 50
percent, a larger reward for those in the top 25 percent, and a penalty for those
in the bottom 10 percent. All rewards systems are likely to have a minimum
performance threshold below which no rewards are given.

Continuous rewards (percentage of patients receiving recommended
care). An alternative approach is not to rely on specific thresholds of
performance at all but to pay provider organizations and physicians more for
each appropriately managed patient, episode, or recommended service. For
example, a PCP could be paid more for each patient in her panel who had
diabetes and had received clinically recommended eye and foot examinations.
Under this model, physicians at any level of performance will always do better
by achieving recommended care processes for more patients.

Rebasing benchmarks. Over time, the general level of performance may
improve. Approaches that use absolute thresholds or improvement from
baseline to reward performance should eventually rebase to a higher level of
expected performance. Payers must find a balance between not rebasing too
often, which gives provider organizations and physicians too little reward for
performing well or improving performance, and rebasing too infrequently,
which gives provider organizations and physicians too little incentive to
continue improving performance. In the context of cost efficiency, the payer
can financially capture the initial efficiency gain by rebasing (i.e., by lowering)
provider payment rates, and thereby give the provider an incentive to achieve
further efficiency improvements from the new, higher-efficiency baseline.
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Implementing Financial Incentives

P4P programs may implement financial incentives in a wide variety of ways.
Several typical approaches to distributing incentive payments are discussed
below.

Bonus or withhold. One common approach to distributing reward payments
is through a bonus pool, which is disbursed at the end of the measurement
period (e.g., annually) and is contingent on performance. A bonus pool can
be funded either by using new money or by withholding a portion of regular
payments throughout the year. For physicians, payers might withhold 5 or
10 percent of physicians’ fees or employers might withhold a small percentage
of premiums paid to health plans. The Excellus/Rochester (New York)
Individual Practice Association Rewarding Results demonstration project
returned to individual physicians 50 to 150 percent of a 10 percent withhold
based on relative performance. The Blue Cross of California Preferred Provider
Organization Rewarding Results demonstration made available a bonus of
up to $5,000 to physicians, based on their performance on selected clinical
indicators (Young et al., 2007). In the context of health plans, some employers
have put a percentage of health plan premiums at risk, with payments
contingent on performance on administrative services measures (e.g.,
percentage of claims processed accurately), clinical quality, member access to
services, and data reporting (Bailit & Kokenyesi, 2002). About 2 percent of the
premium is typically put at risk.

Penalties. Payers may reduce payments to provider organizations and
physicians who do not achieve an acceptable level or improvement of
performance. For example, in year 3 of Medicare’s Premier Hospital Quality
Incentive Demonstration, participating hospitals faced a 1 percent payment
reduction if they scored below the 9th decile baseline quality level and a 2
percent reduction if they scored below the 10th decile baseline level (CMS,
2009b).

Fee schedule adjustment. In FFS environments, payers may adjust fee
schedule payments up or down, depending on performance, by adjusting
the fee schedule conversion factor that translates fee schedule relative value
units per service into dollar payments. For example, a PCP might be paid
105 percent of an insurer’s base fee schedule if he or she ranked in the top
25 percent of network PCPs on performance measures. The Blue Cross Blue
Shield of Michigan Rewarding Results demonstration allows participating
hospitals to earn up to a 4 percent diagnosis-related group fee enhancement
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for meeting absolute thresholds of performance on selected quality measures
(Young et al., 2007).

Per-member payment. In capitated environments, or plans in which patients
are enrolled with PCPs, a health plan might pay providers an additional or
incremental per member per month or per member per year payment that is
contingent on measured performance. For example, the Bridges to Excellence
Rewarding Results demonstration pays a per patient per year bonus of $100
for diabetes care and $160 for cardiac care based on National Committee for
Quality Assurance performance recognition (Young et al., 2007).

Differential payment update. Payers can reward provider organizations
and physicians that perform well with a update factor to their payments that is
higher than those given to provider organizations and physicians that perform
poorly. For example, under the Medicare Reporting Hospital Quality Data for
Annual Payment Update program, hospitals that did not report designated
quality measures received a 0.4 percent reduction (later raised to a 2 percent
reduction) in their annual payment update (CMS, 2009a).

Payment for provision of a service. A payer can establish payment, or
enhanced payment, for services that further the goals of the P4P program.
For example, if raising the rate of mammography screening is a quality goal
of a P4P program, then the payer can increase the provider payment for
mammography. Payers could also institute payments for activities involving
coordinating and managing patient care. These might include completing an
annual patient health-risk assessment and action plan or performing patient
education activities.

Payment for participation or payment for reporting. Programs might pay
provider organizations and physicians to engage in performance-enhancing
activities, such as developing quality improvement action plans, attending
continuing education programs, or implementing computerized physician
order entry. Alternately, payers might pay provider organizations and
physicians for reporting performance measures, as in Medicare’s Physician
Quality Reporting Initiative, which pays successfully reporting physicians
2 percent of their Medicare covered allowed charges.

Lack of payment for poor performance. Payers can deny payment for
services that appear to be ineffective, harmful, or inefficient. Notably, payers
may deny payment for preventable medical errors or their sequelae, including
performing surgery on the wrong patient or body part, leaving a foreign
object in a patient during surgery, or wrongly prescribing or incorrectly
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administering drugs. Since October 1, 2008, Medicare no longer pays for extra
costs associated with eight preventable occurrences, including transfusion with
the wrong blood type, pressure ulcers, and certain hospital-acquired infections.

Shared savings. Payers can give providers incentives to improve efficiency
and generate savings by allowing them to share in the realized savings. For
example, in Medicare’s Physician Group Practice Demonstration, Medicare
retains 20 percent of annual measured savings and shares up to 80 percent with
participating provider groups, depending on the quality performance (Kautter
et al., 2007).

Quality grants or loans. A provider could apply to a payer for a grant
to implement quality-enhancing infrastructure changes, such as an EMR
or patient registry. Payers could commit to invest or lend capital to high-
performing providers to build their delivery systems.

Single versus multiple reward pools. Payers can set up multiple reward
pools to reward performance in the services supplied by each different type
of provider organization or physician. For example, one reward pool might
focus on hospital services, a second on PCP services, and a third on specialist
physician services. With multiple pools, payers can attribute accountability
more easily, but a smaller number of pools or linked pools increase the
incentives for coordination of care and overall efficiency. For example,
given the primary role of physicians in hospitalization, payers might partly
fund physician performance payments out of the hospital pool if one of the
performance goals is to keep enrollees out of the hospital. In the long run, as
provider organizations that can take responsibility for entire episodes of care
evolve, consolidating multiple pools into a single pool can establish better
incentives for overall efficiency.

Magnitude and Risk of Financial Incentives

Several important characteristics of financial incentive schemes will affect
provider response to them. Among the more important are the magnitude of
the incentive and the financial risk to which programs subject the provider
organizations and physicians. Payer design choices affect these characteristics.
Payment frequency is also an important implementation issue.

Magnitude of incentives. Payers must decide on the magnitude of
performance incentives that they will offer to providers. The necessary
incentive will depend on the cost to the provider of the intervention that the
payer is rewarding. Prescribing more generic drugs may be relatively costless,
but coordinating a patient’s care through a nurse case manager is not. The
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incentive per provider depends on the total payout and the proportion of
providers who will receive the incentive. Extending incentive payments to
more providers will involve a higher proportion of providers in the incentive
scheme but will lower the incentive payment per provider, holding total
payments constant. If a payer has a small market share, then to represent a
meaningful incentive to provider organizations and physicians it may have
to offer a larger incentive per member than payers with larger market shares
would need to offer.

Most P4P systems have started out with incentives of limited size, although
the United Kingdom’s program is an exception. Reasons for limiting the size
of incentives include concerns about the validity and reliability of quality
measurement and data collection, the controversy created by payment
disparities between providers, and provider market power to resist P4P
programs. Many P4P systems in the United States provide incentives of below
5 percent of providers’ total FFS incomes, although this amount may grow over
time (Dudley & Rosenthal, 2006).

In this context, studies and reviews of the scientific literature on P4P have
reported only limited evidence of its impact (Mullen et al., 2010; Petersen et
al., 2006; Rosenthal & Frank, 2006; Sorbero et al., 2006). However, given the
limited size of the incentives implemented in P4P to date, one can ask whether
evaluation results showing no impact or limited impact of P4P are a fair test
of this new approach to provider payment. Indeed, recent evidence has shown
more positive effects of P4P, although studies have found that the effect size
remains modest in most cases and the largest effects are often for provider
organizations and physicians that have started at lower levels of performance
(Campbell et al., 2007; Felt-Lisk et al., 2007; Gilmore et al., 2007; Glickman et
al., 2007; Golden & Sloan, 2008; Grossbart, 2006; Lindenauer et al., 2007). One
review suggests that incentives of about 5 percent of total physician earnings
are large enough to attract “meaningful attention” from physicians (Young et
al., 2007).

Nonfinancial factors may either enhance or dilute the effects of financial
payments under P4P; they may certainly affect the size of the incentive
payments that are needed to improve performance. Incentive payments that
payers make to organizations such as hospitals or physician groups may have
diluted (or enhanced) effects in relation to the individual physicians working
in those organizations (Christianson et al., 2006; Young & Conrad, 2007). The
organizations may or may not transmit the incentive payments directly to
the physicians. Conversely, some physicians in group practices may free-ride
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on the efforts of their colleagues. Organizations and payers may also support
P4P programs in complementary ways, with investments in electronic health
records, public reporting of performance, patient incentives for adherence

to care, education of boards of directors, feedback reports to providers, and
staff support for case management and care coordination (IOM Board on
Health Care Services, 2007). Senior staff may work actively to promote an
organizational culture that fosters quality improvement and collaboration
among staff. Large incentive payments may generate more quality-maximizing
behavior but may also break down the norms of clinical teamwork that are
needed to improve quality. Large incentive payments may also lead to gaming
or manipulation of measurement systems that could defeat the purpose of P4P.

Risk to providers. An important aspect of a P4P financial incentive program

is the financial risk to which programs subject provider organizations and
physicians. Different designs of P4P programs may greatly affect the amount
and type of risk that participating providers face. We discuss different aspects
of provider risk below.

« Upside versus downside risk (“carrots versus sticks”). Shared-savings
incentives involve only upside bonus risk. If provider organizations and
physicians generate savings, then they benefit by sharing in those savings.
If provider organizations and physicians do not realize savings, the status
quo ante is maintained, so provider organizations and physicians face no
downside risk. A withhold, however, involves downside risk because the
payer will not return the withhold to the provider unless the provider
has met performance objectives. If participation in a P4P program is
voluntary, positive incentives will be necessary to induce providers to
participate.

« Limitations on risk. Provider risks in P4P systems are typically
capped. For example, withholds are limited to 5 or 10 percent of provider
payments, which is the largest amount that provider organizations and
physicians can lose because of poor performance. Upside risk is also
typically limited. For example, in Medicare’s Physician Group Practice
Demonstration, the maximum performance payment that participating
providers may earn is 5 percent of the target expenditure amount.

« Additional versus foregone revenues. Process quality measures may
involve the provision of additional services, which are separately
reimbursed under FFS payment. Because provider organizations’ and
physicians’ costs of meeting the performance objective are entirely or
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largely covered, the risk that they incur by meeting the performance
objective is low. The necessary incremental P4P incentive may be small.
Other quality interventions reduce needed services, thus reducing
provider organizations’ or physicians’ revenues under FFS payment and
thereby creating a foregone revenue risk. For example, better ambulatory
management of care may reduce hospital admissions, which would lower
inpatient revenues for IDSs. In this case, the P4P incentive may need to
be larger to offset the foregone revenues (e.g., the provider organization
could share in generated savings). Alternatively, the provider organization
may realize substantial cost savings because of reduced utilization, or
it may be operating at capacity and can replace lost utilization from the
queue of patients waiting to use its services. To avoid the disincentive
of foregone revenues, a payer may give the performance incentive to an
entity that does not forego revenue, such as a physician group without
an affiliated hospital or a third party such as an independent disease
management organization.

Business risk of performance-enhancing investments. Improving
performance typically requires providers to make investments in systems
and processes to improve and report their performance. Provider
organizations and physicians incur business risk in making these
investments because there is usually no guarantee that investments will
lead to performance payments. The larger the required investments and
the greater their perceived risk, the less likely provider organizations and
physicians are to make them. One aspect of risk is the certainty of reward.
Absolute thresholds or improvement targets have greater certainty than
relative rewards, which depend on the performance of other provider
organizations and physicians.

An approach that payers can take to reduce the business investment
risk is to pay an upfront fee, either a lump sum “grant” or a periodic per-
member payment, that finances a provider organization’s or physician’s
performance-enhancing investments. This ameliorates the provider
organization’s or physicians cash flow concerns, given the lag between
the necessary investments and the realization of performance payments.
The greatest reduction in provider risk occurs if the upfront fee does not
depend on ultimate performance. Alternatively, the upfront fee can be
used only as an advance on ultimate performance payments. In this case,
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the provider is at risk for the fee and ultimately for the investments it

supports.

Payment frequency. The frequency of P4P payments may also be an issue
(Young et al., 2005). Annual payments are common, but more frequent
payments may provide more visibility for P4P programs and have more impact
on provider behavior. However, more frequent payments will necessarily be
smaller and thus may dilute a behavioral response. More frequent payments
may also raise administrative burden and cost.

Nonfinancial Incentives

P4P programs may also use nonfinancial incentives. Nonfinancial incentives
may require less investment on the part of payers and may be less threatening
to providers, whose income is not directly affected. Nonfinancial incentives
include performance profiling, public recognition, technical assistance, practice
sanctions, reduced administrative requirements, and automatic assignment of
patients (Llanos & Rothstein, 2007).

In performance profiling, payers provide confidential feedback to providers
on their performance. Public recognition, discussed in greater detail in the
next section, publicizes provider performance and recognizes high-performing
provider organizations and physicians. Technical assistance might occur
when the payer provides help to providers in improving, for example, their
achievement rates related to process-of-care criteria. A practice sanction might
involve an insurer’s excluding provider organizations and physicians from
the provider network until they meet a threshold level of quality or efficiency
performance. Reduced administrative requirements could involve quality
audits of provider organizations and physicians every other year instead of
annually if they meet specified performance thresholds.

In the Medicaid context, enrollees may be automatically assigned to health
plans, provider organizations, or physicians (Kuhmerker & Hartman, 2007).

In other contexts, payers may also automatically assign patients who fail to
choose their own plans, provider organizations, or physicians. The payer or
sponsor managing the enrollment process (e.g., state government or employer)
can direct more patients to higher-performing plans, provider organizations,
or physicians by automatically assigning more patients to them. Providers not
achieving a minimum level of performance may not be assigned any patients.
Assuming they are not already at capacity, automatic assignment provides an
incentive for plans or providers to perform better because they will receive
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more enrollees or patients without incurring marketing or other acquisition
costs to enroll them.

Incentives for Patients to Use High-Performing Providers

Steering patients to high-performing provider organizations and physicians
creates an indirect but potentially powerful incentive for providers to improve
their performance. Even a small proportion of patients changing their
providers based on these incentives could represent significant revenue risk
for provider organizations and physicians. From a patient’s point of view, these
incentives maintain freedom of provider choice but create consciousness of
quality and cost differences among provider organizations and physicians. For
example, a patient can continue to patronize a high-cost provider organization
or physician if he or she chooses to do so, but the patient will have to pay more
for this choice and must weigh the perceived quality or other advantages of the
provider against the higher cost. The ability to use financial incentives may be
limited for some populations, such as Medicaid enrollees, who may not be able
to afford significant out of pocket payments.

Nonfinancial incentives. Nonfinancial incentives may be used prior to,

in lieu of, or together with financial incentives. They provide a means of
introducing the concept of performance measurement with less controversy
than with financial incentives. Nonfinancial incentives create reputational
effects that may drive referrals and patient choice.

o Public reporting or report cards. The mildest form of patient incentive
is public reporting of quality and cost efficiency information for provider
organizations and physicians. These reports are sometimes known as
report cards. Public reporting arms patients with information that may
help them choose provider organizations and physicians, although there is
no clear reason why patients should prefer to go to more efficient provider
organizations or physicians unless these providers offer lower patient
out-of-pocket costs. Provider organizations and physicians may feel peer
pressure, or pressure from their own internal norms of professionalism,
competence, or competition, to improve their performance scores.

Public reporting may also be a first stage in the introduction of patient
incentives, to vet the performance measures and work out the kinks in the
system.

« Designation of high-performing provider organizations/Centers
of Excellence. The next step may be to designate certain provider
organizations as superior in some way, perhaps on both cost and quality.
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For example, payers may designate certain provider organizations as
Centers of Excellence, giving those groups an imprimatur of quality.
This designation is designed to steer patients to these groups even in
the absence of financial incentives to use these providers. Provider
organizations may be willing to accept a discounted payment from the
payer to achieve this designation.

Financial Incentives. To create stronger patient incentives to use high-

performing provider organizations, payers may introduce financial incentives.

Payers may implement financial incentives and categorize provider

performance in several ways.

« Differential premiums. Health plans may require their members to

choose a health care system from which to receive their care or a PCP to
direct and authorize their care. At the point of annual enrollment, lower
health plan premiums may be charged to members who choose higher-
performing health care systems.

Differential cost sharing. Payers may impose financial incentives at
the point of service rather than at the annual premium stage. The basic
procedure is to create differential cost sharing based on the measured
performance of provider organizations so that patients pay less to use
higher-performing providers. Payers may charge lower copayments,
coinsurance, and/or deductibles for higher-performing provider
organizations and physicians.

Provider tiering. Payers may classify provider organizations and
physicians into tiers based on cost and quality performance. The FES rates
(e.g., discount oft Medicare payment rates) that the provider offers the
payer may measure cost performance. Alternatively, cost performance
could be measured by case-mix-adjusted episode or per-patient-per-
month expenditures that the provider organization or physician incurs
for episodes or patients attributed to it. These latter approaches measure
performance in controlling use as well as price charged per service. Payers
may employ standard approaches to measuring process, outcome, or
structural quality. Payers charge patients lower premiums or cost sharing
for using providers in the higher-performance tiers.

Centers of Excellence. In this approach, payers do not rank all provider
organizations into tiers. Rather, payers award a smaller number of
provider organizations the special designation of Centers of Excellence
for specified procedures or episodes of care, such as expensive organ
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transplants, or heart or orthopedic surgeries, based on their charge to

the payer and the quality of care that they provide for these episodes.
Patients may be required to use these centers or receive lower cost sharing
or premium reductions for receiving care for these procedures at the
designated centers. The goal of this approach is to consolidate volume
into these centers and to use the resulting higher volume to drive quality
improvement and cost reductions.

« Other methods. Other ways of structuring consumer incentives also
exist. For example, one of the Medicaid health plans in the Local Initiative
Rewarding Results P4P demonstration tried providing low-income
parents with gift certificates as incentives to bring children in consistently
for well-child visits, but the effort was unsuccessful in that case. Only
about 3 percent of the parents sent in cards to document well-child visits
to receive their gift certificates (Felt-Lisk et al., 2007).

Health plan provider network designation. For certain types of health
plans, plan sponsors create networks of providers. In health maintenance
organizations (HMOs), enrollees generally have no coverage for out-of-
network providers. In preferred provider organizations (PPOs), enrollees have
some out-of-network coverage but face higher cost sharing if they use out-of-
network providers. Health plans may base their provider network selection
largely on the cost and quality performance of provider organizations and
physicians. Cost is typically the payment rate that the provider organization or
physician is willing to accept from the health plan, and quality may be based
on simple credentialing or more sophisticated quality indicators. Network-
based health plans provide a means of translating provider performance into
differential premiums or cost sharing for patients.

Limitations of Pay for Performance

Although P4P is currently a powerful movement in health care, payers and
policymakers should recognize its limitations. This section discusses those
limitations and approaches to dealing with them. The next section identifies
some alternatives and complements to P4P.

Lack of Valid, Reliable, and Important Performance Indicators
Measuring performance in health care can be quite difficult. Quality of care,
for instance, is influenced by many physician, patient, health care system,
and environmental factors. Determining the marginal contribution of a
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provider organization or physician to a given process or outcome is often
challenging (Hahn, 2006). Also, many areas of medical practice suffer from
large uncertainties about the best approaches. The relationship between many
health care processes and outcomes is difficult to discern. The number of times
that payers can observe recommended processes and especially outcomes for
individual physicians is often small, leading to concern about the statistical
reliability of performance measurement.

Health care expenditures, often used to measure efficiency, are subject
to enormous varijation because of patient case mix, which is unrelated to
efficiency. It is challenging to hold constant or adjust for this underlying
patient health status variation so that payers can distinguish differences of
a few percentage points in the efficiency of provider organizations. Large
sample sizes—a minimum of 10,000 to 15,000 patients per profiled provider
unit—and powerful risk adjustment methodologies that provider organizations
cannot manipulate are necessary but often not available (Kautter et al., 2007;
Nicholson et al., 2008).

In these circumstances, reliably isolating, measuring, and attributing the
incremental contributions of individual provider organizations, physicians,
or even health plans to quality or efficiency is difficult. Available performance
indicators are often driven by the data (e.g., administrative billing data) that are
available at reasonable cost and that have usually been collected for purposes
other than measuring performance. Administrative data have limitations,
however; for example, they may lack the clinical detail necessary to measure
quality of care adequately. The result is that payers may base P4P programs on
available performance indicators rather than important or optimally measured
performance indicators.

Provider organizations are understandably concerned about having their
performance judged on measures that may not be valid, reliable, or important.
Approaches to improving the value of a P4P program include focusing on
areas that have a high degree of consensus about appropriate medical practice,
that amass accurate data and sample sizes sufficient to measure performance
reliably, that represent important areas of medical practice in terms of quality
or cost, and adjusting for as many noncontrollable factors as possible. Using a
transparent and relatively simple performance assessment and reward system
can also promote understanding and acceptance by provider organizations and
physicians (Folsom et al., 2008).
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Lack of Comprehensive Performance Indicators

Even if performance can be gauged accurately in some areas, comprehensive
performance measurement may not be possible or may be too costly to
obtain. If such assessments are not comprehensive, provider organizations
and physicians may focus on improving their performance in the areas

that can be measured and neglect areas that are not examined or rewarded.
Performance could actually deteriorate in unmeasured areas, and this
unintended consequence may be more important to ultimate outcomes than
measured areas. One solution to this problem is to rotate measures among
multiple areas across performance periods (e.g., across years), so that provider
organizations and physicians cannot consistently do well by focusing on only
one performance domain or narrow set of indicators.

Prescriptiveness or Lack of Flexibility of Performance Measures
Process measures may use considerable detail to specify how patients should
be treated in specific circumstances. If the goal of a P4P program is to promote
the adoption of certain evidence-based care processes, this level of detail

may be an advantage, especially when exceptions processes are available to
excuse justified noncompliance with recommended care. Alternatively, the
performance measurement approach may be overly prescriptive and may
intrude on provider organizations’ and physicians’ autonomy, flexibility,

and ability to use professional judgment to decide the best course of care

in particular situations (Epstein et al., 2004). Measuring and rewarding the
ultimate outcomes of interest rather than detailed intermediate care processes
allows provider organizations and physicians to have the autonomy and
flexibility to determine the best means to achieve ultimate outcomes.

Lack of Cost-Effectiveness

Implementing and administering a P4P program may be quite costly. P4P
programs may impose large costs on provider organizations. Simply reporting
performance measures may be quite expensive for provider organizations,
especially for solo practices, smaller groups, or institutions with limited
resources and when reporting requires large fixed investments. Such providers
may need to purchase and implement complex information systems and
collect and validate expensive data. The investments required to improve
performance may also be costly, depending on the performance measure.
Provider organizations may have to hire additional staff to manage patient care
(e.g., to document which patients are not receiving recommended care and to



62 Chapter 2

convince them to receive it), purchase information technology systems, and
allocate portions of individual physicians’ time to complying with performance
indicators.

Payers also have burdens for administering P4P programs. They must
define performance measures, collect and process the necessary data, evaluate
performance, disseminate results, and implement incentives. Payers must
involve, educate, assist, and adjudicate appeals from provider organizations
and physicians. Organizations and physicians are likely to demand higher
reimbursement from payers to defray their costs of reporting performance
measures and otherwise participating in a P4P program.

The value of the performance gains that one can reasonably expect from
a P4P system may not clearly justify the large costs that the system imposes
on both providers and payers. The business case for P4P may be especially
hard to make when the financial gains from improved performance are likely
to mostly accrue in the future—as may be true with better management of
chronic disease—but the costs are immediate. The imbalance of short-run
costs and long-run savings is especially difficult to justify in settings, such as in
employer-based health insurance, that have a high turnover of plan members;
the principal reason is that the gains are not likely to accrue to the same health
plan or even to the same employer as the one that incurs the initial cost.

Given these considerations, sponsors of P4P programs should evaluate all
performance indicators for cost-effectiveness. For example, insurers with a
high rate of patient turnover may wish to focus on measures that have short-
term payback. The Medicare program, or the government more generally, has
more reason to establish P4P efforts that can invest in improving longer-term
performance.

Unintended consequences. P4P incentive payments may have unintended
consequences that could be detrimental in several ways. One concern is that
physicians may begin to avoid taking on more “difficult” patients so that
they can avoid scoring poorly on quality or efficiency (Epstein et al., 2004).
However, difficult patients—such as those with multiple chronic diseases or
low socioeconomic status—may need high-quality, coordinated health care
more than other patients.

Performance measures may be risk adjusted for the characteristics of
patients to reduce or eliminate providers” disincentive to accept high-risk
patients; that is, programs might disburse higher payments to providers
for taking on more difficult patients (IOM Board on Health Care Services,
2007). Risk adjustment is complex and controversial, however. Adjusting
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quality indicators for patient characteristics may implicitly create a lower
benchmark standard for the care of high-risk patients, who often have lower
socioeconomic status, are minorities, and have worse health than other
patients. Moreover, whether (or to what extent) provider organizations and
physicians trust the currently available risk adjustment systems to protect them
from the potential for negative performance assessments in P4P programs is
not clear (Dudley & Rosenthal, 2006). If provider organizations and physicians
believe that P4P payments put a substantial portion of their compensation at
financial risk, they may demand as a condition of participating a risk premium
(higher payments) from payers to compensate them for this risk (Nicholson

et al., 2008).

Another potential unintended consequence of P4P would be exacerbated
disparities in care (IOM Board on Health Care Services, 2007; Karve et al.,
2008). For example, provider organizations in high-income communities
might be able to fund IT and quality improvement systems at a higher level
than organizations in low-income communities, thereby earning a larger
share of P4P bonus payments. A study of P4P in Medicaid health plans found
that provider organizations often reported lacking the office staff and systems
needed to respond to the quality improvement incentives, and they did
not have the financial resources needed to hire more staff and install better
information systems (Felt-Lisk et al., 2007).

In general, P4P incentives have the potential to either narrow or widen
disparities in health care (Chien et al., 2007). P4P programs can be designed to
reduce disparities in care, if that is established as an explicit goal; however, very
few P4P programs to date have been designed explicitly either to limit their
impact on disparities or to actively reduce them. One program that has is the
CMS Cancer Prevention and Treatment Demonstration for Ethnic and Racial
Minorities, a randomized controlled trial that uses patient navigators to reduce
racial and ethnic disparities in cancer screening and treatment (Mitchell et al.,
2008). Demonstration sites receive monthly capitation payments to provide
navigation services for beneficiaries enrolled in the intervention arm of the
study.

Payers may also be vulnerable to unintended consequences. In the United
Kingdom, doctors initially met more targets than projected, resulting in
much larger payouts than the government had expected (Epstein, 2006). This
produced a larger deficit for the National Health Service than the government
had anticipated. Advocates of P4P programs may believe that they will reduce
costs, but an exclusive focus on improving quality, especially service underuse
as indicated by process-of-care measures, may or not may not reduce long-run
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costs. In the short run, under FFS payment, payer costs are likely to rise as
additional services are provided (Hahn, 2006).

Difficulty of Patient Attribution

In situations in which many provider organizations or physicians treat
individual patients without coordinated care, attributing care to individual
provider organizations or physicians may be difficult; similarly, ascertaining
which provider organizations or physicians are responsible for the observed
processes or outcomes is challenging. Analysts may use various attribution
rules, but none of these may be ideal (see Chapter 7 for more on patient
attribution to physicians or organizations). An alternative approach to using
attribution rules is to institute a voluntary or mandatory system in which
patients choose a provider organization or physician (e.g., a primary care
gatekeeper or “medical home”) that is assigned overall responsibility for
managing the patient’s care. However, making such assignments mandatory
may conflict with patient freedom of choice. Inherent conflicts may

exist between complete patient freedom of provider choice and provider
responsibility in P4P programs. Organizational changes that clarify provider
responsibility—changes that to some degree may compromise patient freedom
of choice—may be necessary precursors to effective P4P programs.

Multiple Payers with Inconsistent Programs

Most provider organizations and physicians treat enrollees who, together,

are covered by multiple private insurers and government programs. If each
payer implements its own P4P program with different performance measures,
reporting requirements, and incentive schemes, the costs to provider
organizations and physicians of participation or compliance will be much
higher than with a single, coordinated P4P program. Working with multiple
programs is likely to result in confusion and to dilute the impact of P4P (Hahn,
2006). The obvious solution is for payers to coordinate their programs, which
they have done in some cases, such as the Integrated Healthcare Initiative

in California. However, coordinating programs may be costly and difficult,
especially among competing private insurers, when P4P programs are an
aspect of competitive advantage or coordination may be subject to antitrust
restrictions.
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Alternatives and Complements to Pay for Performance

Payers and policymakers can consider using several alternative approaches
instead of or in combination with P4P to further the goals of improving

the quality and efficiency of medical care. The main ones are provider
reimbursement; professionalism/provider education; quality regulation and
accreditation; malpractice insurance; market competition, reputation, and
public reporting; and incentives to patients or enrollees.

Provider Reimbursement

The basic system that payers use to reimburse provider organizations and
physicians embodies incentives for quality and efficiency. FFS and capitation
are the two canonical reimbursement systems. FFS rewards the provision

of extra services; thus, it tends to perform well on access but poorly on

cost efficiency. Capitation rewards withholding services; therefore, it tends

to perform well on cost efficiency but poorly on access. A payer that is
particularly concerned about its members’ access to care may find using FFS
provider reimbursement more effective than adopting a P4P program that
rewards good performance on access measures. Similarly, a payer particularly
concerned about cost efficiency and controlling costs might want to use
capitated reimbursement rather than pay for performing well on cost efficiency
indicators.

P4P programs can be added to the underlying reimbursement system
to reinforce its incentives or to provide incentives for performance that the
reimbursement system does not. In the latter circumstance, if a P4P program is
going to be incremental to FFS provider reimbursement, the program logically
should include a focus on cost efficiency. A P4P program that is added to
capitated reimbursement would logically incorporate a focus on access.

In terms of incentives for quality, if higher quality is associated with the
provision of more services, FFS promotes higher quality. FES contains no
incentives to achieve the ultimate outcome (i.e., good health) and may be
inimical to it if achieving good health involves providing fewer services (e.g.,
avoiding medical mistakes that require additional treatment). Capitation
provides incentives to avoid mistakes and invest in cost-effective quality
enhancements that reduce long-run costs, but a basic incentive of capitation is
to provide fewer services, especially expensive ones, which may be inconsistent
with high-quality care.

Given these considerations, a P4P program that has the goal of improving
the quality of care may be a useful supplement to either FFS or capitated
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provider reimbursement. The form of the P4P program should complement
the underlying reimbursement system. For example, an extra per member
per month payment for good quality performance is feasible in a capitated
environment, while a higher fee schedule conversion factor for high-
quality provider organizations and physicians could only be used in a FFS
environment.

Professionalism/Provider Education

Payers may rely on providers’ sense of professionalism to promote good care.
That is, provider organizations and physicians may provide good care because
that is “the right thing to do,” because they are being paid to care for patients
and want to do their job well. For physicians, the power of professional
training, ethics, and norms of patient-centered behavior are important factors
that may limit the impact of financial incentives from P4P (Golden & Sloan,
2008). Intrinsic motivation—the internal reward of performing a task for its
own sake—may be as important for some providers as extrinsic motivation
from P4P incentive payments, peer and community recognition, and other
external factors.

The statistics that show that the current health care system provides
recommended care inconsistently (McGlynn et al., 2003) have somewhat
undermined this professionalism argument and have abetted the rise
of P4P programs with explicit financial incentives for high-quality care.
Professionalism may not be enough to ensure high-quality care, but it is an
important adjunct to financial incentives. Provider profiling, feedback, and
education fit in with the professionalism approach. Programs may attain
performance improvements, the argument goes, by educating provider
organizations and physicians about their performance and relying on their
sense of professionalism to improve, even without public reporting and
financial incentives.

Quality Regulation and Accreditation

An alternative to offering financial incentives is regulating quality. Payers
and accreditation bodies may regulate provider organizations and physicians
with minimum quality standards. For example, government programs such
as Medicare and Medicaid and private accreditation organizations such as
the Joint Commission review the credentials, eligibility, and suitability of
provider organizations and individual physicians to provide care paid for

by their programs or member organizations. State agencies may license
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organizations and physicians to allow them to operate legally. These licensure,
program approval, and accreditation assessments may review structural and
other quality indicators as well as legal compliance, malpractice actions, and
other factors. If provider organizations or physicians do not satisfy these
organizations’ quality and other standards, payers can deny payment for
provided care and regulating bodies can prohibit provider organizations and
physicians from practicing medicine.

Quality regulation can ensure that all provider organizations and physicians
meet a minimum threshold of measured quality, but achieving improvements
in quality above the minimum threshold may be cumbersome and expensive.
If something is so critical to quality that a payer feels that all organizations
and physicians that it pays must have it, then mandating it as a condition of
eligibility for the payer’s reimbursement can be effective. For aspects of quality
in which a higher rate of performance is desirable but 100 percent compliance
is infeasible, prohibitively expensive, or not critical, it makes more sense for a
P4P program to offer incentives for compliance rather than to mandate it.

Malpractice Insurance

Legal actions against provider organizations and physicians by patients who
believe they have suffered adverse outcomes of care create an incentive for
providers to avoid medical mistakes and furnish, if not high-quality care,

at least the usual standard of care. Physicians and provider organizations
purchase malpractice insurance against lawsuits, but if their policy premiums
are experience rated, those who suffer more adverse malpractice judgments
will pay higher insurance premiums.

However, the legal system is a limited mechanism for maintaining and
improving the quality of medical care. Only a small portion of adverse
medical events result in malpractice lawsuits, and many malpractice claims
are unrelated to physician negligence (Weiler et al., 1993). P4P programs
can provide a much more comprehensive and systematic measurement of
the quality performance of provider organizations and physicians than the
occasional malpractice lawsuit. Another problem with relying on the legal
system is that malpractice lawsuits are very expensive (e.g., lawyer’s fees) and
time consuming. A P4P program may be a much more cost-effective and
timely means of improving quality than the legal process. The legal process
does have the advantage of compensating some victims of poor medical care,
however, which is not a feature of P4P programs.
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Market Competition, Reputation, and Public Reporting

In typical markets, competition among sellers (provider organizations and
physicians) and seller reputation are important forces for maintaining quality.
If sellers do not maintain their quality and reputation for quality, buyers
(patients) will buy from other sellers or lower the price that they are willing to
pay to low-quality sellers. Competition on quality can be enhanced through
credible third-party measurement and reporting of seller quality (Nicholson
et al., 2008).

The health care market is different from typical markets in several important
ways. One is the presence of insurance, which means that payment for medical
services is mostly made by the insurer, not out of pocket by the patient. A
second is that quality is difficult to measure and judge in health care, especially
for many patients. These factors create a strong role for the payer to ensure
and promote quality in health care markets. Competition on and reputation
for quality are important in health care, just as they are in other industries.
One way in which the health care payer can promote quality is by measuring
and publicly reporting the quality performance of provider organizations and
physicians. Moreover, the payer’s role in purchasing care means that it can also
create payment incentives around the quality of care, as in a P4P program.

Incentives to Patients or Enrollees

P4P tends to focus on provider organizations and physicians rather than
patients, although, as mentioned earlier, payers may use provider performance
measurement to create incentives for patients to patronize high-performing
providers. An alternative or complement to provider P4P is patient or enrollee
P4P. Rather than giving provider organizations and physicians an incentive
for the proportion of their patients complying with a process quality measure,
payers could give patients direct incentives to comply, either through a direct
payment or lower insurance cost-sharing for the service in question (so-called
value-based insurance design). For example, payers could give patients with
diabetes an incentive payment to keep their blood sugar under control, or
they could reduce these patients’ cost sharing for annual eye examinations.
Some companies give employees incentives for lifestyle changes (e.g., lower
health insurance premiums for nonsmokers, bonuses for losing weight or
participating in fitness programs). Enabling patients to benefit from P4P
payments is an explicit acknowledgement that they are part of what economists



Overview of Pay for Performance Models and Issues 69

call the health care production function. However, only a limited number of
programs include patients in P4P incentive payments today.

Patient incentives can complement provider incentives. Patient incentives
can address concerns that provider organizations and physicians have
sometimes expressed about being held accountable for quality performance for
patients who do not adhere to prescribed tests and treatments. For example,
physicians may prescribe angiotensin-converting enzyme inhibitors or
angiotensin II receptor blockers for patients with heart failure, but physicians
cannot force the patients to fill the prescriptions or take the medications as
prescribed. Similarly, a study of P4P in Medicaid health plans found that low-
income parents often lacked time and transportation needed to bring children
in consistently for well-child visits that were included in P4P assessments (Felt-
Lisk et al., 2007).

Clearly, direct patient incentives are not appropriate for some of the
more technical aspects of medical care that are not under patient control
(e.g., avoiding surgical mistakes). Patient and provider incentives may be
more complements than substitutes, but for performance measures that are
ultimately under patient control, such as lifestyle, it is an empirical question
whether provider or patient incentives are more effective in improving
performance. On the efficiency side, consumer-directed health plans put
consumers in charge of managing their own health care and focus financial
incentives on the consumer. Demand side (consumer, patient) efficiency
incentives are an important complement to supply side (provider organization,
physician) efficiency incentives.

Concluding Comments
P4P has substantial conceptual appeal. It seems logical that payment should
be related to demonstrated performance on the objectives established by the
payer. However, P4P is a general framework for payment, not a specific method
that can be applied in every situation. As this chapter illustrates, a very large
variety of performance measurement and payment schemes can fall under the
rubric of P4P. The success or failure of P4P in particular applications depends
on how payers evaluate performance and structure incentives. As is often true,
the devil is in the details.

Because P4P is a general conceptual framework, considerable
experimentation and evaluation is likely to continue for some time. We are
unlikely to conclude that P4P universally fails or succeeds. Over time, payers



70 Chapter 2

and policy makers will discover and disseminate the successful elements
of P4P and discard the unsuccessful elements. Payers and policy makers

will incorporate the successful elements of P4P into other big conceptual
frameworks, such as managed care.

A major limitation of P4P is that implementing it well in practice is often
difficult. Achieving a valid, reliable, and comprehensive measurement of
performance in an area as complex as medical care is extremely challenging.
Structuring financial incentives to achieve the intended goals while avoiding
unintended consequences can also be difficult. The theory of optimal incentive
contracts shows that when available performance measures are “noisy”
(imprecise in their relation to the outcomes of ultimate interest) and “distorted”
(improving the measure does not necessarily improve the outcome of ultimate
interest), the proportion of compensation that should be based on them
is lower (Baker, 2002). Thus, payers should be cautious about tying a large
proportion of physician and other provider reimbursement to incomplete and
flawed performance measures. PAP may prove most useful in specific, narrow
applications in which an accurate assessment of performance can be obtained.

Because of the diversity of P4P programs and their contexts and
environments, evaluating and generalizing individual programs is hard,
too. Whether evaluation results from one P4P program will apply to other
programs is rarely, if ever, clear (Hahn, 2006). Rigorous evaluation evidence
to support P4P’s impact on quality of care and other performance metrics
remains limited (IOM Board on Health Care Services, 2007; Christianson et al.,
2008; Damberg et al., 2009; Epstein, 2007).

P4P is not a panacea for improving health care (Sorbero et al., 2006).

We need to consider it as part of a set of complementary and substitutable
strategies to achieve payer objectives, such as those discussed in this chapter.
P4P is not necessarily the best strategy, or even appropriate, in all situations.
Nicholson et al. (2008) discuss circumstances under which P4P is more or
less useful. An important contribution of the P4P movement, however, is
payers’ increased emphasis on holding provider organizations and physicians
accountable for the value of their health care, rather than simply paying for
the volume of care. This orientation, the P4P framework, has the potential to
eventually contribute significantly to improving the quality and efficiency of
health care.
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CHAPTER 3

Theoretical Perspectives on
Pay for Performance

Michael G. Trisolini

The widespread enthusiasm for pay for performance (P4P) in recent years
reflects an underlying theory that we can improve the quality and efficiency
of medical care by focusing on economic incentives. By paying more for
evidence-based preventive care services and denying payment for preventable
complications, to cite two examples, we can provide financial incentives that
we expect will encourage physicians and health care provider organizations
to improve the quality of care. Similarly, by paying bonuses for efficiency
improvements, such as reducing hospital admissions per 1,000 chronic disease
patients, we expect to motivate reductions in utilization of care and overall
costs. However, the documented impacts of P4P to date have not lived up to
expectations.

This chapter examines theoretical perspectives from economics, sociology,
psychology, and organization theory to broaden our understanding of the
range of factors affecting health care quality and cost outcomes and better
understand why the focus of P4P on economic incentives has had limited
impact. These theoretical perspectives describe the ways in which other
factors—such as the social norms of professionalism among physicians,
the range of motivational factors affecting physician behavior, and the
organizational settings in which clinicians practice—affect the influence of
economic incentives on the outcomes of P4P programs.

For example, we can view basic concepts in sociology and economics
as presenting contrasting theories of physician behavior (Gray, 2004). The
sociological perspective emphasizes physicians’ extensive training and
socialization, and the way in which that context leads them to provide good-
quality care except in cases in which negative financial incentives disrupt their
efforts. The economic perspective argues that financial rewards are important
in motivating physicians (and workers of all types), and thus we need to
implement financial incentives that focus specifically on quality of care. This
approach will ensure that physicians do not neglect quality in favor of other



78 Chapter 3

goals—such as the volume of care provided—that may be more remunerative
in some situations. In reality, both perspectives have merit, so we should view
neither in isolation. P4P programs, however, may need to emphasize either
approach, depending on the range of policy, technology, organizational,
motivational, and patient factors present in a particular medical practice
setting.

The high levels of complexity in today’s health care sector mean that
focusing solely on economic incentives may have unintended consequences.
For example, despite the recent advances in medical technology, physicians
still must often make high-stakes diagnoses and treatment decisions under
conditions of uncertainty and ambiguity (Town et al., 2004). Scientific data
from randomized controlled trials, systematic evidence reviews, and other
products of evidence-based medicine may be available for only a minority
of a physician’s patients. Patients with multiple chronic diseases may present
clinical challenges for which few scientific guidelines are available; the full
range of interactions between different diseases and treatments may be
unknown. Patients’ actions, which physicians cannot always anticipate, can
also enhance or hinder the effects of treatments. Physicians may practice
in multiple settings and treat patients covered by a range of different health
insurance plans. Moreover, the legal system impinges on health professionals
and provider organizations through the threat of malpractice suits and myriad
regulatory requirements. As a result, physicians and provider organizations
may respond in unexpected ways to the economic incentives of P4P programs
because the incentives are operating in the context of these other forces that are
also at work at the same time in the health sector.

The next section of this chapter reviews theoretical perspectives from
economics, sociology, psychology, and organization theory, with a focus on
the ways in which they all can have implications for P4P. The final section of
the chapter discusses the need for a multidisciplinary, composite model that
includes the broad range of factors affecting the behavior of physicians and
health care organizations. It also reviews how policy makers can use a broader
model of that type to improve the design of P4P programs and increase their

impact on health care outcomes.
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Theoretical Perspectives on Health Care

Economics

Market mechanisms that make economic incentives effective for price setting
and cost-control in other industries often weaken or fail the health care sector
for two main reasons: (1) insurance payment for medical services, and (2)
lack of consumer knowledge regarding the desired attributes of medical care.
Health insurance lowers the net price of care to consumers, resulting in higher
utilization at lower marginal value. Economists term this tendency the “moral
hazard”: patients who have health insurance often consume more health care
than they would otherwise (and raise the overall costs of health care), because
they are not paying out of their own pockets. Consumers may also overvalue or
undervalue a broad array of medical services by lacking knowledge regarding
exactly how these services contribute to quality of care in terms of accurately
diagnosing and treating their diseases and symptoms. As a result, consumers
delegate most medical diagnosis and treatment decisions to professional
experts, most prominently physicians.

Arrow (1963), in his foundational article on health economics, recognized
the asymmetry of information between patients and physicians. A decade later,
economists began developing new theories of the value of information—for
example, in analysis of used car “lemons”—that provided analytic approaches
to address the problem of physicians as imperfect “agents” for their patients
(Akerlof, 1970). These new approaches focus on “agency theory;” which
examines optimal contracts and payment systems between principals (patients,
insurers) and agents (physicians) under conditions of uncertainty and
information asymmetry (Christianson et al., 2006; Eisenhardt, 1989; Golden &
Sloan, 2008; Robinson, 2001; Town et al., 2004).

Agents can take advantage of information asymmetry to increase earnings,
reduce work hours, or increase their prestige with colleagues. Physicians
may spend less time ensuring that they correctly diagnose one patient’s
condition so that they can see other patients and gain additional revenue.
After making the diagnosis, physicians may choose a more expensive course
of treatment to increase their own billings or those of colleagues whom
they expect to reciprocate with future referrals. Physicians can also earn
supplemental income if they hold equity ownership in facilities used to test or
treat patients (e.g., ambulatory surgery centers, laboratories, imaging centers).
Clinical uncertainty can exacerbate this situation. When clinical guidelines
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do not provide specific guidance on treatment protocols, as is often the case,
physicians may have more latitude regarding ordering tests and treatments.

All these factors could compromise quality of care in subtle, hard-to-
measure ways. As in most principal-agent problems, the principals have
difficulty monitoring the quality of the work the agents provide. Even if it
were technically feasible, the cost of monitoring quality may be prohibitive for
individual patients. As a result, health care consumers cannot make optimal
purchasing decisions, unlike those in other sectors of the economy, where
quality and price information is more evenly distributed between consumers
and producers.

To make matters worse, most physicians in the United States are reimbursed
on a fee-for-service (FFS) basis, which the business sector calls “piece-rate”
compensation. Economists generally view piece-rate compensation as a poor
solution to the principal-agent problem in that it encourages exploitation of
information asymmetries (Robinson, 2001). Piece-rate compensation gives
physicians financial incentives to increase the quantity of services provided at
the expense of quality when the deficiencies in quality are difficult to detect.

P4P is intended to address these principal-agent problems in health
care in two ways: (1) by providing objective quality measures and (2) by
linking payment to improvements in performance. First, evidence reviews
or physician consensus panels develop clinical guidelines that are used to
develop quality measures. National groups such as the National Committee
for Quality Assurance and the National Quality Forum oversee development
and dissemination of these measures. Patients and their insurers can rely on
these organizations to help them in their roles as principals, by reducing their
information asymmetries with physicians and hospitals. Second, by linking
some portion of physician or hospital payment to improvements in these
objective measures of quality performance, P4P provides economic incentives
for improving quality rather than for increasing the quantity of services
provided, as is the case under FEFS.

The P4P economic incentives for improving quality can be effective, but
countervailing economic incentives are often strong and the design of P4P
programs sometimes underestimates them. Two large and countervailing
economic factors are the much larger size of FFS reimbursement compared
with P4P payments and the threat of malpractice lawsuits that encourages the
practice of defensive medicine. Both of these forces provide strong economic
incentives to increase use of health care services without necessarily focusing
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on those that increase quality of care. This could be one explanation for the
limited impact of P4P programs, when examining only other economic factors,
even before considering the sociological, psychological, and organizational
factors discussed later in this chapter.

The business sector’s experience with P4P provides additional perspectives
regarding the economic incentives often promoted in the health policy debate
over P4P. The business sector uses a different terminology for P4P, calling it
“variable pay,” a category that includes piece-rate payment, merit-based pay,
bonuses, profit-sharing plans, gainsharing, and employee stock ownership
plans (Robbins & Judge, 2009). In the business sector, the goal is to move
away from basing pay increases on time on the job or seniority, as has been
traditional in some industries, and instead shifting to a system in which at
least a portion of an employee’s pay is based on an individual or organizational
measure of performance. However, contrary to many health sector policy
makers” impression of the success of P4P economic incentives in the business
sector, research has shown only mixed results from variable pay systems in
business settings.

P4P programs in health care are similar to the business sector model known
as merit-based pay, in which performance appraisal ratings drive pay increases.
Research in business organizations has shown that if merit pay systems are well
designed, and if employees perceive a strong relationship between performance
and rewards, they can succeed in improving employees’ motivation (Robbins &
Judge, 2009).

However, business researchers have also found that, in practice, merit
pay systems have at least five types of limitations (Robbins & Judge, 2009;
Packwood, 2008). First, the merit pay is only as valid as the performance
ratings on which it is based, and both workers and managers often perceive the
ratings as problematic. For example, the impact of merit pay on the volume of
production may be larger because it is easier to measure volume than quality
in most industries. Second, the amounts available for pay raises may fluctuate
based on economic conditions unrelated to an employee’s performance,
so good performance may sometimes result only in small rewards. Third,
organized groups of workers, such as unions, may resist attempts to institute
individual rewards for individual performance that may undermine group
cohesion. Fourth, individual rewards provide disincentives for cooperation and
collaboration among employees. Fifth, both employees and managers express
frustration about the time and effort required for the performance review
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process, which often fails to achieve genuine pay for performance. Similar
concerns have also emerged in regard to health-sector P4P efforts.

Rynes and colleagues (2005) reviewed the management literature and
found little evidence regarding the impact of merit pay systems, which they
found surprising in the context of their widespread use as P4P programs in the
business sector. Available studies they reviewed showed mixed impacts of merit
pay, some positive and some null. They noted that the difficulties of clearly
linking pay to performance and challenges in developing credible measures of
performance impeded rigorous research on this topic. Jenkins and colleagues
(1998) conducted a meta-analysis of 39 studies to examine the quantitative
impact of business-sector P4P programs. They found a positive relationship
between financial incentives and performance quantity, but no relationship
with performance quality. Packwood (2008) found that no available studies
provide conclusive proof of positive impacts of variable pay plans on business
results.

In sum, although economic incentives are important, they may not be
sufficient alone to ensure that P4P programs are effective, in either the health
sector or the business sector. Policy makers must also consider additional
factors and incorporate them into the design of health care P4P programs.

Sociology
Medical education provides one of the most intensive technical training and
professional socialization processes of any occupation (Town et al., 2004). The
technical training is long, including 4 years of medical school and 3 or more
years of residency. The training is also rigorous: extensive memorization of
anatomy and physiology; detailed practice in analytical reasoning for diagnosis
and treatment; extensive review of the range of available diagnostic tests,
therapeutic procedures, and pharmaceutical treatments; detailed practice in the
use of technologies; and training for the emotional detachment and confidence
needed to conduct often painful and invasive procedures on patients. The
socialization that accompanies this technical training in medicine has several
common features:

« commitment to taking strong personal responsibility for patients;

« high degree of dependability when working in medical teams;
« confidence in knowledge and skills as a medical professional;

» commitment to patient care decisions based on scientific judgment when
possible, but under uncertainty when necessary;
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« emotional detachment from processes and outcomes;
« strong peer orientation toward physician colleagues;
« rigid lines of authority and decision hierarchies; and

« commitment to long, hard hours of work in a high-technology and high-
risk environment.

Medical training teaches physicians to take personal responsibility for
their patients and to be highly dependable. In the operating room and at the
bedside, physicians must exude confidence in their ability to diagnose and
recommend when and how to treat. Whatever doubts they may have must be
quickly cleared up (e.g., with another test) or sublimated when interacting with
patients and families. Because physicians may make life and death decisions,
medical training teaches them the limits of their knowledge and the truism
that some patients simply respond differently from everyone else to treatment.
They often seek out specialized expertise from their physician colleagues who
may be able to help avert mistakes and who understand these issues as few
others do. At the same time, physicians learn that they often need to proceed
with a treatment in situations of clinical uncertainty, which occur much
more frequently than the general public realizes. This leads to an emotional
detachment from their patients that is necessary in order to be able to return to
work the next hour or the next day after an experience of failure (Kirk, 2007).

Since the 1920s, medicine has met all of the sociological characteristics of
a profession, in being a service occupation supported by prolonged training
and specialized knowledge that determines its own standards of education and
training. It successfully recruits the best and the brightest students, controls its
own licensing boards, influences legislation to advance its own interests, and, at
least historically, has remained mostly free of formal lay evaluation and control
(Cockerham, 2007). Ultimately, clinicians become different from most other
people in ways that are key to understanding how best to reward them (or not)
for their services under P4P.

In their training, physicians become accustomed to hierarchical
arrangements as they move from student to resident to attending physician.
In addition, given the downside risks from incompetence, merit and scientific
qualifications necessarily play a prominent role in career progression.
Consequently, physicians often have greater difficulty than nonphysicians in
accepting direction from those with less training in their field (e.g., health
insurance company staff sending them P4P quality performance reports with
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highlighted areas for improvement or hospital business managers pressuring
them to change practice patterns to reduce costs). They will not “suffer

fools gladly” if a P4P approach is inconsistent with their perception of what
constitutes a necessary and effective course of care.

At the same time, in recent years the cumulative effect of written guidelines,
second opinion requirements, documentation requirements, and regulatory
intrusions into their practice has touched off a process in medicine that
sociologists term “deprofessionalization” (Cockerham, 2007). Medical work,
no longer the sole purview of physicians, is now under greater scrutiny by
patients, health care provider organizations, health insurance organizations,
business corporations, and government agencies. Health care purchasers want
to know more about what exactly they are getting for their money. Ironically,
medicine’s technical capability to diagnose and treat diseases has steadily been
increasing during this time, over the past several decades, just as the medical
profession’s autonomy has been diminishing.

Studies have found that physicians often have difficulty living up to the
public tenets of medical professionalism, and this has eroded their public
support. Core tenets such as always providing the highest quality care for
patients, putting patients’ interests ahead of the physician’s own career or
financial interests, and commitment to science, are ideals—but hard to fulfill
in the realities of practice with heavy workloads and uncertain reimbursement
(Wynia, 2009). For example, physicians are often unwilling to criticize one
another in public for fear of reprisals and in recognition of common interests
(Cockerham, 2007). In a physician survey of attitudes and behaviors toward
professionalism, Campbell et al. (2007) found that

« 85 percent believed that physicians should disclose all medical errors to

affected patients,

o 77 percent believed physicians should undergo periodic recertification,

o 46 percent had personal knowledge of one or more serious medical errors
and did not report them to the hospital or other relevant authorities in
every case,

o 45 percent had encountered impaired or incompetent colleagues and had
not reported them,

o 36 percent would order an unneeded magnetic resonance imaging (MRI)
scan for low back pain if a patient requested it,

« 31 percent were not accepting uninsured patients who were unable to pay,
and
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o 24 percent would refer patients to an imaging facility in which they had
an investment and would not inform the patient of that investment.

These results indicate that the ethical and professional standards
highlighted, and perhaps idealized, during a physician’s professional training
have been difficult to sustain.

P4P can cut two ways in response to physicians’ concerns about
deprofessionalization. If external government agencies or insurance
organizations impose P4P, physicians may perceive the move as contributing
to deprofessionalization. On the other hand, if physician groups themselves
organize P4P programs, then this approach could reinforce physicians’
leadership in quality of care measurement. It could also provide additional
payment for services that often go unreimbursed under FFS, such as case
management and patient and family education, thereby helping physicians to
improve quality of care (Wynia, 2009). In these ways, the influence of concerns
regarding professionalism on physicians’ responses to the economic incentives
of P4P could be either positive or negative, and they could enhance or inhibit
the impact of P4P.

Psychology

We can also apply psychological theories and concepts to understand physician
behavior for analysis and design of P4P programs. Herzberg’s two-factor
theory postulates two types of factors that affect workers’ motivation in

many industries and organizational settings: (1) motivators that encourage
productive work and (2) dissatisfiers (Herzberg, 1966; Shortell & Kaluzny,
2006). Golden and Sloan (2008) similarly categorized motivators as extrinsic
and intrinsic. Table 3-1 includes examples of extrinsic and intrinsic motivators
for physicians.

Table 3-1. Extrinsic and intrinsic work motivators for physicians

Extrinsic Motivators Intrinsic Motivators

Money, fringe benefits, perquisites Accomplishment of difficult tasks, correct
(discretionary fringe benefits) diagnoses, effective treatments

Workload, working conditions Learning new skills

Avoiding paperwork, bureaucracy Link between effort and successful outcomes
Extent and nature of job hierarchy Autonomy, flexibility

Recognition, status Collegial relationships with peers

Patients’ appreciation Contributing to the community and the profession
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Motivators external to the person include pay, fringe benefits, vacation time,
large offices with windows, reserved parking spaces, and first-class travel. Job
conditions such as burdensome workloads and poor working conditions are
external dissatisfiers that discourage productivity. Most people rebel against
paperwork that takes time away from accomplishing tasks and against illogical
bureaucracy that frustrates performance, autonomy, and flexibility. By contrast,
professionals generally accept a supervisory hierarchy in the workplace if it
is based on objective criteria (e.g., competence, experience, education). Most
people appreciate external recognition or praise by their supervisors, peers, and
clients, especially if it leads to enhanced status, higher pay, and more control
over decisions affecting their work and performance.

Intrinsic, self-motivating factors include a person’s satisfaction in
accomplishing a challenging task for its own sake and the satisfaction derived
from learning new skills or knowledge. The closer one’s own effort can link
to success, the more internal motivation workers may have to make the extra
effort. Most people prefer more control over their work environment and
support staff, which is closely associated with power over production activities.
Most professionals prefer a collegial work environment, interacting with peers
in solving problems. The following discussion reviews the ways in which
physicians often react to extrinsic and intrinsic motivators.

Money is one of the main motivators for most people. When physicians
rank their priorities, money is in the top five, although not always number one
(Shortell & Kaluzny, 2006). Physicians make an enormous investment of time
and money in their training, and they usually view this as requiring financial
returns from high salaries or private-practice income. Increasingly, this
encourages medical students and residents to pursue training in higher-paying
medical and surgical specialties. As a result, we can expect the economic
incentives of P4P to have a significant influence on physician behavior that
may encourage improvements in quality of care (if other factors also support
that goal).

Heavy workloads and time pressures, however, can negatively affect
physicians’ ability and willingness to adhere to clinical guidelines and
quality measures based on those guidelines (Mechanic, 2008). Long lists
of guidelines for good medical practice, each reasonable on its own, often
overwhelm physicians. Primary care physicians often view patient visit times
as being unduly shortened and expected patient workloads as too high; they
increasingly experience high levels of stress and burnout. As a result, their
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willingness to respond to quality and cost-control measures included in P4P
programs can sometimes be limited.

Most physicians value recognition and praise from their peers and
patients. The profession places much emphasis on local community and
national recognition that comes through research publications, conference
presentations, medical professional society awards, government testimony, and
the media. Recognition can result from developing novel clinical procedures,
conducting groundbreaking research studies, spearheading new quality
improvement innovations, or leading health policy making efforts. P4P
programs that include recognition for quality-improvement accomplishments
will likely achieve better support from physicians.

Intrinsic rewards are another powerful motivator for the medical profession.
Physicians train intensively to perform complex tasks that require them to
marshal other doctors, nurses, technicians, drugs, and devices in the care of
both routine and potentially life-threatening problems. Completing these tasks
successfully, caring for patients often over many years, and sometimes saving
lives or curing diseases, provides psychological rewards unmatched in most
other occupations.

Wynia (2009) reviewed evidence that indicates financial incentives can
damage intrinsic motivation. He noted that the work of physicians, with its
cognitive sophistication, open-ended thinking, and professional ethos, is
exactly the type for which financial rewards may have negative impacts on
intrinsic motivation. He warned that P4P could have unintended negative
effects on quality (contrary to the economic perspective, which holds that
explicit payment should improve quality) if not carefully designed to avoid
this pitfall. For example, P4P programs may have fewer negative impacts on
intrinsic motivation if (1) rewards focus on the group or team level instead of
the individual physician, (2) physicians are able to retain a sense of professional
control through designing the ways certain types of atypical patients can be
excluded from quality measurement, and (3) physicians are involved in the
efforts toward developing the quality measures themselves.

Physicians highly prize the acquisition of new skills in a rapidly changing
technological environment. For the primary care and medical specialist, the
choice of new drugs provides increasing challenges and rewards. For the
surgical specialist, endoscopic, robotic, and minimally invasive procedures
offer similar challenges and rewards. Rapid change in medical technologies
brings with it rapid skill obsolescence, however. Maintaining competence is
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complicated by the need to keep abreast of the rapidly growing body of medical
research. The number of journal articles reporting on randomized clinical
trials alone reached 30,000 in 2005 (Mechanic, 2008). Risk of mistakes and
professional embarrassment or failure rises with the rate of skill obsolescence,
undermining physician confidence and adding to the overall time pressures of
the medical profession. P4P can support acquisition of new skills and use of
new technologies by updating quality measures frequently to incorporate new
clinical guidelines and new types of treatments.

Organization Theory

Economic agency theory focuses on the simple example of an individual
physician as the agent treating a single patient as the principal. However,

the individual physician may not only be an agent for the patient, but also a
principal for his or her physician group. The physician group, in turn, may be
negotiating fees with health insurance organizations as an agent on behalf of all
physicians in the group as principals. The multidisciplinary teams of primary
care physicians, specialist physicians, surgeons, nurses, technicians, and other
health care professionals that are usually needed to provide health care further
complicate the principal-agent relationships.

Because P4P programs commonly apply to provider organizations such as
physician groups, hospitals, or integrated delivery systems (IDSs)—and not
to individual physicians—we can expect organizational structures, processes,
and cultures to affect the impact of P4P in both positive and negative ways.
Indeed, organizational theorists often view improving quality of care as
an organizational problem (Kimberly & Minvielle, 2003). Four strands
of organization theory can shed light on potential P4P program impacts:

(1) ownership, (2) institutional layers, (3) cultures, and (4) change management
and quality improvement.

Ownership. Economic studies of payment effects on organizations often
assume that the affected individuals are employees or owners but not both
(Town et al., 2004). However, physician group practices are better characterized
as worker-owned firms (Robinson, 2001). Hospitals and integrated delivery
systems are often nonprofit organizations, with employees and oversight from
community-based boards of directors, but not owners who have a claim on
profits. Salaried physicians employed in large provider organizations and sole
proprietorship in solo physician practices represent two ends of a spectrum
of organizational complexity. In practice, clinicians experience a wide array
of middle-ground ownership approaches; one commonly found in physician
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groups bases physician compensation on a mix of salary and productivity
standards based on relative value units such as weighted numbers of visits
provided per month. Notably, this approach can accommodate P4P fairly easily
by adding either groupwide or individual physician quality-of-care measures to
the productivity measures for determining physician compensation.

Ownership can include partnerships, stock options, and numerous other
arrangements that tie pay to financial performance in varying ways. Because
physician-owners share in the financial returns from capital investments in
buildings and equipment, they naturally respond to payment systems in ways
different from physicians who are strictly on salary, with no vested interest
in recommending more tests, procedures, or hospital admissions. Benefits
of worker-ownership include an increased willingness to take risks that may
translate into greater clinical and organizational elasticity in response to P4P
incentives. A downside of worker-ownership can be an excessive focus on
maximizing revenue.

Institutional layers. Health care is unusual in that lower levels of institutions
are often not completely part of higher ones. In this situation, we can view
health care organizations as an “incompletely contained hierarchical nest”
(Town et al., 2004, p. 104S). Patients often see more than one physician.
Physicians, in turn, often work in more than one clinical group or
department. Physician groups usually contract with multiple health insurance
organizations. A practicing physician can work and interact with at least five
different organizational layers: (1) other physicians, (2) multispecialty groups,
(3) multigroup provider organizations (e.g., independent practice associations,
physician hospital organizations, IDSs), (4) multiple health insurance plans,
and (5) varying consumer health plan choices within insurance plans (e.g.,
health maintenance organizations, preferred provider organizations, point of
service plans) (Landon et al., 1998).

Moreover, each of these five layers may implement programs or systems
aimed at influencing medical practice and health care quality in different
ways, such as selecting or profiling physicians, promoting or discouraging
particular types of services, implementing incentives though P4P, and
implementing constraints through utilization review or limited investment
in medical technologies. All of the influence strategies need to be aligned
with P4P programs if P4P incentives are to be effective. If the other strategies
are working at cross purposes, then the impact of P4P will likely be blunted.

A case in point might be conducting a stringent review of “unnecessary”
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services (such as preventable hospital admissions) and making some P4P
bonus payments based on that measure, on the one hand, while at the same
time paying most of physicians’ compensation according to their revenue
productivity in terms of FFS billings or relative value units, on the other hand.

Still unclear is how physician groups respond to multiple, sometimes
conflicting, payment arrangements that can range from FFS to capitation.
Physicians in a group may see some patients with health insurance plans
that reimburse using FES (so higher utilization of care means higher
reimbursement for the physician group), and then see other patients, even
on the same day, with insurance plans that are capitated (so higher utilization
means lower profit margins for the physician group, because reimbursement
is fixed in advance and higher utilization means higher costs). Physicians in
a group may treat patients differently depending on insurance coverage, or
physicians may be blinded to the varying financial incentives. P4P incentives
can add to that mix of broader payment incentives, but the overall impact
of P4P may be hard to predict in the context of this already complex mix of
incentives that often have much larger financial impacts on the group or the
individual physician than those included in P4P programs.

Organizational culture. Physician groups and other health care
organizations vary widely in their cultures. Some emphasize cooperation
among physicians and other staff and free flow of information, whereas others
emphasize competition among physicians, which can result in hoarding of
information (Town et al., 2004). One study found collegiality, innovativeness,
and autonomy to be negatively related to quality of care, whereas
organizational trust/identity and emphasis on information flow were positively
associated with quality (Smalarz, 2006). Many so-called integrated provider
organizations exhibit multiculturalism by combining under one corporate
umbrella different medical professions, divisions, departments, and teams that
compete with one another more than they cooperate (Ferlie & Shortell, 2001).

A clash of cultures is often even more pronounced between physicians and
health care managers (Shortell & Kaluzny, 2006). Physician culture is based
on socialization from medical school, biological cause-effect relationships,
short time frames for action, and responsibility and autonomy in caring
for one’s own patients. Managerial culture, by contrast, is grounded in the
social sciences and business schools, and emphasizes less-clear-cut cause-
effect relationships, longer time horizons, population averages, teamwork,
and financial performance. Physicians sometimes resist managers’ efforts
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to standardize clinical practices to improve organizational performance on
quality measures included in P4P programs. Alternatively, physicians may
be more inclined to support efforts to develop clinical guidelines and quality
measures spurred by medical professional societies and termed “evidence-
based medicine”

Change management and quality improvement. The ability of an
organization to implement changes in medical care practices can also influence
its ability to improve quality of care. The organization literature in health care
identifies six main characteristics associated with organizational change in
health care: (1) leadership (commitment to both quality and efficiency for
financial success); (2) a culture of learning (willingness to acknowledge and
correct mistakes and utilize evidence-based care); (3) working in teams across
professions and clinical and functional departments; (4) effectively using health
information technology; (5) care coordination across sites and services; and
(6) patient-centered medicine (involving patients as active managers of their
own care) (Institute of Medicine [IOM] Board on Health Care Services, 2001;
Christianson et al., 2006; Ferlie & Shortell, 2001; Grol et al., 2007; Klein &
Sorra, 1996; Lukas et al., 2007; Town et al., 2004; Wang et al., 2006).

The Institute of Medicine (IOM Board on Health Care Services, 2001)
has identified four stages of development that health care organizations need
to move through to achieve high-quality care. These stages, presented in
Table 3-2, also reflect the six characteristics associated with organizational
change identified above. We can identify many health care organizations
operating at Stage 2 or 3 already; few have achieved Stage 4. From this
perspective, most health care organizations need to implement additional
organizational changes to move to Stage 4 to achieve the highest quality of care
possible.

Stage 4 organizations may be more responsive to P4P and better able to
benefit from its incentives. However, if they have already achieved high levels
of teamwork, patient involvement, and integration of information technologies,
they also may not need external P4P programs to improve quality as much as
other providers do. As a result, provider organizations that are actively working
to move across these stages of development may actually show the largest
measured impact of P4P programs on quality if the financial incentives help to
facilitate the organization’s advancement to a higher stage.

One of the lessons learned from total quality management programs is
that quality improvement is hard to accomplish when financial incentives are
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Table 3-2. Four stages of organizational development in health care

Stage Description

1. Traditional private practice - Fragmented delivery system

Physicians work independently; rely on journals,
conferences, and peers to stay current

Information technology absent in most settings

Minimal use of allied health personnel

Passive patients

2. Limited coordination of care Well-defined referral networks

Continued specialty-oriented care

Limited evidence-based practice

Minimal information technology

Increased patient information and informal involvement
in care

3. Team-based care Team-based clinical care common

Some use of nonphysician clinicians

Evidence-based guidelines applied in some practices

Information technology broadly applied, but most
applications are stand-alone

Formal recognition of patient preferences

4. High-performing health care Highly coordinated care—across provider groups and
organizations settings of care—over time

Evidence-based practice the norm

Sophisticated information technology linking all systems
and groups; automated decision support

- Extensive clinical measurement and performance
feedback to clinicians; continuous quality improvement

- Extensive training and use of nonphysician clinicians

« Patients actively involved in treatment decisions

Source: Adapted from IOM Board on Health Care Services, 2001.

not aligned to reward quality improvements at the systems level (Kimberly &
Minvielle, 2003). Physicians and hospital administrators commonly complain
that FES incentives in the prevailing health care reimbursement systems reward
quantity, not quality. As a result, when financial pressures on institutions are
high, they may focus more on quantity and billings at the expense of quality.

A widespread concern among management and financial staff at hospitals

and physician groups has been the lack of evidence to support the business
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case for quality improvement efforts (Reiter et al., 2007). P4P programs can
help to address that concern by linking reimbursement directly to quality
measures and ensuring that the financial benefits from quality improvement
efforts accrue to the organization that provided the investments required to
implement them. Total quality management initiatives may be unsustainable
without positive, systemwide financial incentives for improving quality.

Contingency Theory: A Multidisciplinary Perspective on P4P

As the preceding section indicates, developing a theoretical model of P4P
requires a breadth of multidisciplinary perspectives: economic, organizational,
psychological, and sociological. All of these perspectives include factors

that can enhance or impede the intended impact of P4P programs. These
perspectives must be accounted for in considering the range and complexity of
policy, institutional, and technological factors at work in the health sector. As
a result, P4P theories are likely to remain contingent, applicable under certain
prescribed conditions but subject to reconsideration as factors from one or
more of the disciplinary perspectives are modified. These theories will still be
useful as long as policy makers understand that they apply to particular sets of
institutional circumstances and that they can generalize to new circumstances
only cautiously.

This type of theoretical situation is well known in management theory, in
which “contingency theory” is one of the mainstream viewpoints (Shortell &
Kaluzny, 2006). The central idea of contingency theory in management is that
organizations and their subunits should develop structures, staff, cultures, and
systems differently depending on the specific environments and technologies
with which they are involved. Given that health care organizations operate in a
very wide variety of environments and institutional relationships, and apply a
broad range of different technologies, the contingency perspective has strong
applicability (Shortell & Kaluzny, 2006). For example, quality improvement
initiatives and P4P programs might well be organized differently depending
on the local, state, and national policy environment each organization faces,
the nature of the diseases and patients being treated, the types of physician
and employee skills available, the internal organizational culture, the degree of
teamwork among physicians and nonphysician health care professionals, and
the extent of available health information technology.

However, this means that it will not be possible to develop a mathematical
theory of P4P. Any mathematical theory that attempted to be comprehensive,



94 Chapter 3

accounting for all of these complexities of real-world policy environments,
institutional arrangements, and health care organizations, would be analytically
intractable (Escarce, 2004). Conversely, efforts to provide for analytical
tractability could be successful only by a degree of simplification that would
compromise the value of a mathematical theory in making testable predictions.
Nonetheless, the multidisciplinary model points to particular factors
that policy makers can use to enhance the impact of P4P programs. Policy
makers can consider these insights in the contingency theory perspective and
apply them where the combination of policy, technological, and institutional
circumstances indicate they are likely to be beneficial for P4P programs. The
rest of this chapter describes three examples of these types of multidisciplinary
perspectives: (1) reinforcing medical professionalism, (2) patient-centered
teams and bundled payment, and (3) centers of excellence (CoEs).

Reinforcing Medical Professionalism

P4P can help physicians to regain some of the benefits of medical
professionalism and the related intrinsic motivation in several ways. For
example, P4P revenues can support medical practice innovations to contribute
to physician satisfaction (Mechanic, 2008; Trisolini et al., 2008). Additional
P4P funding may enable physicians to have more time to establish stronger
partnerships with patients, promote competent practices based on best
available evidence, improve chronic care management, and improve patient
satisfaction (Mechanic, 2008). Similarly, cognitive services provided by
primary care physicians suffer financially by being more tightly linked to time
with patients, a factor often down-weighted in physician fee schedules in
comparison with medical and surgical procedures. Many advocates of doctor-
patient partnerships believe that primary visits lasting about 30 minutes are
often needed, but this is a pattern of care that insurers are unlikely to reimburse
adequately (Mechanic, 2008).

In this situation, health insurers can use P4P to supplement reimbursement
to primary care physicians by focusing on primary care-oriented quality
measures as the basis for P4P bonus payments. Longer patient encounters,
often involving nonphysician clinicians, are more financially viable when extra
P4P reimbursement will come from quality-of-care improvements achieved
through those new patterns of care. Hence, P4P can open up other ways of
practicing that may enable primary care physicians to escape the visit-centric
emphasis of ambulatory care that is often their only way to gain adequate
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FFS reimbursement (Trisolini et al., 2008). The economic incentives of P4P
can reinforce both the sociological perspective on professionalism and the
psychological perspective on intrinsic motivation that many physicians deem
important. This will enable P4P programs to have improved opportunities for
significant impacts on quality-of-care outcomes.

Patient-Centered Teams and Bundled Payment
Most P4P programs have opted to focus financial incentives for quality
improvement not on individual physicians, but rather on higher levels of
the health care system, such as multispecialty physician groups or hospitals.
This approach recognizes the teamwork orientation of modern medical
care organizations within the incentive system, providing incentives for
collaboration among clinicians and recognizing better coordination of care.
It is also consistent with Wynia’s (2009) emphasis on focusing P4P on team
or group rewards rather than individual physician rewards, to avoid or
mitigate damage that financial incentives may do to intrinsic motivation. In
addition, P4P programs could be targeted to lower organizational levels, such
as a diabetes disease management program that requires teamwork among
endocrinologists, primary care physicians, nurses, and diabetes educators.
P4P payment for episodes of care also make possible broader, cross-
institutional teams. Episodes, which may last 30 days or more beyond a
hospital discharge, allow bundling of P4P reimbursement across a range
of providers, such as hospitals, physicians, and post—acute care providers.
The opportunity to earn P4P revenue can enhance the integration of all of
these different types of health care teams and reduce the risks of promoting
competition and fragmentation of care if P4P focuses on the individual
physician level.

Centers of Excellence

An alternative P4P approach, CoEs can also recognize and financially reward
tightly integrated, high-performing, clinical care organizations. Physician-
hospital or ambulatory primary care groups could receive a CoE imprimatur
after a thorough examination of their quality-of-care performance. This
approach has the advantage of more explicitly recognizing an organization’s
holistic performance, and P4P linked to CoE can provide incentives for
organizational change toward higher stages of organizational development,
described in Table 3-2. The CoE imprimatur could also enhance physicians’
and other clinicians’ reputations on the regional or national stage; this positive
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effect could complement the financial rewards that P4P programs provide and
increase their impact.

In sum, theoretical perspectives from several different disciplines can aid
in the design of P4P programs by identifying factors likely to enhance or
inhibit the effects of PAP. A multidisciplinary or “composite” perspective from
contingency theory will enable the design of P4P programs to better respond
to the range of factors that may affect their success. This approach will enable
P4P to move beyond the simpler theory underlying most early P4P programs,
which focused on economic perspectives, and enable P4P to improve its impact
on health care quality and cost outcomes.
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CHAPTER 4

Quality Measures for
Pay for Performance

Michael G. Trisolini

Concerns about quality of care have accelerated since the 1990s, as studies
by Wennberg, Fisher, and others have documented large and unexplained
variations in rates of health care utilization and clinical outcomes across
geographic areas, calling into question the traditional approach of relying

on the medical profession to deliver high-quality care uniformly (Davis &
Guterman, 2007; Wennberg et al., 2002). Since about 2000, several landmark
publications have highlighted widespread problems with patient safety and
quality of care, most notably from the Institute of Medicine (IOM) and the
RAND Corporation (IOM Board on Health Care Services, 2001; Kohn et

al., 1999; McGlynn et al., 2003). These studies helped to galvanize a policy
consensus, leading the federal government and private health insurance
plans to increasingly focus policy, regulatory, and management interventions
more directly on quality of care measurement, quality improvement
programs, and financial incentives for quality improvement through pay for
performance (P4P).

P4P programs have focused primarily on quality of care measures to assess
provider performance. Although other performance evaluation approaches,
such as efficiency measures, are possible for P4P, those in policy circles
currently perceive the lack of incentives for improved quality in the prevailing
fee-for-service (FFS) payment systems as a major problem in the US health
care system. As a result, P4P programs have focused mainly on addressing this
problem.

This chapter reviews issues regarding the application of quality measures
in P4P programs. The first section of the chapter provides background,
including conceptual frameworks for quality of care, and reviews organizations
that develop and certify quality measures. The second section discusses
different types of quality measures, including structure, process, and outcome
measures (Donabedian, 1966). The third section reviews issues in selecting
quality measures for P4P programs. The fourth section describes methods for
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analyzing quality measures for P4P. The fifth section discusses public reporting
of quality measures and how that separate approach to quality improvement
can be integrated with P4P programs.

Background

Two major conceptual frameworks have been developed for health care quality,
one by Donabedian (1966) and the other by the IOM (IOM Board on Health
Care Services, 2001). Researchers and policy makers can use both to guide
development and implementation of quality measures for P4P. Other models
are available (IOM Board on Health Care Services, 2006), but the Donabedian
and IOM frameworks are the most widely used. This section describes both
models, although we emphasize Donabedian’s framework because developers
of P4P programs use it more frequently than the IOM model.

Donabedian’s model focuses on the concepts of structure, process, and
outcome for defining quality of care. Despite being first published more than
40 years ago, this model remains a leading paradigm. The key elements can be
described as follows:

Structure—the inputs into the health care production process. These include
physicians, nurses, and other staff; medical equipment; facilities; information
technology; administrative support systems; medical supplies; pharmaceuticals;
and other resources. Problems may arise if inputs are not available when
needed to treat a patient or when health professionals do not view the
capabilities of inputs as optimal. For example, from a structure perspective,
high-quality care may entail using clinical teams, including board-certified
cardiologists, to treat patients with advanced heart failure rather than relying
solely on primary care physicians.

Process—the procedures used to diagnose a patient, prescribe a course of
testing or treatment, and ensure that the testing and treatment are carried
out in accordance with clinical guidelines or norms of medical practice.
Process problems are often classified as underuse, misuse, or overuse of tests
or treatments (IOM Board on Health Care Services, 2001; Chassin & Galvin,
1998). For example, from a process perspective, high-quality care may be
associated with laboratory testing of diabetic patients at least once a year

for their levels of glycosylated hemoglobin (HbA1c). To be useful, process
measures must have been demonstrated to be statistically and clinically
associated with corresponding outcome measures. For example, appropriate
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colorectal cancer screening is a process measure known to reduce mortality
attributable to colon cancer.

Outcome—the ultimate goals of reducing morbidity and mortality and
improving quality of life (QOL) and patient satisfaction. Quality analysts
can identify problems by comparing outcomes achieved for patients with the
outcomes expected for similar patients with the same disease. For example,
from an outcome perspective, high-quality care may be associated with a
reduced frequency of relapses for patients with multiple sclerosis (MS) because
such care reduces the morbidity that patients suffer.

Quality measures focused on structure are easier to measure, but they
may have only limited impact on the final outcomes of interest. Process
measures assess the actual medical treatment that physicians and other health
professionals provide. However, they may require detailed data collection
through costly medical record reviews to obtain the clinical data necessary
to identify patients for the measures’ denominators and clinical events for
their numerators. Administrative data such as insurance claims may enable
less costly measurement for some types of process measures, but most
cannot be measured in this way. Combinations of administrative and chart
review data collection (“hybrid” measures) have been encouraged by the
National Committee for Quality Assurance (NCQA) as an efficient approach.
Electronic medical records (EMRs) may someday reduce the data collection
burden for process measures, but they are still not widely implemented. The
technical specifications for process measures may also be costly to develop
and keep updated because of changes in medical practices and technologies
and development of new pharmaceuticals; such changes may cause shifts in
the lists of inclusion and exclusion criteria for denominators and numerators
used to calculate performance rates. Outcome measures may be ideal in
theory, because they represent the ultimate goals of interest, but they are often
difficult to measure, especially in a timely fashion. For example, variation in
mortality outcomes may appear only many years after patients have received
medical treatment. In addition, many factors can affect variation in mortality
and other outcomes besides the quality of medical care, for example, age,
comorbidities, diet, exercise, and risky behavior. Consequently, physicians and
provider organizations, such as hospitals and physician groups, may consider
it inappropriate to hold them accountable for quality of care measured by
outcomes unless complex risk adjustments are applied. QOL and other patient-
reported outcomes are costly to measure because they require primary data
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collection through direct responses from patients in formal surveys. Patient-
reported outcomes data cannot be collected from secondary data, such as
insurance claims, that do not include patient surveys. Finally, poor outcomes,
which are often rare and therefore more difficult to measure, lead to sample
size issues.

As a result, not one of these three categories—structure, process, or
outcome—is always better than the others for quality measurement, and P4P
programs have applied all of them in practice to assess quality. P4P programs
use process measures more frequently than the other types of measures
because they represent a middle ground, physicians and other clinicians are
more familiar with them, and process measures make clear what must be
improved in care processes in comparison with outcome measures. However,
process measures also have shortcomings and are often complemented by
structure measures, outcome measures, or both.

The IOM presented its conceptual model of factors affecting health care
quality in its Crossing the Quality Chasm report (IOM Board on Health Care
Services, 2001). This report focused on six goals for improving health care. As
the report noted, health care should be

« Safe—avoiding injuring patients with the care that is intended to help

them.

« Effective—providing services based on scientific knowledge to all who
could benefit and refraining from providing services to those not likely to
benefit (avoiding underuse, misuse, and overuse).

« Patient-centered—providing care that respects and is responsive to
individual patient preferences, needs, and values and ensuring that patient
values guide all clinical decisions.

o Timely—reducing waits and sometimes harmful delays for both those
who receive and those who give care.

« Efficient—avoiding waste, in particular waste of equipment, supplies,
ideas, and energy.

« Equitable—providing care that does not vary in quality because of
personal characteristics such as gender, ethnicity, geographic location,
and socioeconomic status (pp. 39-40).

The Donabedian and IOM models overlap in many areas. The IOM’s
goal of safe care relates to all three of Donabedian’s concepts. For example,
a structure intervention to implement computerized physician order entry
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(CPOE) for drug prescriptions may prevent overdoses of chemotherapy
drugs, or dangerous interactions between drugs a patient may be taking.
A process intervention could also prevent overdoses by requiring multiple
nurses to check dosages before they administer drugs. If these interventions
are successful, then the beneficial outcomes are reduced rates of morbidity and
mortality for patients taking these drugs.

The IOM’s aims for effective, patient-centered, and timely care all relate
to Donabedian’s concept of process. The aim of patient-centered care also
relates to outcomes that are measured using patient surveys of QOL, patient
satisfaction, or experience of care.

However, the IOM model includes additional concepts of cost and access
in its domains of efficient and equitable care. We prefer to maintain the
conceptual distinctions between the overall health policy goals of increasing
quality, reducing cost, and improving access, which are often used as a larger
conceptual framework for analyzing health services. For example, quality is
often associated with measuring the performance of clinicians or provider
organizations. Access is often associated with measuring the performance of
health care systems that may cover regions or an entire country. Cost is usually
considered separately from quality, and discussions of cost tend to focus on the
analysis of financial resources and budgets used for providing care.

Researchers and policy makers can use the IOM’s aims for efficient and
equitable care to develop performance measures for P4P programs that are
separate from measures of quality. We view those concepts as useful for P4P
programs, although we present efficiency measures in a separate chapter of
this book (Chapter 5) to maintain the conceptual distinctions between quality,
cost, and access goals. Researchers and policy makers can also develop access
measures of performance that are separate from quality measures. The access
measures may, for example, be included alongside quality measures in P4P
programs that focus on vulnerable populations, such as Medicaid enrollees.

Types of Quality Measures

Following our focus on Donabedian’s model, we categorize quality measures
for P4P programs into structure, process, and outcome. This section describes
examples of all three types and illustrates how P4P programs have applied
them.
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Structure Measures

Health professionals and policy makers sometimes view structure measures
as less valuable than process or outcome measures because they are further
removed from the ultimate goal of improving outcomes. Structure measures
indicate only the potential for providing or improving quality of care; they

do not directly measure the clinical processes of care or health outcomes

that more closely represent true quality. Also, fewer structure measures are
available for ambulatory care than for inpatient care (Birkmeyer et al., 2006),
although that situation may change in coming years, with expanded emphasis
on implementing systems that support health care delivery, such as EMRs and
chronic disease registries.

Some individual health professionals may view structure measures as unfair
if the individuals score low on them but have high quality in terms of outcomes
(Birkmeyer et al., 2006). Moreover, linkages between structural measures and
outcomes may be evident at health system or community levels, but they may
not differentiate individual clinicians well.

In recent years, health care accreditation organizations have moved away
from their traditional reliance on structure measures to focus more on
process measures. For example, the Joint Commission has moved toward
using measures of process and outcome (Hurtado et al., 2001). Several quality
monitoring organizations have also begun to focus more on process and
outcome indicators than they previously did. For example, the NCQA has
developed and periodically updated a set of Healthcare Effectiveness Data
and Information Set (HEDIS) indicators used to measure quality in private
managed health care plans, Medicare, and Medicaid (National Committee
for Quality Assurance [NCQA], 2006). Federal quality improvement efforts,
including Medicare’s Physician Quality Reporting Initiative and the Hospital
Quality Initiative, have also focused on process and outcome measures
(Centers for Medicare & Medicaid Services [CMS], 2008a, 2008b).

Nonetheless, some structure measures have been found effective in
promoting quality. In addition, they are usually easier to measure than process
or outcomes, so data collection is both less challenging and less expensive.
They may also be efficient in the sense that one structure measure may relate to
several different diseases or outcomes (Birkmeyer et al., 2006).

The Leapfrog Group is a proponent of several specific structure measures of
quality (Birkmeyer & Dimick, 2004; Leapfrog Group, 2008). Its focus includes
three structure measures for hospitals:
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o Computerized physician order entry—Studies have shown that
physicians can significantly reduce prescribing errors when they use
CPOE to highlight incorrect dosages, drug interactions, or patients’
allergies to prescribed drugs.

« Intensive care unit (ICU) physician staffing—ICUs staffed with critical
care specialists (sometimes referred to as intensivists) can reduce the risk
of patients’ dying in the ICU.

« Evidence-based hospital referral —For patients needing certain types
of complex medical procedures, referral based on scientifically evaluated
factors, such as the number of times a hospital has performed a procedure
each year, has been shown to reduce the risk of death.

All of these measures can potentially be applied in P4P programs, and the
Leapfrog Group has provided assistance to health plans and payers using them
in P4P. A recent study confirmed the Leapfrog Group’s claims about the value
of these structure measures of quality (Jha et al., 2008). It found that hospitals
that implemented these three types of patient safety—oriented interventions
also had improved process and outcome measures of quality—including
lower 30-day mortality rates—for patients with acute myocardial infarction,
congestive heart failure, and pneumonia.

Although the Leapfrog Group has received the most attention in policy
circles for its focus on structure measures of quality, several payer groups
have also used structure measures in their P4P programs. For example, some
programs have provided incentives for health care professionals to invest in
information technology, implement electronic health records (EHRs), or use
EHRs. These programs include the Integrated Healthcare Association, Bridges
to Excellence, and the Hawaii Medical Services Association (IOM Board on
Health Care Services, 2007; Bridges to Excellence, 2008; Gilmore et al., 2007;
McDermott et al., 2006).

Payers and health care plans are particularly interested in the development
and use of EHRs or EMRs because they have the potential to improve
coordination of care and reduce medical errors. For more than a decade, many
commentators have noted this potential, but the high costs of these systems in
relation to the benefits received at the physician practice level have hampered
implementation. As a result, most small and medium-sized physician practices
have been slow to adopt EHRs and EMRs. This means that P4P programs with
incentives for EHR or EMR implementation could provide a useful catalyst for
improving the business case for these systems at the physician practice level.
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Organizational interventions are another type of structure measure. The
United Kingdom’s (UK’s) P4P program applies a substantial number of these
interventions to assess performance of family practitioners in the National
Health Service (Department of Health, 2004; Doran et al., 2006a, 2006b).

The UK P4P system is noteworthy because it has 146 quality measures, the
largest number of any P4P program. Of these, 76 are classified as clinical
quality indicators, and another 70 are classified as organizational and patient
experience quality measures. Our review of these measures reveals that many
of them are structure measures of quality. For example, the 76 clinical quality
indicators are classified into 11 chronic disease domains. For each domain, the
first indicator is a structure measure of whether the practice has a register of
the patients with that disease (e.g., “DM 1. The practice can produce a register
of all patients with diabetes mellitus”; Department of Health, 2004). Similar
indicators are repeated for the other 10 disease domains (e.g., hypertension,
chronic obstructive pulmonary disease, and cancer), thus the 76 clinical quality
indicators are actually 11 structure measures and 65 clinical process measures.

The UK’s 70 organizational and patient experience quality measures include
31 structure measures, according to our review (e.g., “Records 3: The practice
has a system for transferring and acting on information about patients seen
by other doctors out of hours”; Department of Health, 2004). The wording of
this measure uses structure language about the presence of a system, rather
than process language about the percentage of patients seen by other doctors
who were transferred to new doctors and for whom clinical information was
acted on. The other structure measures from among these organizational and
patient experience indicators are worded in similar ways, often referring to
the presence of a system rather than to how the system should be applied in
medical practice.

Therefore, the UK’s P4P program uses 42 structure measures, which is 29
percent of the overall total of 146 quality measures. This is a higher percentage
of structure measures than most US P4P programs use, although the difference
may reflect the much larger overall number of indicators in the UK program
compared with US programs. The UK program uses 104 process measures—
in absolute numbers, more process measures than are used in any US P4P
programs, even if the percentage of process measures is lower in the UK
program than in some US programs.

The current interest in “medical homes” in the United States can be viewed
as another type of structure intervention for quality of care. Medical homes



Quality Measures for Pay for Performance 107

are sometimes proposed for additional per capita or per visit bonus payments
to physicians because they are expected to improve coordination of care,

case management, information technology, and continuity of primary care.
As a result, medical homes could be a focus of implementation incentives in
P4P programs as structure measures of quality, similar to P4P programs that
provide incentives for implementing EMRs.

Process Measures

Process measures are procedures or treatments that are designed to improve
health status or prevent future complications or comorbidities. In most cases,

a process measure is a dichotomous indicator of whether the process was
performed during the recent past (e.g., whether patients taking interferon
drugs had liver function tests in the past 6 months). When characterizing
health professional and provider organization performance, a process measure
is expressed as the proportion of eligible patients who received the procedure.
Process measures are often limited to certain subgroups of patients for whom a
particular treatment process applies.

A benefit of process measures is that health professionals recognize them as
reflecting routine clinical care. In many cases research studies have found them
to be associated with outcomes, although this is not always well established
and it is becoming increasingly less acceptable to use process measures that
lack an evidence base. Process measures may also provide positive spillover
effects, such as raising clinicians’ awareness about quality measures and clinical
guidelines (Birkmeyer et al., 2006).

Process measures are important to consider because they are usually more
practical for data collection and monitoring than outcomes are for quality
improvement programs (IOM Board on Health Care Services, 2006; Eddy,
1998; Jencks et al., 2000). Four characteristics of process measures make
them more feasible than outcome indicators for routine quality monitoring.
First, outcomes often occur with lower frequency than do associated process
indicators. For example, breast cancer deaths occur at a rate of only about 1 per
1,000 women older than 50 years of age (an outcome indicator). In contrast,
NCQA and Medicare apply process indicators specifying that all women ages
50 to 69 should be receiving biennial mammograms for breast cancer screening
(Kautter et al., 2007; NCQA, 2006).

Second, outcomes often require long periods for evaluation of effects
(Palmer, 1997). For example, to get outcomes measured as 5- to 10-year cancer
survival rates, it will take at least 5 to 10 years and probably longer because of
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data reporting lags. Routine evaluation of process indicators can usually be
done annually or even more frequently, depending on how many patients with
a particular disease physicians treat in any given month or year.

Third, factors outside the control of health plans, health care organizations,
or clinicians who treat patients with chronic diseases often affect outcomes. In
contrast, process of care measures are, by definition, primarily under health
professionals’ control and usually do not require risk adjustment.

Fourth, significant improvements in processes are generally larger in relative
terms than improvements in outcomes, which makes it easier to measure the
former and easier to identify significant changes. This aspect enables P4P
programs to base incentive payments on more statistically reliable data.

Process measures have another appealing aspect. One of the key steps in
quality improvement is identifying the cause of problems and improving the
associated care processes. Unlike outcome measures, process measures target
which area of care needs to be improved, although the health care organization
still needs to ascertain how to achieve the improvement needed.

Nonetheless, just because process measures are usually easier to specify,
measure, and track from year to year does not mean that P4P programs should
use them exclusively. An important consideration with process measures is
whether they are clearly linked to improved outcomes or at least to a higher
likelihood of improved outcomes. Researchers have developed a range of
methods to assess the strength of scientific evidence that underlies clinical
practice guidelines, quality measures, and quality improvement programs
(Lohr, 2004). However, the extent of currently available evidence to support
links between process indicators and outcomes varies widely (Birkmeyer et
al., 2006). Process measures recommending routine laboratory testing may be
good clinical practice, but the results of testing, and the degree of follow-up
that health professionals provide, are more closely linked to outcomes than to
whether testing was done.

Outcome Measures

Ultimately, people care most about outcomes, including morbidity, mortality,
QOL, functioning, and patient satisfaction. Improved outcomes are the
desired consequences of quality improvement efforts. For example, for
treatment of MS, outcomes may be measured through physical and mental
functional status indicators (which can be either physician reported or patient
reported), disability, complication rates (e.g., urinary tract infections, pressure
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ulcers), frequency of relapses, standardized measures of health-related QOL,
standardized measures of patient satisfaction, and other indicators.

In addition, implementing a system of outcome measurement may
itself improve outcomes—a “Hawthorne effect”—beyond the interventions
that may be related to particular outcomes (Birkmeyer et al., 2006). For
example, surgical morbidity and mortality in VA hospitals fell dramatically
after measurement began in 1991, to an extent too large to explain solely by
organizational or process improvements.

To date, P4P programs have used outcome measures less frequently than
process measures, even though outcome measures are preferable in theory
because they represent the ultimate health care goals. As noted, researchers
have raised concerns regarding the strength of the relationship between
structure or process quality measures and the outcomes they target. In
addition, focusing on outcome measures is expected to encourage innovation
in health care services more than would focusing on process measures
(Sorbero et al., 2006). Unless process measures are updated frequently, which
could be costly, they may reinforce existing care patterns rather than encourage
development of new treatment methods that improve outcomes even more.

Thus, moving P4P programs toward more direct use of outcome measures
where possible may be beneficial. Physicians and other clinicians may want to
maintain a mix of process and outcome measures in P4P programs, however,
given that process measures provide more specific information about particular
care processes that need to be improved.

One concern is that multiple factors outside of the health care system
can affect outcome measures, a problem that is commonly cited. As a result,
physicians and other clinicians may not consider it fair to be held accountable
for outcome performance. For example, many different physicians and other
health professionals may treat patients with cardiovascular disease, and patient
factors regarding diet, exercise, and adherence to medications may play a large
role in mortality rates. Risk adjustment for outcome measures can be expensive
if it is done in detail using data from medical records, and it may be inadequate
if done using administrative data that, though usually less expensive, contain
less clinical detail (Birkmeyer et al., 2006). However, recent efforts to add
present on admission (POA) codes in hospital medical records will enable
better analysis of outcomes for hospitals (Jordan et al., 2007; Pine et al., 2007).
POA codes help to determine whether complications and comorbidities were
acquired by patients during a hospital stay, and thus can be attributed to the
care provided at the hospital.
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Another problem with measuring outcomes is that sample sizes may be
small for surgical outcomes or rare diseases. This means that statistical analysis
of performance improvement may be unreliable, so P4P programs cannot pay
bonuses with confidence in these situations.

An issue with patient-reported outcomes, such as those reflecting QOL or
health status, is that they require patient surveys, which may impose costs that
provider groups find difficult to sustain. Lower cost options are not readily
available because these types of outcomes require primary data collection from
patients.

In general, outcomes can be categorized into two types: clinician-reported
outcomes and patient-reported outcomes. Both can be applied in P4P
programs.

Clinician-Reported Outcomes

Clinician-reported outcomes are those that physicians or other health

care professionals measure and record. They can be further classified as
“intermediate” outcomes (e.g., blood pressure levels or HbAlc levels that put
patients at risk for severe complications or comorbidities, or stage of cancer
at diagnosis) and final outcomes (e.g., decubitus ulcers causing morbidity, or
mortality). Medical records are primary data sources for collecting clinician-
reported outcomes, but P4P programs can also use laboratory databases and
claims data for some types of outcome measures.

Intermediate outcomes. Intermediate outcomes measure clinical results, so
they can be viewed as outcomes rather than process measures, but they are not
final outcomes in the sense of being direct measures of morbidity or mortality.
Blood pressure levels are important outcomes that provide information on
patients’ risks for heart disease and stroke. As a result, control of blood pressure
is a goal that makes sense to reward through P4P programs. Similarly, HbAlc
levels can indicate risks for diabetics to develop several severe complications,
including retinopathy, nephropathy, and neuropathy.

A positive feature of intermediate outcomes is that they are closer than
process measures to the final clinical outcomes of interest, so they provide
a closer link to final outcomes. For example, HEDIS process measures
include measuring blood pressure periodically for patients with heart disease
or hypertension, and testing for HbA1c levels periodically for diabetics.
However, just because the tests were conducted does not mean that the clinical
indicators of interest were brought under control. Thus, focusing on the levels
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themselves—the intermediate outcomes—is preferable to targeting only the
frequency of testing.

Another positive feature of intermediate outcomes is that they can be
measured more frequently than final outcomes. As a result, P4P programs
that focus on providing routine performance assessments and periodic (often
annual) bonus payments to physicians and other health professionals can use
them more easily. For example, among patients with diabetes, neuropathy can
result in foot or leg infections that require amputations, but these events occur
much less frequently than elevated levels of HbAlc. Amputation rates can be
tracked as performance measures, but they may require much larger samples
of diabetic patients than are available for most physician practices or even
larger group practices. Because amputations occur less frequently than HbAlc
tests, they may not provide the routine data needed for annual performance
assessments for P4P bonus payment determinations.

A third positive feature of intermediate outcomes is that they may not
require risk adjustment for appropriate performance assessment, in contrast
to mortality and other final outcomes. Appropriate levels of blood pressure
and HbA1c are standardized for most patients, and although patient factors
enter into the levels achieved, physicians and other clinicians can usually be
held accountable for average levels achieved over groups of patients. Physicians
may not be able to control patients’ diet and exercise patterns completely, but
most accept responsibility for working with their chronic disease patients
to control blood pressure and HbAlc, especially when patients are at risk
for complications associated with elevated blood pressure or HbAlc. Risk
adjustment may still be indicated for some types of intermediate outcomes,
but it may be implemented more easily than for final outcomes, with fewer
variables and data collection requirements.

As a result, a promising approach for P4P programs would be to work more
aggressively to expand the range of intermediate outcomes that they use to
assess provider performance. They can also increase the weighting provided
to these measures relative to others. Intermediate outcomes represent a
middle ground between the more controllable process indicators, which may
not be closely linked to final outcomes, and the final outcomes of interest,
which would be ideal performance measures—if they were easier to measure
frequently and if it were easier for providers to link the final outcomes to their
efforts.
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In addition, Current Procedural Terminology (CPT-II) codes have now
been developed for some intermediate outcomes, such as HbAlc levels for
diabetics, so these outcomes can now be measured using administrative claims
data instead of relying solely on more expensive chart review (American
Medical Association, 2008). More work is needed to expand the list of CPT
codes for intermediate outcomes, and to expand the extent to which health
professionals use them for billing for clinical services, but the technical
groundwork has been laid in the CPT coding system.

Final outcomes. Clinician-reported final outcomes can include a range of
morbidity, functional status measures, and mortality measures. Morbidity
measures include medical and surgical complications that can be used in P4P
programs, although they apply primarily to hospitals or other institutional
providers. Decubitus ulcers are an example of a preventable complication that
can develop during hospital stays or among nursing home residents. Because
they are preventable for most patients, they can serve as a useful outcome
measure for P4P programs. They usually occur infrequently, however, so they
may need to be measured as average rates over large groups of patients.

Other types of hospital-related complications, such as postsurgical
infections, readmission rates within 1 to 3 months of discharge, and “never”
events, such as surgery on the wrong body part, can also serve as final outcome
measures. These outcome measures include patient safety quality indicators
that the US Agency for Healthcare Research and Quality (AHRQ) and others
have developed (AHRQ, 2003). An advantage of these complication-related
outcome measures is that they do not require risk adjustment in most cases,
because patient safety indicators such as avoiding postsurgical infections apply
to most patients. In addition, these indicators are clearly under the control of
hospitals and their medical staff because they occur during the patient’s stay in
the hospital, nursing home, or other medical facility. As a result, clinicians are
more willing to accept responsibility for these types of final outcome measures.
For example, when Medicare recently announced that it would not reimburse
hospitals for admissions that resulted in “never” events, there was little
resistance from the hospital or physician community.

Functional outcomes comprise measures of activities of daily living (ADLs),
instrumental activities of daily living (IADLs), time to walk 25 feet, established
scales such as the Functional Independence Measure (FIM), and others. Health
professionals often use such outcomes in rehabilitation services assessments,
to judge patients’ progress in recovery from illness, or to assess levels of
disability. These measures have promise for P4P because they can be measured
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frequently and can show significant changes resulting from effective treatment
in many situations. Assessments of MS patients routinely use clinician-
reported outcome measures of physical and cognitive function, including the
Expanded Disability Status Scale, Multiple Sclerosis Functional Composite,
neuropsychological tests, and others (Cohen & Rudick, 2007; Coulthard-
Morris, 2000; Joy & Johnston, 2001; Rothwell et al., 1997).

However, functional outcomes suffer from at least two concerns. First,
they may require risk adjustment like other types of outcomes, because
factors unrelated to the quality of medical care can affect them. Second, many
functional outcomes rely to some extent on the clinician’s judgment for scoring
each patient on the measures or scales. This can make the functional outcomes
more vulnerable to gaming by health professionals and providers, especially
when P4P programs use scores to calculate bonus payments.

Mortality is the ultimate final outcome, although mortality measures can be
a sensitive topic for both patients and clinicians. In principle, P4P programs
could use mortality rates or risk-adjusted mortality rates for performance
assessment. Aligning health professionals’ financial interests in keeping the
patient alive as long as possible may improve mortality outcomes. However,
patients and their families may understandably be concerned if the presence
of a P4P program implied that physicians would not be doing all they could to
keep patients alive in the absence of P4P financial incentives.

At the same time, researchers have conducted much statistical analysis in
recent years to create risk-adjusted mortality rates for several diseases and
populations. Quality improvement efforts and public reporting of mortality
outcomes have used these rates. For example, risk-adjusted mortality rates
have been reported publicly for several years on Medicare’s Dialysis Facility
Compare Web site (Trisolini & Isenberg, 2007), the State of New York has
reported publicly on risk-adjusted mortality rates for cardiac surgeons for
many years (Jha & Epstein, 2006), and Medicare recently began reporting
risk-adjusted mortality rates for some types of patients on its Hospital
Compare Web site (CMS, 2009). These measures have been well tested, so they
presumably could be extended for use in P4P programs.

Patient-Reported Outcomes

Patient-reported outcomes have the advantage of providing data on outcomes
that can be collected only from patients; broadly speaking, such outcomes

can include QOL, patient satisfaction, and patient experience of care. Patient
satisfaction data are already used in P4P programs, including those sponsored



114 Chapter 4

by the Integrated Health Care Association, the Hawaii Medical Services
Association, and the British National Health Service (Doran et al., 2006b;
Gilmore et al., 2007; McDermott et al., 2006). Health professionals might

be expected to object to P4P programs tying financial rewards to subjective
indicators such as patient satisfaction, but the success of these three large P4P
programs in implementing these patient-reported outcome measures indicates
that clinician acceptance is possible.

Standardized patient satisfaction scales for quality measurement and public
reporting have become widely accepted in recent years, which has helped
to promote their use in P4P programs. AHRQ developed the Consumer
Assessment of Healthcare Providers and Systems in the 1990s, and it now
includes a family of standardized patient surveys that have broad acceptance
for assessment of health plans, hospitals, physician groups, and other provider
organizations (AHRQ, 2007, 2009).

Clinical trials of new drugs and evaluations of health service interventions
have used QOL scales, such as the SF-36 or SF-12, to monitor outcomes of care,
and these types of scales have potential for use in P4P programs. Medicare
has also publicly reported QOL scales in recent years through the Health
Outcomes Survey (NCQA, 2006). These scales can include broad, generic
measures of functioning, such as the Physical Component Summary (PCS)
and Mental Component Summary (MCS) scales for the SF-36 or SF-12. They
can also include more specific measures of particular symptoms, such as the
Modified Fatigue Impact Scale (MFIS; National Multiple Sclerosis Society,
1997a). With a wide range of both general health and symptom-specific QOL
scales developed in recent years, P4P programs have many options if they wish
to measure QOL performance.

Some QOL scales have been developed for particular diseases, such as the
Kidney Disease Quality of Life Scale (Hays et al., 1994). The National Multiple
Sclerosis Society developed a multipurpose patient survey instrument for
measuring a range of outcomes, the Multiple Sclerosis Quality of Life Inventory
(MSQLI; National Multiple Sclerosis Society, 1997a, 1997b). The MSQLI
includes the 21-item MFIS and nine other scales that measure outcomes related
to generic physical and mental health, pain, sexual satisfaction, bladder control,
bowel control, visual impairment, perceived deficits (cognition), and social
support. Several other disease-specific QOL measures for MS have also been
developed in recent years (Burks & Johnson, 2000; Nortvedt & Riise, 2003).
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Patient-reported outcomes can also include other types of functioning
scales; some overlap with clinician-reported outcomes such as those assessing
ADLs, IADLs, and mobility for rehabilitation programs. For example, for MS
two disability scales focus mainly on walking ability: the Extended Disability
Status Scale (EDSS), which neurologists assess, and the Patient-Determined
Disease Steps (PDDS), which patients can assess. In theory, P4P programs
could use either or both measures to assess performance, although in MS, the
goal is usually slowing the decline in function rather than improving function.

It is interesting that P4P programs have used patient satisfaction scales
to date but not QOL scales. This may stem from health professional and
provider organization concerns that factors outside their control can affect
QOL and thus would require risk adjustment. For example, one study that
used QOL scales to assess the performance of Medicare providers used several
demographic and comorbidity variables for risk adjustment (Trisolini et al.,
2005). In contrast, patient satisfaction is more under the control of physicians
and other health professionals and providers because it largely reflects the
patient’s experience of receiving care from the clinician. Moreover, private
health insurance plans may include patient satisfaction in P4P programs
because it helps them attract enrollees into their plans and thus affects their
ability to compete against other health insurance companies.

Issues in Selecting Quality Measures for P4P Programs

Data Sources and Administrative Burdens

The three basic data sources for measuring quality of care indicators are
medical records (paper-based or electronic), patient surveys, and administra-
tive data (including enrollment records, insurance claims, and facility records).
Each has advantages and disadvantages (Berlowitz et al., 1997).

Medical records. Medical records have the advantage of including much
more detailed clinical information than do administrative data: for example,
the specific clinical values provided by laboratory test results for HbAlc for
diabetics, assessments of the patient’s severity of illness, physical examinations,
pharmaceutical prescriptions, neurological tests that physicians conducted,
results of magnetic resonance imaging (MRI) tests and other radiology
examinations, and clinicians’ or providers’ notes about treatments and the
patient’s status. They also provide more complete information than do claims
data on diagnoses, complications, and comorbidities because claims rely on
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coding that information, and coding efforts may be incomplete for some types
of diagnoses and complications.

As a result, medical record abstracts are important data sources for quality
measures when process interventions or outcomes depend on identifying
patients with a particular clinical or functional status that cannot be identified
through claims data or patient surveys. For example, appropriate interventions
and expected outcomes will vary between MS patients depending on whether
they have relapsing-remitting or progressive forms of the disease (Noseworthy
et al., 2000).

The main disadvantage of medical records is the high cost of collecting
those data in many circumstances, particularly when the records are paper-
based or when EMRs do not include the specific data necessary for quality
measures. The manual medical record abstraction process necessary in such
circumstances can be very labor intensive; usually a trained nurse must
ensure accuracy, and medical record coders and administrators may also
be involved. However, large sample sizes may become increasingly available
in EMRs as implementation of EMRs spreads, at least for larger physician
groups and integrated delivery systems. In theory, EMRs could reduce the
cost of data collection substantially, by enabling access to data already stored
in digital format, like claims data. However, at present EMRs are available
only in a limited number of hospitals and physician groups, and smaller
physician practices have had even lower implementation rates. Comprehensive
availability of EMRs for all health professionals and provider organizations
across the country remains a long-term goal that may take many years to
achieve despite the initiative in the American Recovery and Reinvestment Act
of 2009 to fund implementation of EMRs.

Another weakness of medical records, and even EMRs, is that a given
patient’s medical data can be fragmented across the multiple medical records
maintained by the different physician practices, hospitals, and other providers
treating the patient. Efforts to develop community-wide health information
exchanges (HIEs), to enable more comprehensive access to a patient’s data,
are still in the pilot phase. EMR vendors are working to make their systems
compatible with one another to better promote development of HIEs, but this
effort, too, remains in the development phase.

Patient surveys. Surveys can provide unique types of data for measuring
quality indicators. For example, some types of outcomes, such as patient
satisfaction, can be measured only through patient surveys. Surveys can be
used to collect data on physical functioning, mental functioning, and social
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support for a range of diseases. Disease-specific symptoms, such as fatigue,
urinary dysfunction, bowel dysfunction, and sleep satisfaction, can also be
captured in survey scales. Standardized QOL survey instruments often capture
both generic and disease-specific outcomes data (e.g., National Multiple
Sclerosis Society, 1997a, 1997b) by including a mix of scales. Researchers

and policy makers can analyze those patient-reported quality measures
independently or in conjunction with physician-reported measures of
complementary outcomes that may be included in a patient’s medical record.

Patient surveys have two main disadvantages, however. First, they can
be costly, depending on how they are administered, whether by trained
interviewers (in person or by phone) or not. Mail surveys may be a relatively
low-cost option in many cases, but they often suffer from lower response
rates and higher rates of missing data. Conversely, when trained interviewers
conduct in-person interviews, the costs of administering the survey are
higher, but the data may be more complete. Many studies have struck a middle
ground, using telephone surveys, which can be conducted by interviewers or
with computer assistance.

In recent years, online surveys have become more common, and they may
enable less expensive survey data collection to become more widespread in
the future. At present, the more limited availability of Internet access for low-
income respondents and the more limited willingness of elderly or chronically
ill patients to participate in online surveys pose problems. However, these
concerns will likely diminish considerably in the future as online access and
Web use become more routine for most Americans. Online surveys also have
the advantage of enabling automated skip patterns and immediate prompts to
respondents for out-of-range values and missing data.

The second disadvantage of patient surveys is reliance on patient recall.
For infrequent events (such as use of some types of health services) or long
recall periods, this drawback may result in inaccurate data. Where possible,
combining patient surveys with administrative data can avoid this problem,
such as by using surveys for QOL outcomes that require patient responses
and administrative claims data for hospital days and other utilization or cost
outcomes.

Researchers must also guard against unexpected variations in patient
responses due to cultural, racial, ethnic, language, educational, or
socioeconomic differences among respondents. Survey instruments often
require translations into multiple languages, and researchers may conduct
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cognitive testing, reading level testing, and other types of pretesting with
different patient groups prior to widespread implementation of surveys.

Administrative data. In quality measurement, analysts commonly apply
two types of administrative data: enrollment records and insurance (billing)
claims data. Quality measurement also sometimes uses clinical data systems—
laboratory and pharmacy—although they more closely relate to EMRs while
often containing some administrative data.

Administrative data have the advantage of being a low-cost data source: they
are already stored in digital format for other purposes, so they are less difficult
to access and analyze. Researchers often apply administrative data to identify
denominator inclusions and exclusions for quality measures. For example,
quality measures for treatment of diabetics are often limited to patients
between the ages of 18 and 75 (NCQA, 2006), for whom age data and ICD-9
diagnosis code data used to identify the denominator population are often
accessed through administrative data. A lack of detailed clinical information,
however, such as the results of laboratory tests, is a common weakness of
administrative data; in addition, diagnosis code data often need to be screened
or validated to ensure accuracy.

Enrollment data are useful for the basic demographic information needed
for both process and outcome indicators, such as age, gender, insurance
coverage, and death dates. These data are usually included in databases with
one record per patient; generally, they are easy to use for data analysis, but only
rarely do they provide all of the information needed for quality measures.

Claims data are useful for some types of process measures, in situations in
which the claims data are reasonably complete and provide sufficiently detailed
clinical information. Two good examples are indicators for pharmaceutical
utilization (e.g., whether MS immunomodulatory disease-modifying drugs
have been in continuous use) and laboratory test utilization (e.g., whether
patients taking interferons receive liver function tests and complete blood
counts with platelet counts every 6 months). However, in a recent study on
MS quality indicators (Trisolini et al., 2007), we found claims data to be
limited in their applicability for MS quality measurement in many ways, for
they did not have sufficiently detailed or consistent data on some types of
important diagnoses (e.g., urinary tract infections), important treatments
(e.g., intravenous corticosteroids), or episodes of illness (e.g., MS relapses). In
addition, claims data do not contain any information on a patient’s course of
MS (i.e., relapsing-remitting, secondary progressive, primary progressive, or
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progressive relapsing); on patient-reported outcomes such as QOL, functional
status, or satisfaction; or on physician-reported outcomes such as EDSS scores.

Claims data do have several advantages. First, they are reasonably complete
for the data they collect, because they are used primarily for billing purposes;
health professionals and providers thus have a direct financial incentive to
ensure that all bills are submitted for reimbursement. Second, they usually
include data on all of the clinicians and provider organizations treating a
patient and thus avoid one of the weaknesses of medical records data: patient
records that may be fragmented across the different health professionals and
facilities providing treatment. Third, they enable analysis of quality measures
using large sample sizes, including up to thousands of patients at a time. The
large numbers of enrollees that many private health insurance plans cover, and
even larger numbers that public payers such as Medicare and Medicaid cover,
make this possible.

Risk adjustment of quality measures can also use claims data, because
they include variables such as age, gender, diagnoses, and others that risk
adjustment models often apply. For example, the risk adjustment model applied
for hospital mortality measures in Medicare’s Hospital Compare Web site
(CMS, 2009) uses claims data. With the advent of Medicare’s requirement for
POA coding of comorbid conditions, the potential for more accurate coding in
claims data has increased considerably.

In sum, all three data sources have advantages and disadvantages for
quality measurement. Efforts to measure quality indicators for P4P programs
should consider all three options before selecting the most suitable source—or
sources—for each indicator. A comprehensive set of quality indicators can
include contributions from all three sources. The choice for each P4P program
may depend on a range of factors, including budget constraints, preferences for
the types of quality measures to be collected, and the need for patient surveys,
if the program desires data on QOL or patient satisfaction outcomes.

Number of Quality Measures

P4P programs have included widely varying numbers of quality measures. The
United Kingdom’s program includes 146 quality measures, far more than any
of the P4P programs in the United States have used. In contrast, the Medicare
Physician Group Practice Demonstration includes 32 quality measures, which
were phased in over several years (Kautter et al., 2007). Private-sector P4P
programs typically include fewer measures than those in the public sector.
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How many quality measures to include in a P4P program depends on
several considerations. Using a larger number of measures poses three risks:
(1) increasing the administrative burden on both P4P program administration
and on participating health professionals and provider organizations; (2)
making the results more complex and cumbersome for health professionals
and provider organization staft to interpret; and (3) requiring use of measures
less closely linked to health outcomes or less well studied. Data verification and
audit costs may increase greatly as the number of measures increases, although
sampling providers or measures (or both) to be audited can reduce this burden.
Physicians often express concern about the dozens of clinical guidelines and
quality incentives they face, at the same time that they perceive themselves
to be under pressure to see more patients and complete more paperwork.
Under the circumstances, some quality measures may be ignored—especially
in situations where P4P incentives for individual quality measures may affect
only a small percentage of physician income or provider organization revenue.
An advantage of including a larger number of quality measures is a more
comprehensive evaluation of the care provided.

The pros and cons of including smaller numbers of quality measures in
a P4P program are generally the converse of those for larger numbers of
measures. The positives of fewer quality measures include less administrative
burden, lower overall program costs, and easier interpretation of results. The
negatives include the danger of focusing provider attention on a subset of the
important clinical areas and the risk of financial incentives’ being focused
on just a few measures. The financial incentives could motivate clinician or
provider behavior that focuses too much on the clinical conditions included
in the P4P program. Studies have found that high performers in some clinical
areas are not necessarily high performers in other clinical areas (Sorbero et
al,, 2006). Although professional ethics and peer review may blunt the impact,
inappropriate financial incentives nonetheless remain a risk. Given that
hundreds of thousands of physicians practice in the United States, it is likely
that some percentage will succumb to financial temptation. Even if this portion
represents only 1 percent of all physicians, it would mean that thousands of
physicians could be involved in such dubious financial and clinical practices.

Another potential advantage of including fewer structure or process
measures is that researchers can focus on measures more closely linked
with outcomes. For example, the Leapfrog Group initially focused on just
three structure measures that had clear links to outcomes. Similarly, process
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measures could focus more on immunization or pharmaceutical indicators that
have more evidence for impacts on outcomes than on other measures that may
be less closely associated with outcomes or that have less evidence to support
the relationship.

Intermediate outcomes, such as blood pressure and HbA1c levels, could
be substituted for process measures to provide closer links to final outcomes.
For example, in its total of 146 quality measures, the UK P4P system included
many structure measures, most of which have not been rigorously studied for
impact on outcomes. The UK system will be a valuable test of a P4P program
with a larger number of quality measures, but there is a need for a closer
examination of the structure measures it used to reach its high number of
quality measures.

Another issue is whether to weight all of the quality measures equally in
calculating provider performance scores. Equal weighting makes it easier for
health professionals, provider organizations, and policy makers to interpret the
results but may not reflect the underlying value of the different measures or
the underlying level of evidence supporting different measures. For example,
HEDIS includes quality measures for treatment of diabetics that focus on both
the frequency of HbAlc testing and the levels found in that testing. The quality
measure focusing on the level of HbAlc could be weighted more heavily in
calculating provider performance because it is more closely related to patient
outcomes than is the frequency with which the HbAlc tests were conducted.

Types of Quality Measures to Include

The IOM’s (2006) report on performance measurement criticized the focus
of most current quality measures on specific types of health professionals,
provider organizations, or settings of care, such as only on physicians,
medical offices, or hospitals. That report recommended expanding quality
measurement to include three other types of quality measures:

« Composite measures—documenting whether a patient has received
all recommended services for a particular condition (and perhaps for
multiple conditions). Composite measures of process and intermediate
outcomes may show greater room for improvement than individual
measures and may be more closely related to final outcomes than single
measures are. In calculating composite measures, analysts can apply
weighting schemes to give higher weight to quality measures identified
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as more closely related to either final outcomes or cost savings. All-or-
nothing measures may require success on each of a set of measures to be
considered at the same time.

« Population-based measures—aggregating results for a given region or
with breakdowns by population subgroup on socioeconomic status, race,
or ethnicity to test for the presence of disparities. These aggregations
can be done on several levels, such as groups of clinicians and provider
organizations, delivery systems, a community, or a geographic region.

« Systems-level measures—analyzing performance across diseases,
conditions, clinical specialties, or departments. Researchers and policy
makers can define systems to include a continuum of care across
ambulatory, inpatient, and long-term care services within a given
community.

These alternate approaches to quality measurement have the potential
to broaden the focus of current P4P programs, moving beyond the current
emphasis on individual clinician, clinician group, or hospital accountability.
For example, using these alternate types of quality measures could promote
more shared accountability for quality performance across multiple health
professionals and provider organizations, a goal that the IOM (2006)
report highlighted for development of a national system of performance
measurement. This approach may include rewarding the complete set of
clinicians and providers included in the care of a patient, or participating in
a system of care in a community. Such a step does open up the risk of “free
riders,” however, in that some clinicians or provider organizations may not be
fully motivated to improve quality, preferring to benefit from improvements
in performance measures that result from the efforts of the other professionals
or provider organizations being assessed with them. However, this broader
approach is consistent with management literature that emphasizes the value
of applying group incentives in addition to individual incentives (Packwood,
2008). P4P systems could also pursue such a strategy, for example, basing some
bonus payments on physician group or provider organization incentives and
some on incentives at the level of the community, region, or health care system.
In that way, providers could earn bonus payments based on both their own
work and their contributions as part of a broader community of professionals
and provider organizations that are treating patients in a given region or
system of care. This approach mitigates the risk of free riders by tying some
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incentives directly to provider performance but also preserves some incentives
for broader regional or systemwide performance results.

Room for Improvement in Performance

Another consideration for selecting quality measures is the degree to which
there is room for improvement in performance on the measure. Ideally, P4P
systems would select measures that have large opportunities for improvement,
both because this represents good public health practice and because it enables
health professionals and provider organizations to demonstrate improvement
in quality. Conversely, if there is little room for improvement in a quality
measure, where providers have already achieved high performance scores,
then payers have less motivation to reward improvements, and providers have
fewer opportunities to demonstrate improvement. For example, in recent
years the NCQA removed one of its hospital quality measures—beta blocker
treatment after myocardial infarction—because hospitals had improved

their performance to a high average level, leaving little room for additional
improvement.

Cost Containment

P4P programs have focused mainly on quality improvement, but both public
and private payers have major concerns about cost containment as well.
Quality improvement advocates have claimed that improving quality may

in some situations also reduce costs, but evidence for that dual benefit is
limited. In theory, better care for diabetics can reduce complications such as
retinopathy, nephropathy, and neuropathy, thereby reducing or avoiding the
future costs of treating those complications. However, many other factors

can affect the actual levels of costs incurred by diabetic patients, such as age,
comorbidities, and low-income status. Moreover, for most payers, the time
horizon required to reap cost savings for reduced complications of diabetics is
too long, meaning that they lack strong incentives to implement programs that
address such complications.

Several types of quality improvements are fairly closely linked to cost
savings, however. First, patient safety measures that improve quality by
reducing adverse drug events, hospital-acquired infections, or surgical errors
will directly affect costs by reducing hospital admissions, lengths of stay,
or readmissions. Disease management programs that target heart failure
patients for more intensive ambulatory care, case management, and nurse-
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led home care can also reduce hospital admissions and result in cost savings
(Anderson et al., 2005). Several chronic diseases known as ambulatory care
sensitive conditions (ACSCs) provide opportunities for cost savings through
reduced hospital admissions, and quality measures based on ACSCs have
been published as Prevention Quality Indicators (PQIs; AHRQ, 2001). The
essential idea of ACSCs is that through improved primary health care and
preventive care, achieved by enhancing quality or access (or both), chronic
disease patients will be less prone to complications or exacerbations of their
illnesses that will result in hospitalizations. Given that hospital admissions are
very high-cost events in health care, ACSCs have the benefit of linking quality
improvement more directly to cost savings than many other types of quality
measures, which may take many years to realize their cost impacts.

Although both public and private payers have goals to improve quality of
care as an end in itself, both may sometimes opt to target quality measures
for P4P programs that also have demonstrated cost savings. For private
payers, such a strategy can help reduce the premiums they charge business
customers, thus providing a competitive advantage. For public payers, limited
governmental budget resources may lead to a dual focus on measures that can
simultaneously promote both cost savings and quality improvement.

A related issue is how to fund the bonus payments to providers in P4P
programs. Some programs require bonus payments to be funded by cost
savings demonstrated by the participating health professionals or provider
organization. This is the approach that Medicare’s Physician Group Practice
Demonstration took (Kautter et al., 2007). Other P4P programs, such as that
of the Integrated Healthcare Association, have provided “new money” for P4P
bonus payments.

Methods for Analyzing Quality Measures for P4P Programs

Risk Adjustment

Ensuring fair performance assessments when using outcome measures

often necessitates risk adjustment or stratification of performance results by
population subgroups. For example, many factors apart from the quality of
medical treatment affect outcome measures such as patient mortality (most
notably, the patient’s age and the number and severity of diseases). As a result,
when analysts or policy makers use mortality as a quality measure, comparing
health professionals and provider organizations on raw mortality statistics
can be misleading. At worst, those types of comparisons might encourage
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clinicians and provider organizations to avoid treating older or sicker patients
who most need their care, because such patients would adversely affect
mortality performance measurements.

For example, the New York State cardiac surgery mortality report cards
are based on data that are risk adjusted to better ensure fair performance
assessment of surgeons (Jha & Epstein, 2006). Similarly, Medicare’s Dialysis
Facility Compare Web site provides public reporting of mortality data
associated with kidney dialysis facilities only after risk adjustment using a
broad range of variables (Trisolini & Isenberg, 2007). At the same time, existing
statistical models used for risk adjustment do not fully explain the range
of factors affecting mortality outcomes. That is why researchers still prefer
randomization of patients in evaluating outcomes from new pharmaceuticals
in clinical trials (Palmer, 1995). Randomization controls for unmeasured and
unknown factors affecting outcomes, whereas statistical models used for risk
adjustment can only apply factors that can be measured. As a result, payers
and policy makers have not yet been comfortable with moving from public
reporting of risk-adjusted mortality outcomes to including mortality outcomes
in P4P programs. Public reporting can include caveats, but bonus payments in
P4P programs must be based on specific quantitative results, which leaves less
opportunity to include qualifying statements regarding interpretation of the
results.

Researchers and policy makers sometimes propose risk adjustment for
process measures of quality (although in practice they are less often risk-
adjusted). One rationale is that patient adherence to prescribed tests and
pharmaceutical treatments may be lower for patients in lower socioeconomic
groups or different racial or ethnic minority groups than in other populations.
As a result, some health professionals and provider organizations argue that
process measures such as HbA1c testing for diabetics or blood pressure levels
should be risk-adjusted to account for patient factors affecting adherence.

For example, Zaslavsky and Epstein (2005) found that racial, income, and
education variables affected some HEDIS quality measure scores for health
plans significantly, although the rates for most plans changed by fewer

than 5 percentage points. Similarly, Mehta et al. (2008) found that patient
characteristics (including age, body mass index, race, and type of insurance)
and hospital characteristics significantly, but modestly, affected hospital process
measures for treatment of acute myocardial infarction.
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Nonetheless, a countervailing concern is that one could interpret risk
adjustment for these types of factors as endorsing lower-quality care for low-
income or minority patients. One method proposed to mitigate this concern
is to stratify quality results for public reporting by patient-level factors,
including insurance status, low income, and minority status. For example,
NCQA requires that HEDIS quality measures for health plans be presented
separately for different types of health insurance, including commercial
insurance, Medicaid, and Medicare (Zaslavsky & Epstein, 2005). This approach
could be extended to include other sociodemographic variables where sample
sizes permit. P4P programs, however, may still face challenges of variable
incentives for health professionals and provider organizations if the perception
remains that avoiding treatment of certain population subgroups could
improve performance scores and increase bonus payments. This problem
could be mitigated if payers could provide higher P4P bonus payments for
quality performance in treating patients in population subgroups known to
be associated in the aggregate with worse outcomes or lower adherence to
prescribed treatments.

Another approach that some quality measurement efforts use is for
clinicians to document the prescription or recommendation for testing and
to use that as the measure of quality, thus removing the effect of patient
adherence from quality measurement. In most cases P4P program analysts will
need medical record data for this measurement, because administrative claims
data do not yet routinely capture this type of information. That drawback
may change, however, if the new codes for the CPT-II system become more
widely adopted; they allow coding for “patient reasons” (including refusal
or nonadherence) why a given patient may not have undergone a particular
test (American Medical Association, 2008). This new type of CPT coding
reduces physicians’ incentive to avoid the more difficult patients who may
adversely affect their measured quality performance. A potential risk is that
physicians will overuse these codes for patient exclusions, and thereby game
the performance assessment calculations to increase their bonus payments.
Auditing patient records to verify the exclusions is one approach for mitigating
this risk.

Identifying High-Quality Providers

P4P programs can take several different approaches to identifying high-quality
health professionals and provider organizations that qualify for P4P bonus
payments through meeting quality goals or targets. Three basic methods are
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(1) threshold targets, (2) improvement-over-time targets, and (3) comparison
with other providers.

Threshold targets. The most common method for identifying high-
quality clinicians and provider organizations in P4P programs, the threshold
approach mainly offers simplicity and ease of understanding for clinicians.
For example, “For patients with diabetes, 75 percent will have an HbA1c test
at least once per year.” The target is clear from the outset so practitioners and
provider organizations know what specific number to aim for. A disadvantage
is that providers starting at lower levels of quality may perceive thresholds as
unattainable if the thresholds are set very high. Another disadvantage is the
lack of incentives for further quality improvement above the threshold.

Results from the P4P program in the United Kingdom provide some
evidence to support this latter point: an evaluation study found that initial
gains in quality in the first 2 years of that program were significant, but
gains slowed markedly in the third and fourth years when there were few
additional financial incentives for further improvement (Campbell et al., 2009).
These results must be interpreted cautiously, however, because there was no
comparison group available for this P4P program, given that all UK family
practitioners were included in it. As a result, the evaluators had to rely on an
interrupted time-series analysis in their study design. Nonetheless, the results
are consistent with the concern about lack of further incentives once threshold
targets are achieved by providers in a P4P program that relies on that type of
target.

One way to mitigate concerns of initially low-performing providers is to
establish a series of thresholds, with successive incentives for higher levels of
performance in a “stair step” model. For example, threshold-based P4P bonus
payments could start at 40 percent performance (where 100 percent is perfect
performance, with all denominator patients receiving the indicated numerator
interventions) and increase with every 5 percentage points achieved, up to 80
percent. In this way, providers may be able to achieve the first two or three
levels of incentives even if they cannot achieve all nine possible levels. They
can then aim to achieve higher levels of incentives in future years of the P4P
program as they are able to further improve quality performance. In this
way, the threshold approach can motivate providers at lower levels of initial
performance because they can earn some performance payments in even the
first year of a P4P program.
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P4P programs can apply several methods for setting specific performance
levels for the threshold targets. For example, programs can use (1) consensus
goals that P4P payers and participating health professionals and provider
organizations have set through joint discussion and agreement, (2) levels
set by payers to promote a “reasonable” degree of quality improvement, (3)
target levels benchmarked to levels that other high-quality clinicians and
provider organizations already achieve, and (4) comparison with other quality
measurement programs to find targets these programs may have set for similar
populations or similar quality measures.

Improvement-over-time targets. Improvement-over-time targets establish
a baseline from a provider’s own prior performance level and then evaluate
current period performance starting from that level. For example, “Providers
should achieve at least a 5 percent increase in performance from the prior year”
An advantage of this approach is that providers starting from low levels of
initial performance can view these targets as attainable. However, this approach
has two disadvantages. First, providers at high levels of prior performance may
find additional improvement difficult to achieve. For example, if a provider is
already at 90 percent performance or above on a particular quality measure,
then a 5 percent improvement may be difficult. Second, payers may object to
rewarding providers at low levels of performance even if they are achieving
improvements from even lower performance in the prior year. For example, if
a provider improves from 10 percent to 15 percent from one year to the next,
that 50 percent improvement may still represent a much lower absolute level of
performance than that of all other providers in the P4P program.

P4P programs can set improvement-over-time targets in several ways.

They can use percentage improvements (e.g., 5 percent), percentage-point
improvements (e.g., 5 percentage points), or reductions in performance gaps
(e.g., 10 percent reduction in the gap between 100 percent performance and
the prior year’s performance level).

The Medicare Physician Group Practice Demonstration uses the
reduction-in-performance-gaps approach (Kautter et al., 2007), which has
the advantage of requiring larger percentage improvements at lower levels
of initial performance and smaller improvements at higher levels of initial
performance. For example, if the initial performance is 40 percent, then the
gap from the perfect score of 100 percent is 60 percent, and the 10 percent
improvement target represents a 6 percentage point improvement. As a result,
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the target would be 46 percent performance in the year being assessed. In
contrast, if the initial performance is 80 percent, then the gap is 20 percent
and the target is just 2 percentage points’ improvement, or 82 percent. In this
way the reduction-in-performance-gaps approach mitigates one disadvantage
of improvement-over-time targets, by requiring more improvement from low
performers and less improvement from high performers.

Another way to mitigate the disadvantages of both the threshold and
improvement-over-time targets is to adopt a combined approach that includes
both types of targets in one P4P program. The Medicare Physician Group
Practice Demonstration adopted such an approach, which included both
threshold targets and improvement-over-time targets (Kautter et al., 2007).
Physician group practices participating in the demonstration can meet any
of the targets to earn performance bonus payments. In this way, the program
established positive incentives for physician group practices at both high and
low initial levels of initial and ongoing performance.

Comparison with other providers. The third approach to identifying high-
quality performance is to compare providers with one another. In this method,
P4P programs consider only those who perform better than their peers to
be high quality and deserving of P4P bonus payments (irrespective of their
absolute levels of performance). For example, P4P programs could award
incentive payments to the top 20 percent of providers. The Premier Hospital
Quality Incentive Demonstration, which compared more than 200 hospitals
using a range of different quality measures, used this approach (Lindenauer et
al., 2007).

This approach contrasts with both the threshold and improvement-over-
time approaches, in which P4P programs allow all providers the possibility of
earning incentive payments. The comparison approach focuses on rewarding
only the highest performers from among those participating in the P4P
program.

The comparison approach has at least two disadvantages. First, even
low absolute levels of performance may earn rewards, as long as any given
provider’s performance is higher than that of the others. Second, providers
do not know in advance what their goal is, because it depends on their peers’
performance levels. Some may consider themselves unlikely to perform in the
highest 20 percent, and they may therefore lose their motivation to improve
(at least by this incentive alone).
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Another option with the comparison approach is to include penalties for
low performers at the same time as providing rewards for high performers.
This option may provide an additional (negative) incentive for those who do
not think they have the potential to reach the top 20 percent.

Statistical Analysis of Quality Improvement

Statistical confidence in P4P results can be problematic when individual
physicians or small physician practices are the units of accountability. In many
of these situations, only small numbers of patients may be available for the
denominator populations for some types of quality measures in any given
practice; as a result, random statistical fluctuations may account for observed
performance on quality measures. Minimum sample sizes per quality measure
may need to be as high as 411 patients, a figure HEDIS used to indicate a
sample size sufficient to provide confidence that the detectable difference in
performance is 10 percentage points (NCQA, 2006).

Achieving sample sizes of 411 or more for diabetics, for example, may
require a focus on large physician groups, hospitals, integrated delivery
systems, combinations of smaller physician practices into networks or
virtual groups, or a geographic area such as a city or county that contains
a higher number of providers. It may be easier to achieve sufficient sample
sizes for population-based quality measures that do not focus on patients
with particular diseases such as diabetes. For example, quality measures for
influenza vaccinations include all people ages 50 or older in the denominator
population.

Analysts and policy makers sometimes consider smaller sample sizes
acceptable if quality measurement can include the entire population of patients
in a physician practice, rather than a sample, so that the observed number
of patients can be considered the true number and not subject to random
statistical fluctuation. However, a countervailing argument is that the observed
patient population and quality performance levels may vary randomly over
time, so, from that perspective, the population of patients a physician practice
treats in any one year is still a sample of the patients treated over multiple
years. From that perspective, application of statistical analysis and calculation
of confidence intervals is still needed, and the intervals may be very wide when
only small sample sizes are available.
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Public Reporting of Quality Measures

Researchers and policy makers generally view public reporting of quality
performance as a distinct approach to promoting quality improvement,
separate from P4P programs. For example, the Medicare Web sites Hospital
Compare, Nursing Home Compare, and Dialysis Facility Compare all provide
online data that consumers and medical professionals can view to check on
the quality-of-care performance of those types of provider facilities in all
regions of the United States. Similarly, for many years the NCQA has provided
comparative quality performance data on managed care organizations through
its HEDIS program. These efforts and others aim solely to enable public
reporting of quality-of-care performance data, unrelated to any direct financial
incentives that P4P programs would include. Public reporting can provide
indirect financial incentives, however, by potentially motivating patients to
“vote with their feet” and thus increase utilization and revenue for higher
quality providers. In most cases this is only a potential effect, however, and
evidence of its impact on patient behavior is limited.

Despite the conceptual distinction between P4P and public reporting
initiatives, several P4P efforts have integrated public reporting into their
programs. Most notably, the IHA established public reporting of the quality
performance results used in its P4P program as one of its program’s guiding
principles to promote public transparency of P4P incentives.

Many P4P programs adopt a different strategy, releasing quality
performance data only to participating clinicians and provider organizations—
and not to the public. This is consistent with the methods that many
continuous quality improvement (CQI) programs use, giving feedback of data
only to the providers that the program is assessing; the aims are to preserve
confidentiality of performance results and to promote providers’ willingness to
participate in CQI initiatives. By avoiding public reporting, staff of these CQI
programs argue that they are increasing provider participation, decreasing the
risk of “defensive medicine,” such as avoiding sicker or more difficult patients,
and forestalling efforts by providers to game the data collection efforts.

In general, it seems appropriate to limit public reporting to situations in
which practitioners or provider organizations have developed a good level of
experience with a set of P4P quality indicators and the methods for identifying
performance targets. Especially in the early stages of P4P programs, many
clinicians may be concerned about the fairness of quality measurement
methods and performance assessments. They may prefer that public reporting
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of results wait until the performance measurement system has been better
tested, and better established through several years of measurement cycles,

so that confidence in the accuracy and appropriateness of the quality data has
become well established.

P4P programs might also consider several middle ground approaches that
entail more limited public reporting. For example, public reporting could
focus on aggregated results by region or for groups of providers rather than
individual clinicians or provider organizations. In this way the public could
view the P4P program’s overall results, but those of individual clinicians
and provider organizations would still remain confidential. In addition, P4P
programs could present individual physician or physician group results while
masking the names of the physicians or physician groups with code numbers
to prevent performance results from being associated directly with them. Such
middle ground public reporting efforts could facilitate some degree of public
transparency while mitigating clinicians’ and provider organizations’ concerns.
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CHAPTER 5

Incorporating Efficiency Measures into
Pay for Performance
John Kautter

The early pioneers of pay for performance (P4P), such as US Healthcare (now
Aetna), launched P4P in the mid-1980s, and the movement grew dramatically
in the 2000s. At the end of 2007, there were 148 P4P sponsors nationwide;
commercial P4P sponsors were the most prevalent. PAP programs most often
focus on clinical quality; however, as of 2006, 23 percent of P4P sponsors
included efficiency or cost of care as one of their domains (Baker & Delbanco,
2007). This chapter examines the use of efficiency measures in P4P programs.

P4P was born during the nation’s backlash against the cost-control emphasis
of managed care. Hence, P4P programs tended to restrict their focus to quality,
patient satisfaction, and, to some extent, adoption of information technology
(Robinson, 2008; Robinson et al., 2009). Several seminal Institute of Medicine
(IOM) reports on health care quality and safety also galvanized a call to action
that led to the rise of P4P programs (e.g., IOM Board on Health Care Services,
2001; Kohn et al., 1999). However, health care cost growth in the United States
has overshadowed the original concerns. Determinants of this cost growth
include (1) population aging, (2) general economic growth, (3) expansions
of insurance coverage, and most important, (4) expansion of technological
capabilities of medicine (White, 2007). Technological advances are likely to
yield new and desirable medical services in the future, fueling further spending
growth and imposing difficult choices in spending on health care versus
alternatives. Spending growth will depend largely on how the health care
system responds to future technological change (Congressional Budget Office,
2008).

This chapter presents a broad overview of efficiency measures in P4P
programs. After first providing the motivation for including efficiency in P4P,
we review definitions of efficiency. We follow this with an examination of the
measurement of efficiency and a discussion of the evaluation of efficiency
measures and measurement challenges. Then we discuss risk adjustment and
quality in the context of efficiency measurement. Finally, we offer conclusions.
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Motivation for Including Efficiency in Pay for Performance
Evidence is strong that substantial inefficiencies exist in the US health care
system (Safavi, 2006). First, per capita health care spending varies widely across
the United States; substantial variations in cost per patient, however, are not
correlated with overall health outcomes. For example, analysis of composite
quality scores for medical centers and average spending per patient shows

no correlation. Even among elite medical centers, costs vary substantially.
Some regions are more likely than others to adopt low-cost, highly effective
patterns of care, whereas some tend to adopt high-cost patterns of care and
deliver treatments that provide little benefit (or even cause harm) (Orszag,
2008). Second, the per capita health care expenditure in the United States is

2 times greater than that of most other developed countries; it is nearly 1.5
times greater than the per capita spending of Switzerland, which is the second
highest spending nation (Reinhardt et al., 2004). However, these expenditures
in the United States result in quality outcomes that are indistinguishable from
those in other nations (Hussey et al., 2004). In fact, a recent international
survey finds that the United States lags behind other developed countries

on important measures of access, quality, and use of health information
technology (Schoen et al., 2009).

Researchers estimate that 30 percent of Medicare’s costs could be saved
without negatively affecting health outcomes if spending in high- and medium-
cost areas were reduced to the level in low-cost areas; they further hypothesize
that these estimates could be extrapolated to the health care sector as a whole
(Fisher, 2005; Wennberg et al., 2002). Further, analysts should consider not
only static estimates of one-time potential savings for the US health care
system but also dynamic estimates of potential savings over time.

Unlike the health care industry, other industries have discovered efficiency
improvements sufficient to lower the cost of services by 2.5 to 6.5 percent
annually, thereby offsetting the cost-additive impact of new technologies. In
contrast, annual efficiency gains achieved in the US health care system are
much lower, leaving a 2.5 percentage point gap between health care spending
growth and gross domestic product (GDP) growth (Milstein, 2008). If the gap
between health care spending growth and GDP growth continued over this
century, then more than 100 percent of the increase in GDP growth would be
required for health care spending. However, if health care spending grew only
one percentage point faster than GDP growth, health care spending over this
century would be “affordable,” although still about 50 percent of GDP growth
(Chernew et al., 2009).
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One can make a strong argument for including efficiency as a criterion for
health care payment. One reason is simply the inefficiency in the health care
system. Further, many costs have been attributed to inefficient practices within
the control of providers and individual practitioners. This factor—combined
with the relationship between health care users and providers regarding the
cost of care—places a burden on payers to reward efficient behavior to stretch
the available resources (Safavi, 2006). Consensus is growing that meaningful
cost control will require changing the fee-for-service (FFS) system to reward
both quality and efficiency.

Efficiency-based payments are, however, not new. For several decades,
payers have compensated physicians based on relative value work units and
have compensated hospitals based on patient diagnosis and complexity. Even
under these systems, however, payers have not held costs in check adequately,
efficiency is not what it should be, and further reform is necessary (Medicare
Payment Advisory Commission [MedPAC], 2005a).

Defining Efficiency
To measure efficiency, and ultimately to apply efficiency measures to a P4P
program, analysts must define efficiency. Several organizations have developed
definitions of efficiency. For example, the IOM defines efficiency as avoiding
waste, including waste of equipment, supplies, ideas, and energy (Berwick,
2002; IOM Board on Health Care Services, 2001). However, to date no broad
consensus has emerged on how to define efficiency for the health care system.
In general, efficiency is concerned with the relationship between health care
outputs and resource inputs. Outputs can be defined as health care services
(e.g., episodes of care) or final health outcomes (e.g., quality-adjusted life
years, or QALYs). Inputs can be defined as physical inputs (e.g., nursing days)
or financial inputs (e.g., costs). In addition to the relationship between health
care outputs and resource inputs, efficiency might also be concerned with the
relationship between health care services and final health outcomes. We now
present some of the general definitions of health care efficiency that have been
used (or could be used) in establishing efficiency measures.

Cost Efficiency

Payers and purchasers of health care services (as well as many health
economists) tend to define efficiency as cost efficiency, which is generally
defined as either the maximization of health care services for a given cost
or the minimization of cost for a given level of health care services. Such
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cost efficiency measures are independent of measures of health outcomes,

but P4P programs should consider such outcomes along with available

clinical effectiveness and patient experience measures when evaluating the
performance of providers. In the context of this discussion, cost efficiency
refers to the total cost for treatment of specific conditions relative to a cost
standard. It reflects the combination of quantity and mix of health care services
as well as the unit prices for these services, and generally it is risk adjusted
(Thomas, 2006).

Economic Definitions

Health economists sometimes differentiate between three types of efficiency:
technical efficiency, productive efficiency, and allocative efficiency (Palmer
& Torgerson, 1999; Varian, 1992). Technical efficiency refers to the physical
relation between physical inputs and outputs (in which outputs can be health
care services or health outcomes). Technical efficiency is achieved when the
level of output is maximized from a given set of physical inputs, but it cannot
be used to compare alternative interventions, for example, in which one
intervention produces the same output with less of one resource and more of
another.

Productive efficiency refers to either the maximization of output for a
given cost or the minimization of cost for a given level of output (note that
when outputs are defined as health care services, then productive efficiency
is equivalent to cost efficiency). Productive efficiency permits assessment of
relative value for interventions with directly comparable outputs. It cannot,
however, address the impact of reallocating resources at a broader level.

Allocative efficiency accounts for both productive efficiency and the
efficiency of output distributed across the community. This type of efficiency
occurs when resources are allocated to maximize the welfare of the community.
Allocative efficiency implies productive efficiency, which in turn implies
technical efficiency.

Cost-Effectiveness

Cost-effectiveness analysis is a method used to evaluate the costs and outcomes
of interventions designed to improve health (Gold et al., 1996). For a given
condition and population, treatment options 1 and 2 (e.g., new treatment
versus old treatment) can be compared by calculating the incremental cost-
effectiveness ratio (ICER), which is the difference in costs between options

1 and 2 divided by the difference in outcomes. The ICER is the “price” of the
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additional outcome purchased by using option 1 rather than option 2, generally
in dollars per QALY. If the price is low enough, then option 1 is cost-effective
(American College of Physicians, 2000). When option 1 has both lower costs
and better outcomes than option 2, then option 1 is “dominant” relative

to option 2. Thus, an efficient health care system necessarily would choose
option 1 over option 2. However, when option 1 has both higher costs and
better outcomes than option 2, then neither option is dominant relative to the
other. In this case standard definitions of efficiency do not apply, and cost-
effectiveness analysis could be used to develop efficiency measures.

At the present time, no agency in the United States formally establishes
standards for cost-effectiveness analysis outcomes. However, most researchers
consider interventions costing less than $50,000/QALY to be very cost-effective
and those costing more than $100,000/QALY not to be cost-effective (Brown
et al., 2008). Other countries and international organizations have formally
established cost-effectiveness thresholds. For example, the United Kingdom’s
National Institute for Health and Clinical Excellence (NICE) recommends that
a health care technology should have a cost-effectiveness threshold of £20,000
to £30,000 (approximately $31,000 to $46,000 in mid-2010 US dollars) per
QALY gained (NICE, 2009; Culyer, 2009). The World Health Organization
(WHO) recommends that countries use a cost-effectiveness threshold that is
1 to 3 times their per capita GDP (WHO, 2001).

Efficiency Measurement
Health care efficiency measurement has been a subject of intense research
by academics, vendors, and various health care stakeholders such as payers,
providers, and individual health professionals. The Southern California
Evidence-Based Practice Center (McGlynn & Southern California Evidence-
Based Practice Center, 2008; see also Hussey et al., 2009) has provided a useful
typology for efficiency, which explicates the content and use of efficiency
measures. Their typology for efficiency has three tiers:

« Perspective: Who is evaluating the efficiency of what entity and why?

« Outputs: What type of product is being evaluated?
o Inputs: What resources are used to produce outputs?

Unfortunately, much of the peer-reviewed research on efficiency
measurement is fragmented; it tends to focus on the production of
specific health care outputs and services without a general theoretical or
methodological framework (Chung et al., 2008). Further, most measures
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that payers use have been developed by vendors and are proprietary. We now
discuss the current state of efficiency measurement, focusing on hospital and
physician efficiency measurement.

Hospital Efficiency Measurement

The majority of peer-reviewed literature on health care efficiency measurement
relates to the production of hospital care. Academics often use sophisticated
empirical techniques called “frontier modeling” to identify best-practice
output-input (cost) relationships and to gauge how much efficiency levels

of given hospitals deviate from these frontier values (Bauer, 1990). These
empirical techniques include data envelopment analysis (DEA) and stochastic
frontier regression (SFR). Although DEA and SFR models yield convergent
evidence about hospital efficiency at the industry level, they produce divergent
evidence about the individual characteristics of the most and least efficient
hospitals (Chirikos & Sear, 2000).

Academic studies such as these generally measure hospital efficiency from
the perspective of hospitals. In terms of P4P, however, payers and purchasers
have perspectives different from those of hospitals. Therefore, to date, payers
and purchasers have not shown much interest in the academic approach to
hospital efficiency measurement. Fortunately, hospital efficiency indicators
from the perspective of payers and purchasers have been developed (Thomas,
2006):

« Hospital stays: Several hospital efficiency indicators use hospital stays as
the unit of analysis. These hospital efficiency indicators include average
length of stay, early readmission rate, and hospital payments. These
indicators generally adjust risk by adjusting hospitals’ actual values
upward or downward to account for the case mix (case type and severity)
characteristics of the patients treated.

o Episodes of care: Evaluators use episodes of care to incorporate pre-
hospital services (e.g., office visits, radiology examinations), post-hospital
services (e.g., medications, physical therapy), and professional fees
into efficiency calculations. Case-mix-adjusted episode payments can
be calculated for a given condition group (e.g., stroke) or for multiple
conditions.

» Cohort-based, longitudinal patient-level indicators: These indicators use
the patient as the unit of analysis and note differences among cohorts of
patients in outcomes occurring during an observation period.
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According to MedPAC, “Ideally, we would want to limit our set of efficient
hospitals to those that not only have high in-hospital quality and low unit
costs but also have patients with low risk-adjusted overall (across all services)
annual Medicare costs” (MedPAC, 2009, p. 65). However, MedPAC goes on to
point out that the risk adjustment and standardization of these cost data still
need refinement before they can be used for cross-sectional comparisons of
efficiency. Thus, to measure hospital efficiency, MedPAC focuses on outcome
measures (e.g., mortality, readmissions) and inpatient costs, but not overall
costs. Inpatient costs per discharge are adjusted for factors beyond the
hospital’s control that reflect the financial structure of the hospital rather than
efficiency. Specifically, costs are standardized by adjusting for case mix, area
wage index, prevalence of outliers and transfer cases, and the effects of teaching
activity and service to low-income Medicare patients on costs per discharge.
MedPAC also adjusts for differences in interest expenses because those do not
reflect operational efficiency. MedPAC developed efficiency rankings based on
the dimensions of hospital outcomes and inpatient costs (MedPAC, 2009).

Physician Efficiency Measurement

Ratio-based efficiency measures have been used mostly to evaluate physician
efficiency. For example, Pope and Kautter (2007) developed a population-
based methodology for profiling the cost efficiency and quality of care of
large physician organizations (POs) by comparing the efficiency index

for a PO with an index for a peer group defined as all POs in the Boston
metropolitan statistical area (Pope & Kautter, 2007; see also US Government
Accountability Office, 2007). They assigned patients to POs based on the
plurality of outpatient evaluation and management visits (Kautter et al., 2007)
and standardized costs across the POs by adjusting for health status risk using
the hierarchical conditions categories model (Pope et al., 2004), county, and
teaching and disproportionate-share hospital payments. Using the patients
assigned to each PO, Pope and Kautter defined an efficiency index for the
organization as follows:

Efficiency Index = Actual Per Capita Expenditures

Predicted Per Capita Expenditures

When actual per capita expenditures equal predicted per capita
expenditures, then the efficiency index equals 1.00; this means that the
observed expenditures of patients assigned to the PO equal the expenditures
expected for these patients. In this case, the PO is neither efficient nor
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inefficient relative to expectations. When the efficiency index is less than

1.00, actual expenditures are less than predicted, and the PO is more efficient
than predicted. Conversely, if the index is greater than 1.00, the PO is less
efficient than predicted. This is the standard statistic used in efficiency profiling
exercises, and it is often referred to as “observed/expected” (Thomas et al.,
2004).

Commercial vendors have developed most physician efficiency measures
used by purchasers and payers; for that reason, most such measures are
proprietary. The main application of these measures is to reduce costs through
P4P, tiered product offerings, public reporting, and feedback for performance
improvement. These vendor-based measures of efficiency generally fall into
two main categories: population-based and episode-based (McGlynn &
Southern California Evidence-Based Practice Center, 2008; see also Hussey et
al., 2009).

Population-based measures classify a patient population according to the
morbidity burden for a given period (e.g., 1 year). Efficiency is measured by
comparing the costs/resources used to care for that risk-adjusted population
for a given period, and a single entity such as a PO is responsible for the
care of that defined population. Episode-based measures use diagnoses and
procedure codes from claims or encounter data to construct discrete episodes
of care. Efficiency is measured by comparing the physical/financial resources
used to produce an episode of care; attribution rules based on the amount of
care provided by each provider are applied to attribute episodes to particular
providers, after additional risk adjustment is applied (McGlynn & Southern
California Evidence-Based Practice Center, 2008; see also Hussey et al., 2009).

Population-based approaches to efficiency assessment include measuring
the risk-adjusted rate at which a certain intervention is performed across
physicians’ patient populations (e.g., number of hospitalizations or diagnostic
tests per 1,000 patients) or measuring the risk-adjusted total costs associated
with primary care physicians’ patient populations over a year (MedPAC,
2005a). Episode-based approaches are often considered more actionable and
more applicable to specialists than population-based approaches are. However,
population-based approaches can measure the overall performance for a
population (Leapfrog Group & Bridges to Excellence, 2004) and may be more
conducive to risk adjustment (Centers for Medicare & Medicaid Services
[CMS], 2009a).
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Although current strategies for addressing health care costs emphasize
physician performance measurement and commonly use an efficiency
index such as one of those described here, using an efficiency index for
P4P at the level of individual health practitioners might hinder the goal of
reducing overuse of services. An efficiency index might not always reflect
costs generated by overuse: costs of increased but appropriate care and costs
associated with correcting underuse also could result in a higher efficiency
index. An alternative approach is to identify key cost drivers and then, instead
of focusing on cost reduction per se, focusing on reducing unnecessary
variation and eliminating overuse; this approach places cost reduction in the
larger context of quality improvement (Greene et al., 2008).

Finally, cost-effectiveness analysis is an approach worth considering
in measuring physician efficiency (Gold et al., 1996). Because the costs of
treatments have finite limits, the largest incremental cost-effectiveness ratios,
and hence the most inefficient uses of limited resources, occur when more
expensive interventions provide little or no health benefit (American College
of Physicians, 2008). Services with low cost per QALY (e.g., beta blockers for
high-risk patients after heart attack) are cost-effective, meaning that these
services deliver considerable value per unit cost. Services with a high cost per
QALY (e.g., left ventricular assist device—as compared with optimal medical
management—in patients with heart failure who are not candidates for a
transplant) are not cost-effective (Cohen et al., 2008; Drexler, 2010). In this
context, primary care physicians or groups that manage the overall care of
attributed patients who receive a high rate of discretionary, low-value, high-
cost services relative to their peers are relatively economically ineflicient. For
cases in which alternative treatments of varying known cost-effectiveness are
available for the same condition, specialist physicians or groups that provide a
higher rate of more cost-effective treatments are more economically efficient.

In addition, MedPAC (2005b) has suggested that Medicare could begin
to use available cost-effectiveness analysis to prioritize P4P and disease
management initiatives. As an example, for the screening of chronic kidney
disease among the Medicare population, cost-effectiveness analyses could help
inform policymakers about which populations (such as patients who have
diabetes) would generate the most favorable ratios of health gain to spending.
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Evaluation of Efficiency Measures and Measurement Challenges
For hospital or physician efficiency measurements to be widely accepted in
the market, they should be feasible for health plans to implement, credible
and reliable for consumers, and fair, equitable, and actionable for providers.
Specifically, according to the Leapfrog Group & Bridges to Excellence (2004):
o Efficiency measures should be actionable by plans, providers, and
clinicians, enabling them to identify opportunities for improvement and
to compare their performance with that of others.

« Efficiency measures must be operationally focused and feasible for plans,
benefit administrators, and health professionals to implement without
creating undue burden on staff and resources.

« Methods used in calculating efficiency measures and the application
of those methods should reflect the overall, true cost of care and the
appropriate locus of control. The methods should allow for appropriate
risk adjustment and for peer-to-peer comparisons.

o All efficiency measures should be sound, evidence-based, and valid, and
they should produce timely results.

o Use of efficiency measures to evaluate providers should be reasonable and
should avoid gaming by any party; publication of these measures should
lead to overall improvements benefiting purchasers, plans, providers,
health professionals, and consumers.

Ideally, efficiency measures would possess each of these attributes.
Measurement challenges present a formidable barrier to achieving these
attributes, however. Greenberg (2006) provides a good discussion of these
measurement challenges and makes seven key points.

First, effective efficiency measurement may require data from multiple
sources, which may not always be available or accessible. Second, pooling data
across multiple payers can be a valuable approach to collecting information
on provider performance. However, technical adjustments must be used to
standardize the information. Third, attributing care to accountable health care
providers is a key process step in evaluating performance. This is particularly
true when physician incentives are tied to performance. Fourth, achieving
a sufficient sample size is a challenge for many forms of measurement,
especially evaluations of individual physicians’ performance. The adequacy
of sample sizes and adjustments for case mix have a great impact on validity
of measurement. Fifth, performance of hospitals and physicians is usually
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not consistent across all efficiency measures. This factor makes it difficult

to provide a simple ranking to guide consumer or purchaser choices and
introduces challenges to reporting provider performance across multiple
measures. Sixth, physicians and hospitals often want to understand the
approaches and methods underlying performance measurement; thus,
“showing the math” and offering tools for various users to understand the
information is an important goal. Finally, measuring efficiency may have
unintended consequences. For example, inadequate severity adjustment may
cause providers with more complex patient populations to be designated
“inefficient”

Risk Adjustment

Risk adjustment is potentially the biggest challenge to measuring efficiency.
Risk adjustment is the statistical process used to identify and adjust for
differences in patient characteristics (or risk factors) before comparing
outcomes of care. The purpose of risk adjustment is to facilitate an equitable
and accurate comparison of outcomes of care across health care organizations
or providers (CMS, 2009b). Lack of adequate risk adjustment has been an
important barrier to the widespread application of efficiency measurement

in the Medicare program, including both hospital efficiency measurement
(MedPAC, 2009) and physician efficiency measurement (CMS, 2009a).

Analyses of hospital cost as an efficiency indicator involve comparing
patients’ actual hospitalization costs with their expected costs, with expected
cost estimates based on patients’ diagnoses, severity, and demographics. In
hospital efficiency calculations, the function of risk adjustment is to estimate an
expected value for each hospital stay, outpatient visit, episode of care, or other
unit of service being analyzed, so that efficiency estimates can properly account
for differences among hospitals in the case mix, severity, and demographics of
patients being treated (Thomas, 2006).

In general, analysts use one of two types of risk-adjustment methodologies:
categorical risk adjusters and regression-based risk adjusters (Thomas, 2006).
An example of a categorical risk adjuster is Medicare severity diagnosis-
related groups (MS-DRGs), which are used for Medicare hospital inpatient
FFS payment. MS-DRGs are a patient classification system that can relate the
types of patients that a hospital treats (i.e., its case mix) to the costs incurred
by the hospital (CMS, 2009¢). An example of a regression-based risk adjuster
is the proprietary Symmetry Episode Risk Groups, which predict current and
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future health care usage for individuals and groups by creating individual
risk measures that incorporate episodes-of-care methodology, medical and
pharmacy claims information, and demographic variables (Ingenix, 2006).
The choice of the most appropriate risk-adjustment methodology depends on
several factors, including predicted outcome, analytical time frame, relevant
population, purpose, and performance (Thomas, 2006).

In measuring physician efficiency performance, a key statistical challenge
is to minimize the influence of patient health status variation, and the health
status of a panel of patients, on an individual physician’s score. Separating the
practice pattern of the physician from the health status variation of the patients
is a key element of efficiency measurement. Several factors, if left uncontrolled,
could influence the results of efficiency measurement. These include variation
in (1) patient health status, (2) severity of illness (within the condition affecting
the patient), (3) the case mix in each physician’s panel of patients, and (4) the
number of episodes (or patients) assigned to each physician and associated
susceptibility to high outlier influences (Pacific Business Group on Health &
Lumetra, 2005).

Thomas and colleagues (2004) examined the consistency among risk-
adjusted efficiency measures for physicians, investigating whether different
risk-adjustment methodologies produce differences in practice efficiency
rankings for a set of primary care physicians. They calculated patient risk
scores for six of the leading risk-adjustment methodologies and observed
moderate to high levels of agreement among the six risk-adjusted measures of
practice efficiency. They pointed out, however, that the consistency of measures
does not prove that practice efficiency rankings are valid. For that reason, they
advise that analysts should exercise caution when using practice efficiency
information.

Efficiency and Quality

As the AQA Alliance (2009a, 2009b) has discussed, “efficiency of care” and
“value of care” measures have not been evaluated in the same way as clinical
quality measures have been. Cost of care measures can inform the development
of true efficiency and value measures. Definitions related to performance
measures are as follows:

o Cost of care is a measure of total health care spending.

o Efficiency of care is a measure of cost of care associated with a specified
level of quality of care.
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« Value of care is a measure of a specified stakeholder’s (e.g., payer’s)
preference-weighted assessment of a particular combination of quality
and cost of care performance.

Although most of the literature on hospital efficiency does not account
for quality outcomes, some does. For example, a study sponsored by The
Leapfrog Group (Binder & Rudolph, 2009; Robinson & Center for Health
Systems Research and Analysis, University of Wisconsin-Madison, 2008)
rated efficiency on four procedures or conditions: coronary artery bypass
graft, percutaneous coronary intervention, acute myocardial infarction, and
pneumonia. To assess resource utilization, the study measured severity-
adjusted average length of stay (ALOS), inflated by readmission rate. For
outcomes, it considered risk-adjusted mortality rates. For the resource
utilization measure, it calculated the observed ALOS in the facility relative to
the expected ALOS in the facility, in which the expected ALOS was based on
a linear regression model calibrated on all-payer National Hospital Discharge
Survey data.

Medicare publicly reports hospital outcome measures on its Hospital
Compare Web site (http://www.hospitalcompare.hhs.gov); this information
includes 30-day readmission measures for acute myocardial infarction, heart
failure, and pneumonia (CMS, 2009d). Given that hospital readmissions can
be considered both a quality of care measure and a cost-efficiency measure,
one could argue that these measures bridge the gap between quality of care and
efficiency.

Physician efficiency measures ideally should be combined with measures of
quality of outputs. Unfortunately, to date, most physician-oriented, episode-
based measures of efficiency do not control for patient outcomes (Safavi,
2006). There are practical reasons for this. In many areas of health care, no
good quality indicators exist; in others, outcome information is not readily
available because of ongoing reliance on paper medical records (Milstein &
Lee, 2007). However, payers and other stakeholders have begun testing models
for rewarding both quality and efficiency (Davis & Guterman, 2007). For
example, responding to soaring health care costs and double-digit increases
in health insurance premiums, the Integrated Healthcare Association, an
association of health plans, hospital systems, and medical groups in California
that manages the state’s P4P program, has expanded the program to include
efficiency. For the first time, the new measures add information on cost and
resource use alongside existing P4P quality measures (Robinson et al., 2009;
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Romano, 2007). Another example is the Medicare Physician Group Practice
Demonstration, which is Medicare’s first physician P4P initiative. The
demonstration established P4P incentives for quality improvement and cost
efficiency at the level of the large physician group practice. The P4P incentives
include “shared savings” in which the physician group practices that control
Medicare costs, while simultaneously improving quality, share in the cost
savings (Kautter et al., 2007). Results of the demonstration to date indicate that
the P4P incentives that the demonstration provides have resulted in modest
cost savings (CMS, 2009e).

Conclusions

The single most important factor influencing the US federal government’s
long-term fiscal balance is the rate of growth in health care costs. Rising
health care costs per patient are more important to long-term fiscal
challenges than demographic changes are. Many other factors that play a

key role in determining future fiscal conditions, such as Social Security, pale
in comparison to containing the cost growth for federal health insurance
programs. Without changes in federal law, health care spending will rise to
25 percent of GDP by the year 2025 (Congressional Budget Office, 2007).
Containment of health care costs will, therefore, be an especially important
societal goal to achieve in the coming years. Incorporation of efficiency
measures into P4P programs has shown promise as a strategy to control health
care costs (Cutler et al., 2009). This chapter has provided a broad overview of
efficiency in P4P.

On March 23, 2010, President Barack Obama signed into law the Affordable
Care Act, the most comprehensive health reform legislation in half a century.
The legislation recognizes the urgent need to address health care costs and will
initiate a variety of P4P and other payment reform initiatives. These include
allowing providers that are organized as accountable care organizations and
that voluntarily meet quality thresholds to share in the cost savings they
achieve for the Medicare program. Also, an Innovation Center within the CMS
will test, evaluate, and expand different payment structures to reduce program
expenditures while maintaining or improving quality of care (Kaiser Family
Foundation, 2010).

Finally, a broad consensus holds that spending on new medical technologies
and drugs is the primary driver of health spending growth in the United States
(Smith et al., 2009). This implies that, even if the health care system were
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perfectly efficient based on standard definitions of efficiency (e.g., productive
efficiency), the growth of health care spending may still be unsustainable in
the long run. Because of this, cost-effectiveness analysis should be seriously
considered as one of the tools to “bend the cost curve” Using cost-effectiveness
as one of the criteria for covering new medical technologies has been
controversial in the United States (Neumann et al., 2005). As we discuss in

this chapter, however, P4P programs could use cost-effectiveness analysis to
develop efficiency measures, which would give incentives for providing the
most cost-effective health care services.
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CHAPTER 6

Who Gets the Payment
Under Pay for Performance?

Leslie M. Greenwald

Pay for performance (P4P) models involve several complex design elements.
One of the most difficult—but important—of these design elements is
determining whom P4P should reward. P4P models, in theory, work because
they closely link positive incentives (the reward, or payment) with measurable
performance achievements. If the performance and reward are not clearly
related and/or if a program makes additional payments to providers or
clinicians who are not directly responsible for performance, incentives to
change behavior and improve care may not be effective, and the program may
be misspending the scarce resources devoted to performance payments.

Many organizations that have experimented with P4P models have
struggled with the issue of whom to pay. In their article describing practical
issues related to P4P systems, Young and Conrad (2007) describe the problem
of whom to pay in terms of “units of accountability” and consider this topic
one of four key design issues for P4P programs. (Chapter 2 of this book also
provides an overview of common P4P models.)

Many models focus payments on physicians and other clinicians, whereas
others pay institutions (such as hospitals) for improved performance (Young
et al., 2005). In the United States, performance-based payments vary widely,
even among models that focus on physicians. They range from payments
directed at individual physicians to those made to large group practices
(which may include nonphysicians) (Felt-Lisk et al., 2007; Landon et al.,
1998). International models also vary; P4P models in the United Kingdom
direct quality-improvement payments to physician practices, not to individual
physicians (Smith & York, 2004). Although some existing models suggest
whom to pay, literature summarizing and evaluating current P4P systems
often notes that this area warrants more research (Folsom et al., 2008; Young &
Conrad, 2007).

This chapter discusses topics related to whom to pay in P4P. Although some
literature on specific PAP models exists, publications on broader issues related
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to the design of implementable P4P initiatives are limited. Our experience in
the design, implementation, and evaluation of many Medicare P4P projects
enables us to observe and formulate solution options for key implementation
issues—such as whom to pay and what to pay for—under different P4P models.
First, we discuss why deciding whom to pay can be such a complex issue in
P4P models, and we note factors that can influence this decision. Second, we
outline the options for specific health care provider entities who might receive
payments under P4P. In discussing the options for whom to pay, we consider
the related topic, what to pay for. This chapter concludes with a discussion of
the respective pros and cons of the options for making payments to different
health care providers.

What Makes the Issue of Whom to Pay So Complex in Designing
Pay for Performance?

Determining whom to pay is a central design issue. Lack of a single “right”
answer or even consensus around best practices highlights the difficulty in
choosing among the options. Ultimately, practical options for whom to pay
include clinical providers of health care (individual physicians, physician
groups, hospitals or integrated delivery systems), insurers (managed

care organizations), and other care managers (such as case management
organizations). Which option is most practical and appropriate often depends
on the primary goals and incentives in the P4P model. Further complicating
the issue of whom to pay is the related issue of what to pay for. Identifying the
most appropriate entity to reward with performance payments is difficult until
one considers what we are paying for.

Rewarding Clinical Providers vs. Other Organizations

Sponsors of P4P models have to make an initial decision on whether to focus
rewards directly on clinical providers and health care practitioners (often
physicians but sometimes also hospitals) or on other contracted organizations
such as managed care plans or case managers (e.g., primary care case
managers). Ideally, as several evaluations of existing models suggest, P4P
programs must clearly tie performance payments to measurable improvement;
otherwise, the incentive to change behavior for quality improvement is less
effective (Folsom et al., 2008; Young et al., 2005). Many P4P programs have
interpreted this assumption as indicating direct measurement and incentive
payments to physicians, physician groups, or hospitals. (Chapters 3 and 8 of
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this book provide a more detailed examination of the economic theory behind
health care provider incentives and payments under P4P.)

The decision to focus payment on clinical providers involves the complex
issue of whether to focus on individual health care professionals or provider
groups. Focusing on individual clinicians has the potential to offer the
strongest direct incentives for behavioral change; however, because of the
limited number of cases, this method presents the greatest challenges to valid
measurement calculation, and assigning clinical attribution is extremely
complex. Offering incentives to provider groups weakens behavioral incentives
for improvement, but it involves more cases, thus improving the validity
of measurement calculation, and acknowledges the team effort of clinical
management.

Sponsors of P4P programs must also sometimes provide coverage through
insurance intermediaries, such as managed care plans; this requirement makes
direct reimbursement of providers and clinicians more complex. The majority
of Medicaid performance-based systems, in which managed care plans and
primary care case managers are the dominant entities that engage with states in
P4P, face the problem of incentive weakening caused by the separation of P4P
payments from direct providers of care (Kuhmerker & Hartman, 2007). (This
problem occurs because most states require managed care enrollment for the
majority of their Medicaid population.)

Paying indirect providers, such as managed care organizations, offers
some advantages. These organizations offer larger and more diverse groups
of patients, which in turn improves quality measurement validity. Thus,
these organizations, more often than other smaller insurers or self-insured
groups, are able to collect and submit performance-based data. For example,
managed care plans already collect and submit Health Plan Employer Data and
Information Set (HEDIS) performance data, which several state Medicaid P4P
models already use (Kuhmerker & Hartman, 2007). In addition, modifying
managed care organizational contracts, which potentially cover networks
of clinicians and large blocks of patients, is far less complex than making
modified payment arrangements with many individual health professionals.

Directing performance payments to clinical providers and practitioners
rather than to insurers and other organizations has both advantages and
disadvantages. Performance payments made to providers have the benefit of
improved incentives and greater ability to actually change patient outcomes.
Yet incentives that under some circumstances prompt improvements in care



164 Chapter 6

can become perverted if health care providers use their proprietary knowledge
to select patients for care in ways that maximize their performance bonuses
rather than optimize care. Alternatively, performance payments made to
insurers can include broader and more diverse groups of patients, leading to
better performance measurement accuracy and therefore wider buy-in for
participation. However, managed care organizations can be too far removed
from clinical care to actually change physician and hospital behavior. Although
further removed from actual patient care, insurers can engage in biased
selection to avoid high-risk patients that might have a negative impact on
measured performance.

Unfortunately, there is no single best approach. Adopting a particular
approach may depend on whether a P4P sponsor has the technical and/or
legal ability to modify payment arrangements with providers to incorporate
payment-based performance standards. Adoption may also depend on the
technical requirements of the performance measures that the program sponsor
chooses.

Attribution of Responsibility
Attributing responsibility for outcomes is another critical factor in determining
whom should be paid for performance (discussed in greater detail in Chapter
7). Presumably, performance measures create the strongest incentives
for improvement when providers and clinicians clearly define and accept
responsibility for both success and failure. Furthermore, literature on the
structure of P4P models suggests that parties held responsible for performance
outcomes must have the means within their control to meet the targets
(Durham & Bartol, 2000).
In clinical settings, determining who is responsible for specific performance
outcomes is far from easy. For example, P4P programs may be able to
assign responsibility for certain process quality measures, such as rates of
immunizations or other disease screenings, but they may be unable to ascertain
who is responsible for a hospital readmission when a patient has multiple
comorbidities. Quality measures that focus on clinical outcomes rather than
specific, observable processes of care create other problems of attribution.
Although programs commonly hold physicians responsible for
performance targets, program sponsors note that this approach neglects the
interdependency of physicians with other clinical professionals and support
staff. Moreover, some staff in these categories, unlike physicians, have no direct
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incentive to change behavior to meet specific targets (Young et al., 2005).
Evaluators and policy makers often criticize current P4P models for their
inability to clearly identify (and reward) the part of the health care system that
affects a target outcome (Evans et al., 2001). This criticism assumes, of course,
that clinical outcomes are affected primarily by a single segment of the total
health care system, which may not be the case.

Limited patient resources may also affect clinical providers’ or individual
practitioners’ ability to meet performance targets. Such limitations might
involve treating patients who do not have insurance or are otherwise unable
to pay for certain elements of care, affecting clinical outcomes caused by
factors beyond the control of the health care provider. When insurers (such
as managed care organizations) are held responsible for performance,
however, impacts on outcomes caused by lack of coverage or access may be
more appropriate. In such instances, managed care organizations or other
insurers may legitimately be responsible for performance because determining
coverage and benefits is within their control. Clinical providers and individual
practitioners may be unable to gain access to either clinical information (such
as electronic medical records or comprehensive health information systems)
or other resources necessary to manage care for general quality outcome
measures. Once again, insurers or other organizations may control these
resources.

Young and colleagues (2005) suggest that, because of these attribution
problems, future programs may link performance incentives to health
care delivery teams. However, they note that the concept of setting clinical
responsibility at a diverse team level—possibly including clinical providers
or practitioners, as well as nonclinical and even insurer partners—may upset
traditional notions of clinical responsibility and professional independence.
Assigning responsibility for performance to nonclinical providers, such
as managed care plans, in some ways inverts the concept. Managed care
organizations do not directly provide care. They do, however, provide the basic
resources, benefit structures, and other management rules that govern what
care is provided to whom.

This discussion on the difficulty of assigning appropriate responsibility—
and rewards—for clinical outcomes again highlights the lack of a consensus
on the best approach. Difficulty assigning clinical responsibility for outcomes
may, in reality, reflect the current fragmented system of care in the United
States more than problems inherent in P4P systems alone. Additionally, in
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attributing responsibility, we need to consider the role of patients themselves.
Patient adherence or nonadherence to clinical recommendations may have a
large effect on outcomes. Are providers and clinicians responsible for changing
the behavior of nonadherent patients or only for recommending behavioral
changes? Should provider and clinician performance be risk adjusted for
patient characteristics or clinicians? Should some of the financial incentives

of P4P be directed to patients rather than providers? We have yet to figure out
how best to account for patient responsibility.

Defining the Unit of Care for Payment: What to Pay For

Closely related to determining whom to pay is defining the unit of care for
which P4P programs measure and reward performance. To determine whom to
pay, programs must also consider what to pay for—for example, care settings,
services, diseases, and events to include. They must also consider the unit

of care for which performance is measured. The unit of care could include
individual services, episodes, or all services over a unit of time such as a year
(capitation).

Current P4P models define the unit of care in various ways. Programs
commonly pay for a specific scope of care. For example, performance measures
can be created that account for either all care or only inpatient, outpatient,
or other care settings. Including a broader set of clinical care settings may be
more likely to improve overall care than focusing on a narrower set because
the performance measures will not artificially place care-setting boundaries
on providers. Including more care settings may, however, also compound the
problem of attributing responsibility for performance measures. If performance
is based on a narrow setting (e.g., only inpatient care), then there is a greater
focus on fewer potentially responsible providers, and appropriate assignment
of clinical responsibility on which performance is based is more feasible. This
narrow focus also allows programs to more closely align incentives to change
behavior through performance payments.

The scope of care subject to performance incentives can also include specific
diseases, such as chronic illnesses. This condition-specific approach is typically
used when care management organizations are a focus of P4P models because
they most often develop a specific protocol for improving care for specific
disease categories.

Finally, P4P models can also focus on specific events, such as “never
events’—preventable medical errors that result in serious consequences for
the patient. In these instances, variants of P4AP models might either withhold
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usual payments when certain events occur (as with the never events proposed
in the CMS Inpatient Prospective Payment System rule effective for hospital
discharges on or after October 1, 2009). Examples of these events include
foreign objects retained after surgery and catheter-associated urinary tract
infections. P4P models may also base performance awards on low rates of
medical errors or other similar negative clinical outcomes.

P4P sponsors face a key question in defining the scope of services to be
included in the unit of care for which they wish to measure performance. The
most narrow, and traditional, unit is the individual service, which corresponds
to the unit of payment in traditional fee-for-service (FFS) medicine. The
problem with this narrow definition is that it provides a very limited basis on
which to judge performance. Quality of care typically requires a more global
perspective on patient management than the individual service. Similarly,
efficiency in providing individual services is important but does not capture the
number or intensity of services provided in the course of a patient’s treatment.

At the other end of the spectrum from the individual service is the
capitated unit of service. Here, a single entity, such as a health plan, is
contractually responsible for all medical services provided to an enrollee
over a fixed enrollment period, typically a year. Capitation clearly attributes
all responsibility for care to a single organization. This can be a strength, but
global capitation may be too aggregated to measure performance and focus
incentives on individual provider organizations. Thus, interest is increasing in
the episode of care as a unit of accountability.

An episode of care can be defined in several ways, including the following:

o Annual episodes. All care, or care related to the condition, provided to a

patient with a chronic condition during a year or some other prespecified
calendar time interval. For example, management of a congestive heart
failure patient over an annual period might constitute a practical or easy-
to-measure episode of care.

o Fixed-length episodes. All care, or care related to a condition, provided
within a fixed time window preceding and/or following an index event,
such as initial treatment, surgical procedure, or a hospitalization for a
medical condition. For example, a payer might bundle all services from 3
days prior to until 30 days after a hospital stay for coronary artery bypass
surgery into one episode.
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« Variable-length episodes. Care related to a medical condition (e.g., ankle
fracture), from the initial treatment for the condition (e.g., diagnosis)
until the course of treatment is completed (e.g., recovery and follow-up).

Which episode definition is appropriate depends on the performance
measures that a P4P program chooses. For example, programs typically define
specific screening process measures—such as rates of immunization, screening
tests, or periodic medical tests or check-ups—for an episode, corresponding
to the appropriate clinical indication. For immunizations or certain screening
tests, such as mammography, this may be annually; for other screening tests,
such as colonoscopy, this may be every 5 years, depending on current clinical
guidelines. Guidelines might recommend that patients have diabetic eye and
foot examinations every year or every 2 years.

As another example, programs may appropriately assess other performance
measures, such as lowering rates of rehospitalization, using a fixed-length
post-discharge episode (e.g., 7, 14, or 30 days after discharge). Measured
performance may be highly sensitive to the length of time after initial discharge
that programs include in the defined episode. Using a narrow window, such
as a 7-day post-discharge rehospitalization window, is more likely to attribute
rehospitalization appropriately to the effects of the initial hospitalization, but it
may not capture all of the sequelae of the initial care. A 30-day post-discharge
definition will include more of the initial discharge’s subsequent effects,
but it may also capture events unrelated to the initial hospital stay. Further
complicating this approach is the ongoing debate over appropriate lengths of
stay and post-discharge settings, which vary considerably based on the specific
clinical diagnosis. Variable-length episodes most precisely measure care related
to a particular medical condition, but they are the most complex to define.
Attributing medical services to particular conditions and deciding when
episodes begin and end may be difficult, especially for patients with multiple,
coexisting medical problems (e.g., as is the case for many elderly patients).

Pros and Cons of Episode Length

Some general observations highlight the pros and cons of longer versus
shorter episodes defined for the purposes of P4P. Longer episodes allow
better evaluation of real clinical changes. Including patient outcomes over
months or potentially even years is more likely to document lasting changes
in clinical performance, particularly among complex patients. For example,
changes in care for chronic diseases are unlikely to manifest significantly
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improved clinical outcomes over a period of only months. A recent evaluation
of the Massachusetts Health Quality Partners program suggests that some
performance improvements may take 2 years to show results (Folsom et al.,
2008). Longer episodes also allow programs and providers or clinicians to
identify more clinical complications that may not necessarily be the focus of
the performance intervention but may affect outcomes. This makes assessing
performance more complex but may yield more accurate measurements of
lasting quality improvement. Finally, using longer episodes of care across
multiple provider settings allows programs to evaluate potential cost shifting.
This may be particularly important for performance measures that focus on
reducing cost. Programs must consider reductions in costs caused by decreased
hospital lengths of stay and/or fewer rehospitalizations, given corresponding
use of alternative services such as post-acute care.

Applying longer episodes of care to defining what to pay for has downsides
for P4P, too. The largest disadvantage is the potential dilution of the impact
of incentive rewards for performance improvements. Evaluations of the
Rewarding Results Demonstration sites suggest that quality improvement
incentives should be made rapidly and frequently, potentially even multiple
times per year (Folsom et al., 2008). This approach allows providers and
individual practitioners to gain immediate feedback on their progress toward
improved quality of care and strengthens their motivation to continue.
However, although this approach is desirable for strengthening the impetus to
improve care, it is potentially inconsistent with including longer episodes of
care as a basis for determining what to pay for.

Using longer, bundled episodes also substantially increases the financial risk
that provider organizations face. The variance of episode costs rises with length
of episode and number of services bundled into the episode. For example,
placing hospitals at risk for readmissions—especially over a longer period—
puts them at a great deal of financial risk. Some of this risk is incurred by their
own performance in avoiding readmissions, but over longer periods, most
of this risk can be attributed to insurance and is unrelated to the hospitals’
performance. To ameliorate this insurance risk, providers should receive
bundled episode payments to treat a large number of cases to average out the
risk; payments should incorporate risk adjustment; and outlier, reinsurance, or
other exceptions policies for catastrophic cases should be in place.

The alternative to defining longer episodes of care is defining shorter ones.
Shorter episodes of care more consistently link incentive payments to changes
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in provider behavior. Moreover, providers can more easily connect positive
payment incentive rewards with more recent behavior changes. Also, shorter-
term outcomes are easier to attribute to specific instances of provider care, such
as specific hospitalizations.

However, using shorter episodes of care may reward providers for only
short-term improvements rather than more substantive and lasting clinical
outcomes. For example, a program may reward providers for savings observed
during a 6-month episode; for the same patient, however, these savings could
evaporate by the end of 12 months.

Who Gets the Money?
When moving from a disaggregated, FFS payment system to a more bundled,
episode-based system, determining which organization receives payment for
the episode may be contentious. For example, if post-acute care is bundled
with hospitalizations, the post-acute providers (e.g., home health agencies or
skilled nursing facilities) may feel threatened if a single lump-sum episode
payment is made to the acute care hospital, which then has responsibility
for paying the post-acute providers. Currently, these health care provider
organizations are paid separately under distinct payment rules. PAP models
that would place payment of currently independent providers under the
control of another organization may lead to concerns for fiscal and/or clinical
independence. In some cases, these various provider types will all be members
of a unified integrated delivery system that could accept payment on behalf of
all the providers. In many cases, however, such providers represent unrelated
organizations.

P4P programs will reward accountability and efficiency if payment is
made to a single entity that is responsible for an episode and can coordinate
care decisions and reap the rewards of improved quality and efficiency. This
single entity may decide to reconfigure current care patterns—which is the
point of episode payment—threatening the livelihood of existing provider
organizations by reducing the services provided. Various bundling policies,
transition policies, and gainsharing could be designed to try to soften
the impact of bundled episode payment, but any dislocation in current
arrangements would be likely to prove controversial. If a single bundled
episode payment is made, the organization that r