
In response to growing concern over the qual-
ity of medical care, private and public third-party
payers are experimenting with financial incen-
tives, known as “pay-for-performance” (P4P),
that reward health care providers for recom-
mended care. Although P4P has the potential to
improve quality in some instances, policymakers
should take a cautious approach to this new
tool.

Creating and administering provider-focused
P4P financial incentives are immensely complex
tasks that require making tradeoffs amid consid-
erable uncertainty. Provider-focused P4P incen-
tives often improve quality of care for some
patients at the same time they reduce quality of
or access to care for others. In particular,
provider-focused P4P incentives can encourage
inappropriate care or reduce access to care for
patients with multiple illnesses or low incomes.

Medicare, the federal health care program for

the elderly and disabled, has begun experiment-
ing with provider-focused P4P incentives. Yet
Medicare faces additional challenges beyond
those confronting private third-party purchasers.
Given Medicare’s patient population, size, and
sensitivity to interest group lobbying, any harm
that could result from a P4P scheme would be
more likely to occur within traditional Medicare
than elsewhere in the health care system. 

Congress can realize the potential of provider-
focused P4P incentives, while reducing the likeli-
hood of harm, by confining provider-focused
P4P to private Medicare Advantage plans and by
encouraging greater participation in those plans.
Further, P4P financial incentives can be targeted
at patients as well as providers. Patient-focused
financial incentives would offer greater trans-
parency and allow patients and their doctors to
deviate from treatment guidelines when doing so
is in the patient’s interest. 
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Introduction

According to one prominent study, adults
in the United States receive the generally
accepted standard of preventive, acute, and
chronic care only about 55 percent of the
time. The likelihood that patients would
receive recommended care “varied substan-
tially according to the particular medical
condition, ranging from 78.7 percent of rec-
ommended care . . . for senile cataract to 10.5
percent of recommended care . . . for alcohol
dependence.”1 Evidence of low-quality care
appears in Medicare, the federal health pro-
gram for the elderly and disabled. Another
study documents similar levels of recom-
mended acute and preventive care and finds
that patients are often less likely to receive
such recommended care in regions where
Medicare expenditures are highest. Patients
in high-spending regions received 60 percent
more care, but those higher Medicare expen-
ditures did not translate into higher-quality
care, decreased mortality, better functional
status, or higher patient satisfaction.2

Third-party payment is a potential contrib-
utor to the underprovision of quality health
care. Most health care payments in the United
States are made by third parties to the delivery
of care, such as employers, insurers, or govern-
ment. Those purchasers typically reimburse
health care providers on the basis of the vol-
ume and intensity of the services provided,
rather than the quality or cost-effectiveness of
those services.3 The result is a financing sys-
tem akin to paying academics on the basis of
the volume and intensity of endnotes.4

Medicare is an example of a quality-blind
third-party purchaser. Former Medicare admin-
istrator Tom Scully notes that, within a hospital
referral region, Medicare pays “the exact same
amount for hip replacement and the same
amount for a heart bypass, if you’re the best hos-
pital or the worst hospital.”5 The Medicare
Payment Advisory Commission has written:

In the Medicare program, the payment
system is largely neutral or negative
towards quality. All providers meeting

basic requirements are paid the same
regardless of the quality of service pro-
vided. At times providers are paid even
more when quality is worse, such as
when complications occur as the result
of error.6

Medicare’s quality-blind payment system
results not just in the underprovision of
high-quality care but also in the overprovi-
sion of low-quality care.7 For those and other
reasons, Medicare has been the major focus
of efforts to solve the third-party payer quali-
ty problem.

Those efforts have led third-party payers
to experiment with financial incentives that
encourage physicians and hospitals to pro-
vide recommended care. Such initiatives are
termed “quality-based purchasing” or “pay-
for-performance” (P4P). P4P is an outgrowth
of the “evidence-based medicine” (EBM)
movement. EBM advocates argue that pro-
viders too often rely on their own judgment.
That is because scientific evidence on the
effectiveness of medical interventions is too
often unavailable and too often ignored
when it is available. P4P attempts to use fi-
nancial incentives to encourage providers to
adhere more closely to evidence-based stan-
dards of care. As described by one academic
proponent:

The key to the quality-based payment
system is that it differentiates between
the intensity of medical care and the
value of it. . . . Health-based payments . . .
reward high-value services regardless of
their intensity. Thus, there are no incen-
tives to overprovide or underprovide ser-
vices.8

By tying financial incentives to superior
modes of care, advocates of third-party P4P
hope to harness providers’ self-interest in the
service of higher-quality care. 

A number of P4P initiatives are already
under way in both the public and private sec-
tors. Commercial insurers have been leaders in
the field; some experimented with P4P as early
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as 1994. Those private-sector programs reward
physicians and facilities for meeting perfor-
mance goals including patient satisfaction,
preventive care, chronic care, acute care, and
smoking cessation.9 Medicare currently has 10
demonstration programs under way, which tie
higher reimbursements to data reporting and a
variety of quality indices (including structural,
process, and outcome measures) across various
types of care (though typically for chronic ill-
nesses) and care settings. Such performance
measures will be discussed in the next section.

Medicare recently released the first quali-
ty-based bonus payments in the program’s
history, following the promising results it
announced from one such P4P demonstra-
tion. The Premier Hospital Quality Incentive
demonstration was launched in 2003. It col-
lects data on 33 quality indicators for joint
replacements, coronary artery bypass grafts,
heart attacks, heart failure, and pneumonia.
For each clinical area, hospitals that score in
the first and second deciles receive bonus
payments from Medicare of 2 percent and 1
percent of Medicare payments for those ser-
vices, respectively. After the first year, the
demonstration used the bottom two deciles
in each area of care to set baselines for poor
performers. In the third and subsequent
years, Medicare will reduce payments to hos-
pitals that score below those baselines by 1–2
percentage points. Medicare predicts that
most hospitals will improve and that “few, if
any, hospitals would get a payment reduc-
tion.”10 Medicare officials estimate that the
demonstration program, by encouraging the
use of more effective care, has thus far saved
the lives of 235 heart attack patients.11

Congress is considering proposals to
expand on those initiatives within Medicare.
Rep. Nancy Johnson (R-CT) has introduced
legislation that would give larger payment
increases to physicians who meet administra-
tively specified performance targets or who
make significant progress toward meeting
them. Sen. Chuck Grassley (R-IA) has intro-
duced even more expansive legislation, which
would create P4P incentives for hospitals,
physicians, Medicare Advantage plans, home

health agencies, and other providers.
Language that would have broadened the use
of P4P in Medicare was removed from the fis-
cal year 2006 budget reconciliation package
just before final passage.

Provider-focused financial incentives for
high-quality care have the potential to improve
quality in many instances. However, caution is
in order. As discussed in the next section, creat-
ing a P4P program is an immensely complex
task. That complexity derives from the difficul-
ty that bureaucracies face in defining “quality”
for large and diverse populations. As a result,
creating provider-focused P4P incentives can
improve the quality of care for some patients at
the same time it reduces quality of or access to
care for others. 

Those difficulties suggest two approaches
that would maximize the potential of P4P while
minimizing any resulting harm. First, private
experiments with provider-focused P4P incen-
tives are preferable to public experiments. The
current system of private P4P programs allows
insurers and employers to conduct experiments
and learn from each other’s successes. As
important, it confines any harmful failures to
smaller populations. As discussed below, the
politics of Medicare all but guarantees that any
harm that might result from a P4P scheme is
more likely to occur in Medicare, would harm
more patients, and would take longer to cor-
rect. Congress should confine provider-focused
P4P incentives to the Medicare Advantage pro-
gram, under which beneficiaries can choose a
private plan that provides Medicare-covered
services. That would preserve the experimental
process that has unfolded to date. Congress
should resist the temptation to expand P4P in
traditional Medicare. 

Second, employers and insurers should
experiment not only with provider-focused
financial incentives but with patient-focused
financial incentives as well. A weakness of
provider-focused financial incentives is that
they can affect the quality of care, or even a
patient’s access to care, without the patient’s
knowledge. In contrast, patient-focused finan-
cial incentives would engage patients in the
pursuit of quality, while allowing them to
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deviate from “best practices” if doing so fits
their needs.

Pitfalls of Third-Party P4P

Identifying and rewarding quality are diffi-
cult tasks for any third-party purchaser. As one
study of P4P measures notes, “Experience in
other industries has shown that developing per-
formance measures for complex phenomena is
difficult and that inappropriate measures can
have significant negative consequences.”12

Defining quality health care is not as straight-
forward as it might appear. Quality is a complex
and often subjective concept. Even relatively
objective measures of quality can be difficult to
translate into financial incentives that succeed
in improving the quality of care. This section
outlines the challenges faced by third-party
purchasers, whether public or private, when
attempting to improve quality through provid-
er-focused financial incentives.

Defining Quality
The first challenge is to identify the dimen-

sions of quality to be promoted. P4P programs
typically rely on some mix of four types of
quality measures: clinical outcomes, processes,
structural factors, and patient satisfaction.
Each dimension presents strengths and weak-
nesses as a measure of health care quality.
Combining multiple dimensions can capture
the strengths of each, but at the cost of added
complexity.

Clinical outcomes, hereafter called patient
outcomes, are the most obvious measure of
health care quality. For example, outcome mea-
sures for heart attack patients could include
patients’ postintervention cholesterol levels,
readmission rates, or mortality rates. 

However, outcome measures have limita-
tions. First, patients may differ in their desired
outcomes.13 Second, patient outcomes can be
influenced by factors other than the medical
intervention. Readmission and mortality rates
for heart attack patients may be influenced by
the severity of illness. Patients’ cholesterol lev-
els may be influenced by their adherence to a

prescribed drug regimen (e.g., statins). Such
factors contribute to patient outcomes but say
little about the quality of care provided. As a
result, providers are understandably reluctant
to be judged on the basis of factors they cannot
control. A third and related limitation of out-
come measures is that “although outcomes
might indicate good or bad care in the aggre-
gate, they do not give an insight into the nature
and location of the deficiencies or strengths to
which the outcome might be attributed.”14

Finally, measuring outcomes such as mortality
can involve a considerable lag. Along with
other factors, the desire to have a more imme-
diate influence on quality has led many pur-
chasers to focus on “aspects of care with
proven relationships to desirable patient out-
comes,”15 which are more readily measured
than patient outcomes.

One attempt to capture those aspects is
process measures, which track a provider’s
adherence to accepted treatment guidelines
that are based on scientific evidence. Rather
than reward a provider on the basis of choles-
terol levels or mortality rates for heart attack
patients, a process measure would reflect how
often a provider checks cholesterol levels or
prescribes beta-blockers for heart attack
patients. Providers who adhere to the recom-
mended standard of care are rewarded with
higher payments. Process measures are the
most often discussed type of P4P quality mea-
sure; thus their potential shortcomings will be
discussed in more detail below. 

Structural quality measures attempt to
evaluate the setting in which a provider deliv-
ers medical care. Such measures can include
“the adequacy of facilities and equipment;
the qualifications of medical staff and their
organization; the administrative structure
and operations of programs and institutions
providing care; fiscal organization and the
like.”16 Examples include whether a hospital
uses health information technologies such as
electronic prescribing, electronic medical
records, or patient registries. 

Structural quality measures have obvious
appeal, but they also present limitations. The
mere availability of sophisticated human and
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physical capital offers no direct evidence of
whether those resources are being used opti-
mally. Meeting structural quality measures
can also require large investments, which raise
cost and cost-effectiveness implications.

Finally, patient satisfaction measures typi-
cally depend on surveys that ask patients about
their experiences with a provider. Those mea-
sures presumably can capture aspects of quality
that structural, process, and outcome measures
cannot (e.g., convenience, waiting time, com-
fort, bedside manner, and level of trust between
patient and physician). However, patient satis-
faction measures also present shortcomings.
Patient satisfaction is influenced by patients’
expectations and their understanding of avail-
able alternatives. Both of those factors are influ-
enced by the providers whose performance is to
be judged. 

Evidence-Based Quality Data
A third-party payer’s ability to create finan-

cial incentives that guide providers toward rec-
ommended care depends on the availability of
data that demonstrate a relationship between
inputs and outcomes. Purchasers face signifi-
cant challenges in accumulating accurate data
that can be applied broadly. 

Availability of Data
Pay-for-performance, also referred to as

“quality-based purchasing” (QBP), depends
on third-party purchasers having access to
data that relate inputs to clinical outcomes.
Such data exist for many but not all areas of
care. According to one survey:

A prominent barrier to QBP is that the
science of performance measurement
is still underdeveloped. Purchasers
interested in QBP have limited choices
for performance measures and these
disproportionately target preventive
care and structure or processes rather
than outcomes. That is, the available
set of metrics is not broadly represen-
tative of all care, while purchasers must
pay for care across the entire clinical
spectrum.17

At present, it is difficult or impossible to
know for what share of health care expendi-
tures such data exist.18 Where widely recog-
nized evidence-based data are not available,
third-party purchasers have little ability to
use financial incentives to drive quality
improvements.19

Quality of Data
Where data are available, purchasers must

consider the data’s quality—that is, whether the
available data lend themselves to performance
measures that justify financial rewards. In order
to serve as a basis for encouraging providers to
change their behavior, the data employed must
show a true relationship between a metric and a
desired outcome. Moreover, accurate data can
be misinterpreted or rendered out of date by
subsequent research. 

Ensuring that clinical data show a true rela-
tionship between a metric and a desired out-
come is no small challenge. According to R.
Brian Haynes, a prominent advocate of using
more scientific data in clinical practice, “The
advance of knowledge is incremental, with
many false steps, and with breakthroughs few
and far between, so that only a very tiny frac-
tion of the reports in the medical literature sig-
nal new knowledge that is both adequately
tested and important enough for practitioners
to depend upon and apply.”20 Inaccurate find-
ings are apparently not difficult to come by in
the medical literature. Recent analyses suggest
that one-third of frequently cited clinical stud-
ies are either incorrect or overstate the effect of
clinical interventions21 and that “most pub-
lished research findings are false.”22

Those analyses are themselves evidence
that most research is vetted before it becomes
the basis for clinical guidelines or perfor-
mance measures. Nonetheless, concerns per-
sist about the quality of data used in the clini-
cal practice guidelines (CPGs) that often serve
as the basis for performance measures and
financial incentives. For example, “Profession-
al organizations continue to issue recommen-
dations on the basis of trials stopped early for
benefit, including those . . . that seem most
likely to overestimate effects.”23
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And even accurate data grow old. Part of
the challenge of P4P is to update perfor-
mance targets and provider financial incen-
tives on the basis of the most recent reliable
data. That challenge is also not straightfor-
ward; experts often disagree about the signif-
icance or reliability of new clinical findings.
According to one review of experts’ use of
new clinical information:

Discrepancies were detected between
the meta-analytic patterns of effective-
ness in the randomized trials and the
recommendations of reviewers. Review
articles often failed to mention impor-
tant advances or exhibited delays in rec-
ommending effective preventive mea-
sures. In some cases, treatments that
have no effect on mortality or are poten-
tially harmful continued to be recom-
mended by several clinical experts.24

Whether a particular CPG’s recommenda-
tions are overly cautious, hasty, or lack rigor
is often a matter of opinion, and third-party
purchasers have no clear guide for when they
should incorporate new data. However, fail-
ure to assimilate accurate new data puts pur-
chasers back where they don’t want to be:
paying for inferior quality. 

Although assimilating new clinical data is
essential, it also presents a tradeoff for pur-
chasers. Collecting new data is costly. New
data are often persuasive but not definitive.
How often a purchaser chooses to integrate
new data into the performance incentives it
offers providers, and its threshold for the reli-
ability of that data, will influence whether
providers respond to the financial incentives
and thus the effectiveness of those incentives. 

Outliers
Another data-quality factor is the issue of

outliers—patients who deviate from the mean
either in their preferences or their response to
treatment. Quality will have a different mean-
ing for outliers than for most patients. P4P
schemes that encourage providers to treat out-
liers like the average patient can create per-

verse incentives that encourage low-quality
care. Because patients are often unaware of the
financial arrangements between their insurer
and provider, those perverse incentives can
affect the quality of care without the patients’
knowledge.

Some patients are clinical outliers. Even
when randomized clinical trials accurately
demonstrate the health benefits of an inter-
vention, those benefits are not uniform
among all patients within the trial, much less
across the general population. A treatment’s
overall beneficial effects may hide different
effects on subgroups, including no effect or
even harmful effects. In addition, patients
respond differently to a given intervention as
a result of multiple illnesses or interactions
with treatment regimens for such co-mor-
bidities. Financial incentives that encourage
providers to treat such outliers according to
what benefits the majority of patients may
inadvertently encourage low-quality or even
harmful care.

The administration of beta-blockers to
patients with cardiovascular disease is a com-
mon P4P quality measure. However, a recent
study suggests that beta-blockers may not
benefit all groups equally. Among acute coro-
nary syndrome patients prescribed beta-
blockers, certain genotypes had a lower rate
of survival. The study’s sample size was small
(n = 735). Yet it plausibly suggests that com-
pliance with a widely used P4P quality mea-
sure25 could actually increase mortality
among certain subgroups. The authors cau-
tion, “Further studies of the efficacy of b-
blocker treatment . . . is [sic] warranted to be
sure that we are not institutionalizing thera-
py through the adoption of health care qual-
ity performance measures that may offer lit-
tle benefit, or even potential harm, to these
patient subgroups.”26

Another outlier challenge involves patients
with co-morbidities. Many patients, particu-
larly the elderly, suffer from multiple chronic
diseases. Having multiple health conditions
exposes patients to multiple treatment regi-
mens and a correspondingly heightened risk
of adverse drug events.27 Most CPGs are
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derived from clinical studies that exclude the
elderly and patients with co-morbidities. Such
guidelines in turn inform P4P measures. 

Pay-for-performance measures that lack
data specific to patients with co-morbidities
can create significant perverse incentives for
providers and quality problems for patients.28

Following CPGs for each disease often results
in multiple drug regimens. Yet little is known
about how multiple medications, prescribed
according to disease-specific guidelines, affect
patients with numerous chronic conditions. It
is thus possible that complying with P4P
guidelines for treating each of a patient’s
chronic illnesses could lead to greater harm
than if a provider made more individualized
prescribing decisions.29 The prospect of suffer-
ing financial penalties for providing individu-
alized care to such patients could discourage
providers from caring for patients with co-
morbidities altogether.30

Other patient outliers deviate from the
mean in their preferences for particular
health outcomes.31 Older patients and those
with numerous health problems often have
treatment goals that conflict with P4P mea-
sures:

Is a statin or a beta-blocker, for exam-
ple, as part of an 11-drug regimen, like-
ly to provide greater benefit or greater
harm to a 73-year-old whose priority is
maximal energy, strength, and alert-
ness today and who is willing to take
on an increased risk of myocardial
infarction or stroke over the next 5 or
10 years?32

For reasons of practicality, a P4P scheme
might measure outcomes such as readmission
or mortality rates, or processes such as statin
or beta-blocker prescriptions, but not out-
comes such as energy, strength, or alertness.
Under such a payment system, a provider who
treats such patients according to their wishes
would be penalized for providing quality care.

In a P4P framework, outliers raise issues of
equity between physicians. The inequities cre-
ated by Medicare’s quality-blind payment sys-

tem are a primary reason why many observers
consider that system unfair to high-perform-
ing providers.33 A P4P scheme that encourages
inappropriate care for outliers would create
similar inequities.34 Physicians who treat out-
liers according to clinical guidelines would be
rewarded. But a physician who correctly treats
a patient as an outlier—i.e., who deviates from
the recommended protocol—would be penal-
ized for doing the right thing. 

The existence of outliers points to the limit-
ed usefulness of aggregate data in promoting
quality. Much medical practice relies on the use
of “unorganized knowledge”35 about the cir-
cumstances of each patient and her prefer-
ences. As one advocate of EBM acknowledges:
“Evidence from research can be no more than
one component of any clinical decision. Other
key components are the circumstances of the
patient (as assessed through the expertise of
the clinician), and the preferences of the
patient.”36 Aggregate data will be applicable to
large numbers of patients. However, it is diffi-
cult for a distant decisionmaker to identify
those instances in which the data do not apply. 

Tradeoffs
Beyond the challenges involved in collect-

ing useful data, third-party purchasers face a
second set of challenges: those associated with
translating the data into performance mea-
sures and financial incentives. Here, too, the
exercise is far from straightforward. Creating
and administering P4P measures and finan-
cial incentives require making tradeoffs amid
uncertainty. Different choices can potentially
result in no effect, higher expenditures,
inequities, reduced access to care, or even low-
quality and inappropriate care. Those choices
also affect whether providers respond to a P4P
scheme the way that purchasers desire or in
ways that defeat the effort.

Identifying the Optimal Target of Incentives
The first challenge is to determine which

provider should be the target of the incentive.
Poorly targeted financial incentives may create
perverse incentives for providers to overpre-
scribe, underprescribe, or unnecessarily com-
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partmentalize care. For most performance
measures, the question is resolved if the
patient receives care from an integrated health
care system, such as a Kaiser Permanente. In
those cases, the incentive would be targeted at
the institution.

However, patients typically receive care in
nonintegrated settings. For example, “An
adult with diabetes mellitus could receive care
regularly from an internist, cardiologist, oph-
thalmologist, and podiatrist, each of whom
could adjust medications and share in the
monitoring of disease complications and the
side effects of treatment.”37 Which provider or
providers should be penalized if the patient is
not prescribed a recommended drug therapy,
such as an angiotensin-converting enzyme
(ACE) inhibitor? If the internist prescribes an
ACE inhibitor and the cardiologist does not,
should the cardiologist be penalized? What if
the situation is reversed? Holding both
responsible could lead to overprescribing and
even less coordination of care. Holding only
one responsible (say, the cardiologist) could
also lead to overprescribing but also could
lead to unnecessary compartmentalization of
certain aspects of care (i.e., only cardiologists
prescribing ACE inhibitors).

Whether a provider is responsible for a given
outcome—and should therefore be the target of
outcome-based financial incentives—can be
even less clear. Continuing with the example: “If
the patient requires a toe amputation that
should have been preventable, which of several
physicians and nurses caring for the patient
should be considered responsible? To what
degree does the patient bear responsibility?”38

What Types of Performance Targets?
Purchasers must also select the perfor-

mance targets against which providers will be
judged. Options include holding providers to
an absolute standard (achievement), judging
them against their peers (relative perfor-
mance), judging them against prior perfor-
mance (improvement), or some combination
thereof. Each option presents tradeoffs that
will affect providers’ response to the financial
incentives and the quality of care provided.

Combining different types of performance
targets can capture the benefits of each, but
at the cost of added complexity.

An example of a performance measure based
on absolute achievement would be one that
rewarded all providers who prescribe beta-block-
ers to 90 percent of patients who suffer acute
myocardial infarction (AMI). Such a measure
gives each provider a clear picture of what is
required to obtain the reward. An absolute goal
helps providers plan their responses and can
reduce uncertainty about whether an invest-
ment in improvement will pay off. 

At the same time, absolute performance tar-
gets mostly reward providers who are already
performing at the desired level. In one P4P ini-
tiative in which rewards were based on a fixed
performance target, 75 percent of bonuses
went to providers who were already exceeding
the performance target. Such results may cor-
rect inequities that third-party payment sys-
tems create among providers. However, some
observers note that absolute targets “may pro-
duce little gain in quality for the money
spent.”39 Furthermore, fixed performance tar-
gets provide no incentive for providers to
improve beyond the uppermost target.

In contrast, a performance target set rela-
tive to a provider’s peers might reward the 10
percent of providers who have the highest
rates of prescribing beta-blockers to AMI
patients in a given year. The Medicare P4P
demonstration program mentioned earlier
awards bonuses to providers in the top two
deciles in each of a number of metrics.40

A relative performance target is a moving
target that depends on the behavior of other
providers. Because the target cannot be known
in advance, providers possess less certainty
that a given compliance strategy will lead to a
reward. As a result, performance targets that
judge providers relative to their peers may
result in increased compliance efforts among
top performers but little effort at improve-
ment among those who begin the competi-
tion farthest from the target. What research
has been done on relative performance mea-
sures suggests that they may discourage com-
pliance.41
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Fixed and relative performance targets,
which tend to set high standards for all
providers, may fail to elicit responses from
providers who begin the game far from the
target. In contrast, financial incentives based
on improvement over past performance cre-
ate incentives for even those providers to
improve. Such incentives, for example, could
reward providers for every 10 percentage
point improvement on a given metric.

Although such a performance target would
increase the likelihood that poor performers
would try to improve, it would do little to
encourage improvement among providers in
the top decile. Whether increments of improve-
ment are judged along an absolute scale (per-
cent of AMI patients who receive beta-block-
ers) or a relative scale (ranking providers on the
basis of the rate at which they prescribe beta-
blockers), providers already above the 90th per-
centile would have little incentive to improve.
Moreover, using improvement as the sole crite-
rion for financial rewards would create equity
problems: poor performers could receive high-
er bonuses than providers with consistently
high performance.

For a P4P arrangement to encourage
improvement among all providers, it must
employ some combination of financial incen-
tives tied to absolute or relative performance
targets, plus separate rewards for improvement.
However, including both types of rewards adds
complexity and essentially would give all
providers an opportunity to increase their
incomes, which creates affordability problems.
One solution to that problem would be to off-
set the cost of rewards through the use of penal-
ties—that is, by reducing payments to poor per-
formers. However, the prospect of reduced
incomes makes it more likely that providers
would resist a P4P scheme. 

Size of Financial Incentives
The size of financial incentives offered to

providers is a key consideration. Incentives
that are too small will fail to induce behavioral
change.42 On the other hand, incentives that
are too large can encourage cost-ineffective or
even inappropriate care, as well as make a P4P

program unaffordable. The task is further
complicated by the fact that provider charac-
teristics will cause providers to respond to the
same incentive in different ways.

Some observers suggest that financial incen-
tives must account for at least 10 percent of a
physician’s income.43 However, a provider’s
response to a financial incentive depends pri-
marily, not on the absolute size of the incentive,
but on the net size of the incentive. Suppose a
provider could obtain a $90,000 bonus by
implementing an electronic patient registry. If
the cost of implementing the registry is
$100,000, the incentive would have no effect.
To cause this provider to change his behavior,
the bonus must exceed $100,000. That is, to
change a provider’s behavior, net revenue (RN)
must be positive, meaning the actual financial
incentive (RA) must exceed the cost to providers
of compliance (CC): 

RN = RA – CC

This insight is important because providers
will have different compliance costs. 

For example, the largest award Medicare
granted to a hospital in its Premier demon-
stration in 2005 was $326,000 given to
Hackensack University Medical Center for
compliance with performance targets for
coronary artery bypass grafts. If Hackensack
University Medical Center were already a top
performer in that area, its compliance costs
would be close to zero. But lower performers
would have higher compliance costs. Does
$326,000 per year provide enough of a net
incentive to encourage average- or poor-per-
forming hospitals to make the investments
necessary to reach the desired level of quality?
If not, few will make those investments.

Another factor complicating the calibration
of financial incentives is providers’ income
goals. For example, “A provider whose income
is at or near a preferred income target may be
less likely to respond to an incentive of a given
amount than a provider who is not yet achiev-
ing his or her target income.”44

One way to encourage greater compliance is
to ensure that the corresponding disincentives
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for noncompliance are large enough to encour-
age providers to invest in meeting the perfor-
mance targets. Such disincentives could be
merely relative—that is, noncompliant providers
would be held harmless in real terms but paid
less than compliant providers. A more contro-
versial option is to impose real payment reduc-
tions on noncompliant providers. Financial
penalties can improve overall affordability, but
at the cost of provider resistance. Nonetheless,
without financial penalties, P4P can only
increase health expenditures. Dartmouth’s Jack
Wennberg notes, “Unless pay-for-performance
focuses on rewarding providers who are efficient
in the delivery of these services it will have little
impact on overall costs and poor quality associ-
ated with too much care.”45

Other important choices pertain to the
timeliness of rewards and the frequency with
which they are altered or updated. Collecting
compliance data takes time, but long delays
between desired behavior and rewards reduce
the value of those rewards. Some P4P pro-
grams can involve reward lags of six months or
more.46 Likewise, third-party payers may want
to update the size or other aspects of financial
rewards on the basis of new information.
However, frequent changes to performance
targets or financial incentives reduce the cer-
tainty and thus the value of those rewards.

Cost-Effectiveness
Designing a P4P program that is cost-effec-

tive is also a significant challenge. Collecting
evidence-based quality data, translating those
data into performance measures, collecting
data on provider compliance, distributing
rewards, defending penalties, and continually
updating a P4P scheme all involve significant
financial commitments. An important cost
dimension is the hidden costs that P4P might
impose by encouraging inappropriate care or
reducing access. The costs of P4P have yet to be
quantified, much less compared to the poten-
tial benefits.

Even if P4P delivered demonstrable improve-
ments in health care quality, that would not
demonstrate that P4P is worthwhile. Despite
significant health gains, many or all P4P designs

could impose even larger costs. For example, the
cost of implementing a P4P scheme could lead
private insurers to increase premiums. That in
turn could reduce access to health coverage and
lead to offsetting health losses. The problem
exists in public programs as well. The cost of
implementing P4P in Medicare could require
spending reductions that reduce the quality of
care elsewhere in the program, or higher taxes
that make it more difficult for the nonelderly to
afford coverage. In sum, the number of quality-
adjusted life-years a P4P scheme “purchases”
could be outweighed by the number of such
years lost to a combination of inappropriate
outlier care and reduced access. 

How Will Providers
Respond?

Quality-based purchasing is designed to
affect the behavior of providers for the bene-
fit of patients. Yet providers are highly suspi-
cious of P4P efforts,47 which have the poten-
tial to reduce provider incomes. The impact
of a P4P scheme will be shaped in part by
whether providers respond to financial
incentives in the desired manner. Providers
may respond in ways that defeat the exercise
and even leave some patients worse off.

Will Providers Buy In?
For financial incentives to encourage

providers to change their behavior, providers
first must believe the performance targets are
attainable. Yet many factors that influence a
provider’s ability to meet performance tar-
gets are beyond a provider’s control. For
example, outcome measures are affected by a
patient’s underlying health status. Providers
with sicker-than-average patients could be
penalized for below-average outcomes, even
if the care provided is of the highest quality.
Most efforts to judge providers on patient
outcomes are risk adjusted, that is, they
attempt to hold constant the severity of ill-
ness so that providers will not be penalized
for treating sicker patients. Risk adjustment
is meant to address the concern that “a
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provider could be rewarded and penalized
based on the patients it attracts, rather than
the quality of care it delivers.”48 Nonetheless,
“Some hospital leaders [have] expressed the
view that ‘not in the near future, nor possibly
ever, will we develop a reliable severity adjust-
ment system.’”49 Outcome measures and risk
adjustment are likely to be perennial battle-
grounds on which providers are pitted
against those seeking to measure quality.

Other patient demographics may also
influence a provider’s ability to meet perfor-
mance measures. A low-income patient is less
likely to be able to afford all the prescriptions
recommended for her multiple conditions. In
such cases, providers may rationally choose to
focus on a smaller number of affordable med-
ications that offer the greatest benefit. If a P4P
program financially penalizes such providers,
it would punish them for the type of patients
they treat, rather than their performance.

Some performance measures depend on
patient cooperation, another factor often
beyond the provider’s control. One such mea-
sure is patient participation in smoking cessa-
tion programs. Providers may have limited
ability to persuade smokers to enroll in such
programs. 

Other factors will affect providers’ receptiv-
ity to P4P schemes. Are there too many
schemes?50 If so, “a physician paid for diabetes
control one way by the government and
another way by the private sector might sim-
ply throw up his hands and ignore them
both.”51 Are they too complex? Are they
changed too frequently? Providers’ willingness
to comply with P4P standards will decline as
the number and complexity of schemes
increase. Do providers perceive the standards
to be based on reliable data? Are payers open
about the quality criteria?52 Providers’ reac-
tions to any of those factors will be magnified
by the size of the financial incentives involved,
especially if the financial disincentives include
potential losses in income.

Physicians have expressed opposition to
many potential P4P designs. The American
Medical Association has issued an official
policy on the development of P4P programs.

It states, “The primary goal of any P4P pro-
gram must be to promote quality patient
care that is safe and effective across the
health care delivery system, rather than to
achieve monetary savings.” According to the
AMA, all P4P programs must (1) be com-
pletely voluntary; (2) reimburse physicians
the cost of their participation; (3) finance
rewards with supplemental funds; (4) use
“the best-available risk-adjustment”; (5) keep
program features stable for at least two
years53; and (6) allow for deviation from
guidelines when clinically appropriate with
“minimal, but appropriate, documentation.”
In addition, P4P programs must not (1)
employ financial penalties, (2) judge individ-
ual physicians relative to one another, (3)
“threaten the economic viability of physician
practices” that do not participate, (4) judge
physicians on the basis of factors beyond
their control, or (5) limit patient access to
care.54 Opposition from the AMA is one rea-
son a P4P proposal was dropped from the fis-
cal year 2006 budget resolution.

Will Providers Revolt?
If providers believe performance standards

are too complicated or lack merit, or that they
are being penalized for factors unrelated to
their performance, they may act to undermine
P4P efforts—not necessarily without reason,
but often in ways that could harm patients. For
example, providers could exert no effort to
reach a P4P scheme’s performance targets. In
that case, patients often would receive care no
better than they would have received in the
absence of P4P. Alternatively, providers could
refuse to do business with third-party payers
who tie payment to “unreasonable” perfor-
mance measures. That response would disrupt
many patients’ access to care. Finally, providers
could respond in ways that undermine the
effectiveness of the financial incentives. Prin-
cipally, those responses involve various ways
that providers can “game the system”—preserv-
ing or increasing their incomes through tech-
nical compliance with performance measures
but without improving (and often reducing)
the quality of care. 
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Providers who believe they are being penal-
ized for variables beyond their control can be
expected to influence the variables they can
control in order to protect their incomes. One
method—patient selection—could jeopardize
many patients’ access to care. “If hospitals are
paid for good surgical outcomes, they will
want to operate only on the healthiest peo-
ple.”55 If third-party payers reward providers
on the basis of their patients’ cholesterol lev-
els, providers will select patients who are most
likely to stick to a cholesterol-lowering treat-
ment regimen. And they will avoid those, such
as low-income patients or those with multiple
chronic illnesses, who will have the most diffi-
culty complying with doctor’s orders. Those
patients could become “medical hot pota-
toes”56 who would find it increasingly difficult
to obtain care and could be relegated to low-
quality providers. 

Another method is data manipulation.57

As many as 50 percent of physicians admit
they have manipulated third-party reimburse-
ment rules to secure coverage of a particular
treatment for a patient (and payment for
themselves). As many as 70 percent of physi-
cians state they would be willing to do so
under certain circumstances.58 Physicians
report manipulating data in ways that could
easily be used to game and defeat P4P mea-
sures.59 Returning to the example of the
above-mentioned “73-year-old whose priority
is maximal energy, strength, and alertness
today and who is willing to take on an
increased risk of myocardial infarction or
stroke over the next 5 or 10 years,”60 suppose
the physician would be rewarded for prescrib-
ing the patient a statin or beta-blocker. The
physician might prescribe such medications
but counsel the patient not to fill the prescrip-
tion. The third-party payer would see only that
the physician had complied with the perfor-
mance measure. That strategy would reward
the physician yet defeat the purpose of the
financial incentive because the course of treat-
ment would not change. (Perversely, it would
be precisely because the strategy avoided the
desired behavior that it improved the patient’s
quality of care.) 

Finally, providers may be able to defeat P4P
incentives by manipulating the intensity of
care. Research has documented wide regional
variations in health care spending on similar
patients.61 Much of this spending is the result
of greater intensity of care, such as more fre-
quent hospital admissions and specialist con-
sultations. Where third-party purchasers are
blind to overuse, providers who are unwilling
or unable to meet P4P performance targets
may be able to preserve their incomes by
increasing the intensity of the care they pro-
vide. Such strategies would increase expendi-
tures while potentially reducing quality.

How Will P4P Affect Experimentation
and Learning?

Another important consideration is the
effect that financial incentives will have on
experimentation and learning. It is generally
accepted that the use of clinical evidence in
treatment decisions has been suboptimal and
that providers have traditionally relied too
heavily on the “art of medicine” or “clinical
judgment.”62 However, as discussed earlier,
clinical trials report average effects of interven-
tions on patients who are selected for their
lack of co-morbidities. Thus, while clinical evi-
dence is essential, each provider can expect to
treat some patients for whom “quality” will
not be defined by the results of clinical trials. 

In those cases, incentives to treat outliers like
average patients could discourage providers
from using their clinical judgment where it is
appropriate. In any P4P scheme, providers
arguably should be free to deviate from an
“average patient” standard when dealing with
patient subgroups for whom no evidence-based
CPGs exist. Allowing that flexibility would
enable providers to discover and disseminate
new modes of treatment that later may be scru-
tinized in clinical trials. 

Whether and how a P4P scheme creates
such flexibility will affect both provider par-
ticipation and the quality of care for outliers.
Many performance targets include some flex-
ibility. A target that rewards physicians when
90 percent of AMI patients are prescribed
beta-blockers allows physicians to deviate
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from the standard in 10 percent of cases. But
payers and providers will differ over whether
10 percent is sufficient flexibility or too little. 

What Do the Data Say 
about the Effectiveness 

of P4P?
Preserving providers’ ability to exercise clin-

ical judgment is particularly important when
one considers the lack of evidence showing
that evidence-based guidelines actually lead to
better patient outcomes. According to one
pioneer of EBM:

A fundamental assumption of EBM is
that practitioners whose practice is
based on an understanding of evidence
from applied health care research will
provide superior patient care compared
with practitioners who rely on under-
standing of basic mechanisms and their
own clinical experience. So far, no con-
vincing direct evidence exists that shows
that this assumption is correct.63

In fact, much the same can be said of the per-
formance of P4P. Although the aim of P4P is to
use evidence to drive higher-quality care, very
little evidence has been collected that shows
that P4P actually delivers on its promise. 

A 2004 survey of the literature found that
data on the effectiveness of P4P are “sparse.”64

Researchers could locate only eight random-
ized, controlled studies that measured the abil-
ity of performance-based financial incentives to
change provider behavior or to improve patient
outcomes. The results were mixed. The studies
obtained both positive and negative results
when financial incentives were targeted to indi-
vidual physicians, individual providers, and
provider groups. According to the authors,
“There was no consistent relationship between
the magnitude of the incentive and response,
and in fact the largest single incentive (the
bonus of up to $10,000) was ineffective.”65 As
noted earlier, the studies examining relative per-
formance targets, where providers lacked cer-

tainty about what would be required to obtain
the reward, obtained negative results. Two types
of financial incentives (fee-for-service payment
enhancements and bonuses) both showed
mixed results. Results were also mixed for stud-
ies that measured whether financial incentives
encouraged the use of preventive care. Insofar
as the studies provided any consistent evidence,
it was that, “in a general sense . . . incentives to
achieve performance were more effective when
the indicator to be followed required less
patient cooperation (e.g., receiving vaccinations
or answering questions about smoking) than
when significant patient cooperation was need-
ed (e.g., to quit smoking).”66 While P4P may be
a useful tool for improving health care quality,
its effectiveness at changing provider behavior
or improving outcomes has not been estab-
lished. 

Nor has the cost-effectiveness of P4P been
established. The expense of a P4P scheme is
incurred with the expectation that it will be out-
weighed by improved health and cost savings.
Yet little attention has been paid to whether
those hoped-for results are worth the cost, large-
ly because effectiveness must be established
before cost-effectiveness can be measured. 

The P4P movement proceeds from two
premises: first, that clinicians tend to under-
use evidence from randomized clinical trials
and, second, that financial incentives can
increase such use and improve the quality of
care. Yet whatever enthusiasm exists for P4P
is not derived from the type of evidence of
effectiveness that P4P enthusiasts believe
should guide clinical practice. Third-party
financial incentives remain an unproven tool
for improving health care quality at all, let
alone in a cost-effective manner.

Special Challenges Posed 
by Medicare

The preceding discussion describes diffi-
culties that confront any third-party payer
seeking to create payment incentives that
reward providers on the basis of quality.
Incorporating quality-based financial incen-
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tives into traditional Medicare poses addition-
al challenges not faced by private third-party
payers. Medicare is subject to the political
process, which increases the potential for error
at each stage of designing, implementing, and
maintaining a P4P scheme. Medicare’s size
and market dominance guarantee that the
impact of its errors (and successes) would be
magnified. Finally, since Medicare influences
the payment rates and coverage decisions of
private insurers, the impact of those choices
would also extend well beyond Medicare. 

Greater Potential for Error
Medicare’s ability to use provider-focused

financial incentives to improve quality is
encumbered by factors not faced by private
purchasers. Medicare’s patient population is
more susceptible to P4P pitfalls. The politi-
cization of Medicare’s every decision gives
that program less flexibility to design a P4P
program for the benefit of patients. Those
same forces also make it more difficult for
Medicare to correct the errors it commits.

Any harm that a P4P system could con-
ceivably cause is more likely to appear in
Medicare. Medicare’s patient base is more
susceptible than those of private insurers to
the unintended harms that can result from
P4P programs. Medicare enrollees are older
and less healthy than non-Medicare
enrollees. Close to one-third of Medicare ben-
eficiaries have four or more chronic condi-
tions, and those patients account for nearly
80 percent of Medicare spending.67 The large
number of beneficiaries with chronic condi-
tions increases the likelihood that a P4P
scheme would create incentives to mistreat
such patients and turn them into “medical
hot potatoes”68 that providers make an effort
to avoid. Those patients are at the highest
risk for the type of adverse drug interactions
that can come from strict adherence to mul-
tiple CPGs. Moreover, Medicare patients are
the most likely to have treatment goals that
differ from those assumed by CPGs and P4P
measures. As a result, a Medicare P4P effort is
more likely to create harmful financial incen-
tives than are private efforts.

Compounding those challenges is the fact
that Medicare is a creature of the political
process. The political forces that govern
Medicare will shape each phase of a P4P ini-
tiative. Insulating that process from politics
would be impossible. The choices involved
would directly affect the incomes of up to
half a million Medicare-participating physi-
cians, plus thousands of health care facilities
and manufacturers of medical products, all
of whom depend on Medicare for their liveli-
hood. The tradeoffs made in structuring a
Medicare P4P program would also affect the
quality and accessibility of care for some 40
million seniors, the tax burden of hundreds
of millions of Americans, and the availability
of federal revenues for other priorities. 

Parties with a stake in the tradeoffs involved
would seek to influence Congress, the Centers
for Medicare & Medicaid Services (CMS), and
whatever other bodies make or influence those
choices. For nearly a decade, health care has led
other sectors of the economy in terms of dol-
lars spent lobbying Congress.69 Employing P4P
financial incentives in Medicare would help
solidify that lead. That unavoidable pressure
would reduce Medicare’s flexibility to make
timely, focused, and evidence-based adjust-
ments to its payment structure and would put
upward pressure on Medicare outlays. The
politicization of quality-based financial incen-
tives can in turn be expected to politicize the
search for data to guide those incentives. Thus,
interested parties may also seek federally
financed research on modes of care that they
believe should be rewarded for being of higher
quality. 

Indeed, rent-seeking behavior will attend
every aspect of a Medicare P4P system. As do
Medicare’s payment systems broadly, a P4P
system would guarantee congressional and
administrative lobbying by providers who
seek to protect or increase their incomes, who
fear being penalized for factors beyond their
control, who don’t want to change the way
they practice, who want additional research
devoted to their modes of care, who seek to
gain advantages over their competitors, who
wish to ensure the performance measures
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can be gamed, who don’t want the P4P sys-
tem updated too frequently, and who want
only one set of performance targets set by
Medicare and adopted by private insurers.

Political pressures would also push in the
opposite direction. A Medicare P4P system
would be of perennial interest to those who
see P4P as a way to reduce Medicare outlays.
Given the future financial pressures facing
Medicare70 and the growing scarcity of feder-
al resources for other congressional priorities
(e.g., tax cuts, deficit reduction, new spend-
ing), politicians and interest groups can be
expected to exploit opportunities to squeeze
provider payments. In contrast to past reduc-
tions in Medicare provider payments, P4P
would allow future cuts to be packaged as
quality enhancing.

However, it is reasonable to predict that
provider groups and Medicare beneficiaries
would have the greatest influence over a
Medicare P4P scheme and that such a
scheme would increase Medicare outlays sig-
nificantly. Providers and seniors have a more
direct stake in how such a scheme is struc-
tured than do others. The benefits of their
preferred policies are large and concentrated
on relatively small groups that are relatively
easy to organize for political action. By com-
parison, the per capita benefits of using P4P
to constrain Medicare spending are smaller
and more diffuse. That is, those smaller ben-
efits are spread out among a larger group of
individuals that is more difficult to organize.
Trade groups often wield a disproportionate
influence over public policies that affect their
incomes and can be expected to prevail over
other interest groups more often than not.71

Providers are therefore likely to block P4P
rules that would reduce their incomes.
Likewise, Medicare beneficiaries (with the
help of provider groups) are likely to block
rules that reduce their access to care. The
likely result is that a Medicare P4P effort
would be able to create financial incentives
only by increasing outlays.

The political forces governing Medicare
would also make a Medicare P4P system
more rigid and slower to adapt than private

P4P schemes. As a result, Medicare would
take longer to correct errors than do private
third-party purchasers. 

A Medicare P4P system essentially would
build on Medicare’s administrative pricing
responsibilities. Medicare currently operates
16 different payment systems for various
types of providers and health plans. The
physician payment system alone must divine
prices for more than 7,000 distinct services in
each region of the country.72 P4P would pile
even more complexity on top of that system.
In essence, where CMS need now divine only
one quality-blind payment for a service, P4P
would require the agency to devise two pay-
ment levels: one for high-quality providers
and one for low-quality providers. 

Medicare’s administered pricing systems
have been criticized for spurring overinvest-
ment in some areas of care while reducing
access in others73 and for being slow to fix
such errors.74 Technological advances and
productivity gains in ambulatory surgical cen-
ters (ASCs) have reduced the cost of care in
those facilities. Yet Medicare payments to
ASCs have not been adjusted to account for
any such changes since 1988. This has led to a
situation in which ASCs are often paid far
more than hospital outpatient centers for the
same procedure. Moreover, ASC payments will
not be adjusted for these factors until 2008.75

The same rigidity would govern Medicare’s
administration of performance-based pay-
ments. Inaccurate data, mistargeted or miscal-
ibrated financial incentives, or perverse incen-
tives that result in low-quality care could live
on within Medicare well after a private pur-
chaser might correct the error. This is particu-
larly true where interest groups would have an
incentive to preserve Medicare’s error (e.g.,
where providers are receiving excessive finan-
cial bonuses).

A Large Wake
Not only would errors be more likely in a

Medicare P4P program, but the resulting
harms would be far more widespread than
those of similar errors by private payers. In
addition to having a higher proportion of
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patients who are likely to be harmed by the
unintended consequences of a P4P program,
Medicare covers a much larger number of
individuals than any private insurer.
Medicare is the single largest purchaser of
medical care in the United States, with 37
million elderly and disabled enrollees in tra-
ditional Medicare and another five million
enrolled in private plans. Medicare beneficia-
ries consume more medical care than the
nonelderly. Finally, they are also less able
than non-Medicare patients (or those
patients’ employers) to switch insurers if a
P4P program causes unintended harm. 

Moreover, any harms resulting from a
Medicare P4P system likely would spill over
into the private sector. Private insurers tend
to follow Medicare’s lead regarding certain
business decisions. Many private insurers
make it a policy to cover whatever services
Medicare approves for coverage. Likewise,
private insurers’ payments are often heavily
influenced by Medicare’s payment rates.76 If
the federal government creates one P4P sys-
tem for the entire Medicare program, insur-
ers would face strong incentives to adopt that
system as well. Many third-party purchasers
(including private insurers and state govern-
ments) likely would rather have Medicare
incur the costs of creating and maintaining a
P4P scheme than incur those costs them-
selves. As a result, a Medicare P4P scheme
likely would crowd out more flexible private
efforts, and any harm it created could spread
beyond the Medicare population.

How to Address the Unique
Pitfalls of Medicare P4P
P4P gives third-party payers considerable

power to influence—for good or ill—the qual-
ity of care that patients receive. The potential
for harmful errors generally, and in Medicare
in particular, suggests that at a minimum
individual patients should have the ability to
move between health plans that employ P4P.
The potential for harm can also be mitigated
by cost-sharing features that assign patients

greater financial responsibility for care ren-
dered by providers who deviate from CPGs.

Confine P4P to Private Medicare Plans
One option that would enable Medicare

beneficiaries to reap the benefits of P4P while
minimizing any harms would be to restrict
the use of provider-focused P4P incentives to
private Medicare Advantage plans. Seniors
could then select a health plan on the basis of
a number of features, including its P4P
scheme. Plans that pay for performance
would be able to market themselves on the
basis of quality and cost-effectiveness. An
enrollee could switch plans during the annu-
al open enrollment period (or perhaps more
frequently) if she and her doctor determined
that her health plan’s P4P incentives were
interfering with the quality of her care.

Confining P4P to private Medicare plans
would also create a learning process that
would allow for testing and refining P4P
strategies. Instead of creating a single set of
P4P measures and incentives, private Medicare
plans would experiment with multiple, com-
peting P4P efforts. Best practices could be
retained and emulated by other plans. As
important, the harms resulting from ill-con-
ceived financial incentives would be confined
to smaller populations, and those incentives
could be discarded sooner. Over time, all plans
would gravitate toward whatever successful
P4P strategies emerged, while keeping unin-
tended harms to a minimum.  

Preventing CMS from developing P4P
incentives for traditional Medicare is neces-
sary to create this learning process. A P4P
scheme in traditional Medicare would apply
to 37 million seniors and would effectively
crowd out private efforts to develop compet-
ing P4P programs. Private plans would be
much less likely to incur the costs involved
with P4P when they could adopt the
Medicare standards at close to zero cost.
Moreover, even when private insurers sought
to create alternative P4P programs, those
efforts would be less likely to be accepted by
providers. “In many markets Medicare and
Medicaid comprise over 65 percent of the
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payments to hospitals, and more than 80 per-
cent in some physician specialties.”77

Necessity would force providers to give high-
est consideration to Medicare’s performance
measures. Providers likely would ignore
financial incentives offered by other payers,
particularly if those incentives applied to
small patient populations or entailed high
compliance costs (roughly measured by the
degree to which a provider would have to
deviate from what Medicare requires). Even
where private P4P programs were accepted,
private payers would incur the entire cost of
implementing those programs but only reap
benefits above and beyond what Medicare’s
standards would provide for free. For the
sake of constantly improving the perfor-
mance of P4P, it is important not to create a
P4P system in traditional Medicare. 

One criticism of confining P4P to private
Medicare plans is that those plans face incen-
tives to screen out seriously ill seniors, and P4P
would give them another tool for doing so.
For example, a plan could require strict adher-
ence to CPGs without regard to co-morbidi-
ties, which would encourage seniors with mul-
tiple chronic conditions to avoid that plan.
This valid concern arises from a problem sim-
ilar to the difficulty involved in applying CPGs
to atypical patients. In each case, a third-party
payer is trying to treat an outlier as though she
were the average patient. 

Private Medicare plans face incentives to
screen out chronically ill and other high-cost
patients if and when Medicare pays plans less
than the cost of treating those patients. The
solution to screening is for Medicare to adjust
its payments on the basis of the expected
health costs of each patient. Medicare is cur-
rently refining its risk-adjustment capabilities.
A further step would be for Medicare to subsi-
dize patients directly, which would encourage
plans to compete for outliers by tailoring
offerings to those patients.

Allowing P4P only in private Medicare
plans would confine P4P to a maximum of
five million Medicare beneficiaries at present,
or 12 percent of enrollees. However, the reach
of P4P could be expanded—and the refine-

ment of P4P tools accelerated—by encourag-
ing more Medicare beneficiaries to enroll in
private plans. The bipartisan premium sup-
port proposals78 advanced in late 1990s
would encourage greater private plan enroll-
ment and would give individual seniors a
stake in evaluating the cost-effectiveness of
P4P strategies, as well as health plans overall. 

Use Patient-Focused Financial Incentives
Pay-for-performance, where third-party pur-

chasers offer financial incentives to providers, is
a tool of unknown value. Much more research
is necessary before payers can know whether
and where P4P will change providers’ behavior
and improve patient outcomes. Thus, it is
important that payers not focus solely on this
approach. Other measures may also induce
providers to improve the quality of care. 

One possibility is financial incentives that
increase patients’ interest in high-quality
care. Most P4P initiatives attempt to influ-
ence the behavior of providers. A weakness of
this approach is that it does not involve the
patient—in fact, patients could be completely
unaware of the financial incentives that
affect the care they receive. Engaging the
patient in the pursuit of quality could edu-
cate patients about superior modes of care,
have a greater influence on provider behav-
ior, and still allow patients to avoid the
harms that may result from hidden financial
incentives targeted to providers.

The same sort of data that third-party pay-
ers use to create financial incentives for
providers could be used to create financial
incentives that encourage patients to demand
higher-quality care. Payers could adjust out-of-
pocket exposure such that patients who
receive recommended care would face lower
out-of-pocket costs, while those who do not
would face higher out-of-pocket costs. 

Patients would soon know whenever a
provider was not adhering to the plan’s qual-
ity guidelines because that deviation would
affect the patient’s pocketbook. In such
cases, a dialogue between the patient and
provider (and perhaps the health plan) would
ensue. Both the price signals offered by the
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plan and the subsequent dialogue would lead
to better-educated patients who would help
drive quality improvements. 

Finally, patient-focused financial incentives
would offer protection to patients who might
be inadvertently harmed by inappropriate
provider-focused incentives. When the finan-
cial incentives are targeted to the patient, they
are transparent. When a patient and her
provider disagree with the health plan’s recom-
mendations, they would be free to disregard
the recommendations and pay the higher coin-
surance. Because such tiered coinsurance
would keep the locus of decisionmaking at the
level of the patient, it may be more appropriate
for traditional Medicare than are provider-
focused incentives.

Patient-focused financial incentives would
face some difficulties similar to those facing
provider-focused incentives. For example,
health plans would have to take steps to
ensure that patients with co-morbidities and
other clinical outliers would not be penalized
for choosing appropriate care that happens to
deviate from the standard. In addition,
patients without the means to pay higher
coinsurance would be in the same position as
a patient whose care is influenced by provider-
focused financial incentives that she can nei-
ther control nor see. Nonetheless, patient-
focused financial incentives are another arrow
in the quiver of third-party purchasers (includ-
ing Medicare) and offer benefits that provider-
focused incentives do not.

Conclusion

America’s health care sector is marked by
substantial variations in health care quality.
The purchasing power of large third-party
payers—such as Medicare—presents an oppor-
tunity to encourage low-performing providers
to improve the quality of care they deliver. Pay-
for-performance offers a way to steer providers
toward modes of care that have been demon-
strated to improve patient health.

However, P4P is an unproven tool with
significant potential pitfalls. Developing,

implementing, and maintaining the finan-
cial incentives required to steer provider
behavior are not straightforward tasks. Any
number of errors—including false or misin-
terpreted data and mistargeted or miscali-
brated financial incentives—could inadver-
tently encourage low-quality care or reduce
access to care. Even when financial incentives
are based on accurate data, not all patients
hew to the mean. Encouraging providers to
treat each patient as though she were the
average patient can harm outliers.

The potential for error that exists in any
P4P effort would be magnified in traditional
Medicare. The political forces that govern
Medicare increase the potential for error and
would increase the duration of such errors.
Many seniors would have difficulty avoiding
the resulting harms, given that traditional fee-
for-service Medicare is often the only game in
town. Moreover, the introduction of P4P into
traditional Medicare likely would crowd out
private efforts to develop P4P financial incen-
tives. As they do with regard to coverage deter-
minations and provider reimbursements, pri-
vate insurers would face strong incentives to
follow Medicare’s lead. That would unneces-
sarily constrict experimentation and competi-
tion among P4P schemes.

A better approach to introducing P4P into
Medicare would be to restrict the use of
provider-focused financial incentives to pri-
vate Medicare plans. Doing so would allow
patients to avoid P4P designs that create per-
verse incentives and would allow private plans
to experiment and learn from each other’s suc-
cesses and failures. Moreover, it would offer
the benefits of P4P to Medicare enrollees with-
out having traditional Medicare create a de
facto national P4P program. If traditional
Medicare is to use financial incentives to drive
quality, those incentives would be better tar-
geted to individual patients. In either case, the
ultimate locus of decisionmaking would be at
the level of the individual.

The potential risks of broadly applicable
P4P systems are serious enough that those
adversely affected should have the right to opt
out of those systems—and perhaps the respon-
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sibility of bearing the cost of that choice.
Moreover, P4P holds enough promise that
special interests should not be able to stymie
its development through political pressure.
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