
Fast Facts
▲ More than 100 health care

pay-for-performance initia-
tives are up and running in
the U.S. 

▲ Pay-for-performance pro-
grams are gaining in populari-
ty because of employer and
government frustration with
rising health care costs and
because of persistent defi-
ciencies in U.S. health care.

▲ About half of pay-for-per-
formance initiatives include
some measures related to the
adoption of health informa-
tion systems into clinical
practice. 

▲ Early results are promising in
a CMS pay-for-performance
demonstration project involv-
ing more than 260 hospitals.
Average improvement across
33 clinical indicators was 6.6
percent in the first nine
months.

▲ A collaboration of California
health plans has already paid
physician organizations more
than $60 mill ion in perform-
ance-based bonuses. 

Pay-for-Performance: 
A Promising Start Feb rua r y  2006

I n a landmark 2001 report, “Crossing
the Quality Chasm: A New Health

System for the 21st Century,” the Institute
of Medicine (IOM) declared the U.S.
health care system to be “in need of funda-
mental change.” Among the many ail-
ments cited was the failure to “align pay-
ment incentives” with quality improve-
ment. It urged purchasers, regulators, and
others to create “an environment that fos-
ters and rewards improvement.” 

In the years since the release of the
IOM report, a variety of stakeholders have
worked to implement changes in both the
public and private sectors. A major focus
of these efforts has been the development
of payment incentives and rewards loosely
gathered under the umbrella of “pay-for-
performance” (or “P4P”). The Centers for
Medicare and Medicaid Services (CMS),
large employers, business coalitions, health
plans and others have implemented a vari-
ety of approaches that seek to reward
improvements in quality and high per-
formance by hospitals, physicians, medical
groups, and others.

More than 100 P4P programs were
operating nationwide as of September
2005. The Bush Administration is pursu-
ing a series of demonstration projects to
test the value and efficacy of P4P in the
vast Medicare program. Several P4P pro-
posals have been introduced in Congress
to apply the concept more broadly. 

What is Pay-For-
Performance?
Pay-for-performance sets differing pay-
ment levels for providers of care based on
their performance on measures of quality
and efficiency.

Since the 1980s, many health plans
have been reporting performance using the
Health Plan Employer Data Information

Set (HEDIS), which measures how well
evidence-based medicine is delivered rela-
tive to national or regional benchmarks.
Research has shown that reporting such
data and making the results public leads to
significant improvements in performance.
This approach, known as the “accountable
health plans model,” forms the basis of
many P4P efforts today.

Some P4P programs—often focusing
on physicians—have been initiated by
health plans; others have been the brain-
child of large employers. In either case,
P4P in the private sector has usually
offered the promise of additional money if
providers or provider groups achieve a cer-
tain level of performance. 

Why Pay-For-Performance?
P4P programs are becoming popular in
part because of persistent deficiencies in
quality in the U.S. health care system. For
example, a 1999 IOM report estimated
that as many as 98,000 Americans die
each year as a result of avoidable patient
safety errors. 

“These are preventable deaths,” says
David Colby, deputy director of research
and evaluation at The Robert Wood
Johnson Foundation. “Quality is a sys-
tem problem .... We need to use all the
tools in our toolbox to improve quality
of care,” he adds. 

P4P is also driven by purchasers’ frustra-
tion with the rapid rise in health care costs.
“Employers and investors should be interest-
ed because we're all desperate to contain
health care costs," says Suzanne Delbanco,
chief executive of the Leapfrog Group, 
a network of more than 170 private employ-
ers and health care buyers. 

Finally, P4P is motivated by a strong
belief that current payment systems not
only fail to reward or encourage quality,
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but sometimes penalize it. Many payment sys-
tems still pay physicians a fee for each service
that is rendered. For example, under a fee-for-
service payment system, a physician who fol-
lows evidence-based guidelines and performs
fewer services may receive less money.

“We do not have a neutral payment system
today. We have a payment system that actually
rewards poor performance,” says Margaret
O’Kane, president of the National Committee
for Quality Assurance (NCQA).

P4P aims to change that. In order to ensure
that P4P programs appropriately reward better
performance, however, additional work is need-
ed to identify the best ways of making perform-
ance-based payments and develop guidelines for
doing so. Inappropriately designed P4P initia-
tives can easily result in undesirable, adverse
consequences. For example, providers who serve
more challenging populations may have a hard
time meeting performance goals if patients do
not take medications as indicated or if patients
refuse, or cannot afford, recommended treat-
ments. (See box, “Some Advice on Designing
P4P Programs.”)

Not everyone supports the concept of pay-
for-performance. Critics have questioned why
Medicare or any other payer needs to pay more
for good quality. Skeptics suggest that payment
incentives may simply reward already high-per-
forming providers. 

An October 2005 JAMA article showed only
modest or no performance increases in clinical
quality care for three measures, for which
physicians received bonus payments for
improved quality. The study showed that those
physicians who already performed above the
performance threshold improved the least, yet
received the bulk of the bonus payments. This
finding may lead to modification of P4P mod-

els so that they pay for improvement rather
than (or in addition to) achievement of an
objective score.  

Private Sector Leadership
As noted, much of the momentum for P4P 
has come from the private sector. As of mid-
September 2005, more than 100 P4P programs
were operating around the country. 

One of the more notable P4P efforts is the
Bridges to Excellence (BTE) program sponsored 
by several large employers. BTE currently is oper-
ating in Cincinnati, Louisville, Massachusetts and
Albany/Schenectady, and is moving into DC/
Maryland/Virginia, Minnesota and Georgia.  

Jeffrey Hanson is regional health care manager
for Verizon Communications and president of the
BTE board. Hanson notes that BTE uses three
physician recognition programs devised by NCQA
to recognize high-performing doctors who provide
diabetes and cardiac care, and to recognize physi-
cian practices that use health information technol-
ogy to improve outcomes.  Physicians achieving
recognition in the NCQA programs are then eligi-
ble for P4P payments.  BTE studies show that
physicians recognized by NCQA provide diabetes
care at 15 percent to 20 percent less cost than
doctors not recognized by NCQA. Nationally,
only 1 percent of doctors are recognized. 

In California, the Integrated Healthcare
Association (IHA), a coalition of health plans,
has begun a P4P program to provide medical
groups with incentive payments based upon 
performance against quality benchmarks. 
Thirty-four organizations make up the IHA,
including most major California health plans.

Currently 35,000 California doctors (who 
are responsible for 6.2 million patients per year)
are involved in the IHA program, says Ron
Bangasser, M.D., one of the leaders of that pro-
gram. By the end of 2005, IHA had paid out an
estimated $62 million to its participating physi-
cian groups.  

In the hospital realm, the Leapfrog Hospital
Rewards Program offers public recognition and a
variety of bonus payments to hospitals that report
data on five clinical areas. Together the five areas
represent 20 percent of inpatient spending for all
private patients (i.e., those not covered by public
programs such as Medicare or Medicaid) and 33 
percent of private admissions.   

Growing Public Sector Interest
The initial successes of private sector P4P pro-
grams have stirred interest in the concept by

Some Advice on Designing P4P
Programs

“The primary issue is one of trust…(enhanced by) wherever possible, con-
sensus decision-making…” —Terris King, CMS 

“There has to be a trust, a feeling that it's done in the right way. You’re
going to get huge pushback from physicians if they don’t feel that they’re
involved…” —Ron Bangasser, M.D., Integrated Healthcare Association 

“Physician involvement is necessary but you can’t turn (the whole P4P
process) over to those being measured.”

—Margaret O’Kane, National Committee for Quality Assurance

 



February  2006 3Pay-for-Performance: A Promising Start

Congress and the Bush Administration.
Congress took an important step toward use of
P4P in Medicare when, as part of the Medicare
Modernization Act of 2003 (MMA), lawmakers
included provisions encouraging hospitals to
report a set of 10 quality measures. Hospitals
that report such measures are given a full “mar-
ketbasket” update in their payment rates for the
year. Those that do not report receive only the
marketbasket rate minus 0.4 percent. 

That financial incentive has led more than 98
percent of participating Medicare hospitals to
report all 10 measures. Recently CMS has begun
publishing the results of those measures on its
website—www.medicare.gov. Early results are
encouraging. CMS reported in May 2005 that
quality of care “improved significantly” at hospi-
tals participating in the program. 

In the future, CMS plans to tie a part of the
annual hospital update to actual performance.
In FY2008, for instance, payments to hospitals
will be reduced for Medicare patients who
acquire an infection while in the hospital. A
broader P4P Medicare program will be imple-
mented in FY2009. 

CMS Administrator Mark McClellan has been
a strong P4P booster. “Medicare needs to move
away from a system that pays simply for more
services, regardless of their quality or impact on
patient health … to a system that instead
encourages and rewards efficiency and high qual-
ity care for the Medicare program and its benefi-
ciaries,” McClellan told the House Ways and
Means Health Subcommittee in July 2005. 

The Medicare Payment Advisory Commission
(MedPAC), an independent federal body that
advises Congress on issues affecting the Medicare
program, has also recommended that Medicare
adopt a robust P4P strategy. 

But moving from a system that pays largely based
on volume to one that pays based on performance
will be difficult, says Terris King, the CMS standards
and quality deputy. Keys to success include working
with stakeholders (including beneficiaries, providers,
measurement experts, and others), selecting or
developing quality measures, collecting and analyz-
ing the data using these measures and then identify-
ing needed improvements.  

CMS is already using its demonstration project
authority to test some of the concepts of P4P. The
MMA included authority for a three-year pay-for-
performance demonstration program with physi-
cians to focus on “the adoption and use of health
information technology and evidence-based out-
comes measures for continuity of care.”

Early results from one of these projects, the
Premier Hospital Quality Incentive Demon-
stration, show that a pay-for-performance program
produced measurable improvement. The average
improvement across 33 indicators in five clinical
areas was 6.6 percent, Premier reported, for the
more than 260 hospitals participating. (See
graph—“Early Results for CMS/Premier P4P
Demonstration Project.”)   

Hospitals scoring in the top 20 percent for a
given set of quality measures will receive bonus
payments. In the third year of the demonstration,
those hospitals that do not meet a prescribed
score on quality measures will be subject to
reductions in payment.

Congress is also considering proposals to
expand this approach nationwide.  

Challenges Ahead
Speakers at the Alliance/Robert Wood Johnson
Foundation briefing agreed that multiple challenges
must be overcome to make P4P programs a sustain-
able success. All agreed physician acceptance of the
concept and the measures is critical.  

But already some physician groups have raised
objections to a voluntary CMS reporting program,
under which some physicians began reporting on 16
quality measures in January 2006. The American
Medical Association and the Medical Group
Management Association have voiced concerns that
the program imposes onerous administrative bur-
dens without providing extra reimbursement for col-
lection of the new data.  

AMI = acute myocardial infarction   CABG = coronary artery bypass graft
CAP = community-acquired pneumonia    HF = heart failure
HIP = hip and knee replacement surgery

SOURCE: Premier Inc. (www.premierinc.com/all/quality/hqi)
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Such concerns pertain not only to
physicians but also to health plans, hos-
pitals, home care agencies, nursing
homes, community clinics and other
providers. Across all settings where
patients are cared for, proponents of P4P
must come up with good answers to
questions such as:

▲ How big does the bonus or penalty need
to be to make a difference in quality?

▲ Will provider incentives be sufficiently
high to promote appropriate utilization
without creating incentives to over or
underutilize specific services?  

▲ What information technology systems
should providers adopt in order to best
comply with P4P guidelines, and who
should pay for this technology?

▲ What adjustments should be made to
P4P systems designed for medical spe-
cialists vs. non-specialists, home care vs.
hospital care or nursing home care,
providers in low-income communities
vs. providers in wealthier communities?

▲ To what extent should P4P programs
reward improvement as well as achieve-
ment, so that high performing providers
continue to have an incentive to
improve and low performers are not
penalized for a willingness to service
more challenging populations?

In a relatively short time, pay-for-per-
formance has become a serious part of the
ongoing debate over how to rein in costs
while improving the quality of care—
whether purchased by the government or
private industry. The bottom line question:
As P4P is enlisted in pursuing the often-
contradictory goals of higher quality and
lower cost, will the rewards of P4P ulti-
mately justify the costs of implementation?

(For the sources used in this publication, click on
the title of this issue brief at www.allhealth.org under
“Publications.”)

(Note: If you would like the meaning of “evidence-
based medicine,” “marketbasket" and other terms used
in discussing pay-for-performance, please go to 
www.allhealth.org/sourcebook2004/pdfs/glossary.pdf ). 
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