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■■ America’s health care system is 
in genuine need of robust quality 
improvement. Efforts to improve 
quality over the past several 
decades have been only moder-
ately successful and insufficient 
to bring about widespread and 
meaningful change.
■■ The Patient Protection and 
Affordable Care Act introduces 
several pay-for-performance 
programs to Medicare in an 
effort to bring about higher qual-
ity in health care and improve 
value in the system.
■■ The pay-for-performance model 
is not the right way to improve 
quality. This model has proved 
unsuccessful in the past, and 
introduces several perverse 
incentives into the practice of 
medicine.
■■ Congress should pursue market-
driven reforms of Medicare and 
the rest of the health care system 
in order to realign incentives for 
providers and insurers with those 
of the patient, thereby rewarding 
players in the system that strive 
toward high-quality, lower-cost 
care.

Abstract
The Patient Protection and Affordable Care Act of 2010 (Obamacare) 
creates several new Medicare programs intended to improve health 
care quality, using “pay-for-performance” payment strategies to put 
financial pressure on medical providers. In such programs, reim-
bursement reflects provider performance on metrics based on adher-
ence to certain care processes, scores on patient satisfaction surveys, 
or patient outcomes. The rationale behind pay for performance is the 
result of a real problem: Payment for medical services, particularly by 
the large government health programs, does not reflect value or ben-
efit for patients. To address this issue, the United States should move 
toward a genuine market-based payment system, rather than simply 
perpetuating flawed financing structures.

The Patient Protection and Affordable Care Act (PPACA) of 2010 
creates several new Medicare programs intended to improve 

health care quality, using “pay-for-performance” payment strat-
egies to put financial pressure on medical providers. In such pro-
grams, reimbursement reflects provider performance on quality 
metrics based on adherence to certain care processes, scores on 
patient satisfaction surveys, or patient outcomes.

The rationale behind pay for performance is the result of a real 
problem: Payment for medical services, particularly by the large 
government health programs, does not reflect value or benefit 
for patients. To address this issue, the United States should move 
toward a genuine market-based payment system that would lead 
physician and hospital payment to reflect quality naturally, rather 
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than simply perpetuating flawed financing struc-
tures. Current arrangements encourage doctors and 
hospitals to do more tests and procedures, and they 
often receive even higher pay when patients experi-
ence complications.

Improving value in hospital care is 
a natural imperative for health care 
reform, but the value-based purchasing 
program in the PPACA is a flawed 
strategy for achieving this goal.

The new Medicare initiatives contained in the 
PPACA, or Obamacare, fail to alter the systemic fac-
tors that are responsible for quality issues in the first 
place. They are thus unlikely to have the desired 
effects on provider behavior. Meanwhile, there are 
many instances in which pay-for-performance ini-
tiatives can even adversely impact patient care or 
decrease quality. Members of Congress, who enact-
ed these measures, should rethink this strategy and 
the role of the federal government in guiding health 
policy, with a view to realigning incentives in order 
to secure higher quality and better value.

Pay-for-Performance  
Programs in Obamacare

The Medicare pay-for-performance programs 
enacted in the PPACA pay individual providers based 
on their past performance. This strategy to improve 
health care quality has been tried, discussed, and 
debated among health policy analysts over the past 
decade. The concept appears to be a logical approach, 
and its presentation even suggests that it is rooted in 
free-market ideas. It is grounded in the notion that 
providers should compete against each other based 
on quality and the overall value of their services, and 
that payment for health care services should reflect 
value, not volume. Such objectives would be natural-
ly achieved in a free market, if one existed today in 
health care.

In fact, however, the Medicare pay-for-perfor-
mance strategy is not market-driven; it is a strat-
egy to replace the function of a market with gov-
ernment management of health care delivery. This 
approach will not solve the problem of sluggish qual-
ity improvement; nor will it drive patients to better 

value care. It will, however, introduce perverse new 
incentives into the delivery of health care that direct 
resources away from real improvement and even 
harm quality.

1. The In-Patient Value-Based Purchasing 
Program. Value-based purchasing is Obamacare’s 
main pay-for-performance quality-improvement 
mechanism. The program began in October 2012 
and is intended to financially incentivize hospital 
performance improvement by reducing Medicare’s 
diagnosis-related group (DRG) payments for all hos-
pitals, then redistributing the savings according to 
hospital performance. Hospital performance scores 
reflect overall achievement compared to other hos-
pitals, as well as improvement from year to year. The 
quality measures that are used to rank hospitals are 
drawn from Medicare’s pay-for-reporting program, 
which went into effect in 2004 and serves as the pre-
cursor to value-based purchasing. In its first year, 
value-based purchasing measured performance 
with 12 indicators of clinical processes that reflect 
adherence to treatment guidelines, as well as the 
results of patient-satisfaction surveys. In the second 
year of value-based purchasing, emphasis on adher-
ence to process indicators will be reduced by includ-
ing measures of outcomes, including mortality rates.

 Improving value in hospital care is a natural 
imperative for health care reform, but the value-
based purchasing program in the PPACA is a flawed 
strategy for achieving this goal. Evidence shows that 
the strategy is ineffective at improving outcomes, 
despite its moderate effect on process adherence. 
The program is rife with incentives for hospitals to 
focus on improving their performance scores with-
out actually improving the quality of patient care, 
and its narrow focus will lead hospitals to direct 
resources to narrow areas of care, reducing the level 
of improvement in other areas of need.

The Premier Hospital Quality Incentive Dem-
onstration. The best example of how value-based 
purchasing will impact health care is the Premier 
Hospital Quality Incentive Demonstration, which 
began in 2003. Under the demonstration, Medicare 
offered financial incentives for high performance on 
measures related to five common conditions. Of the 
34 quality indicators used, 27 measured processes 
and seven measured outcomes. The program went 
through two iterations; from 2003 to 2006, only 
the highest-achieving hospitals received bonus pay-
ments; thereafter, hospitals were rewarded for both 
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high achievement and improvement, a process simi-
lar to today’s value-based purchasing program.

Both independent studies and the Congressional 
Budget Office (CBO) concluded that the Premier 
demonstration showed no evidence of improving 
outcomes, as measured by 30-day mortality rates, 
and had no significant impact on Medicare spend-
ing.1 In addition, the changes to the program made 
in 2006 were intended to encourage low perform-
ers to improve, even though they might not be able 
to surpass already high-performing institutions. 
Value-based purchasing is modeled after this second 
iteration, even though studies show it did not have 
its intended effect.2

While participating hospitals did improve their 
performance on process measures, by the end of the 
demonstration, the rest of the nation’s hospitals had 
also improved following the introduction of required 
Medicare hospital quality reporting in 2004. After 
five years, one study shows, performance at partici-
pating and non-participating hospitals was “virtual-
ly identical.”3 Regarding the Premier demonstration, 
the CBO concluded, “The best available evidence 
indicates that the demonstration was responsible for 
small increases in quality of care and that most of 
the increases in quality that occurred at the partici-
pating hospitals would have occurred in the absence 
of the demonstration.”4 Ironically, then, a program 
designed to improve quality using evidence of what 
works is grounded in little evidence that it itself will 
work.

Payment reflects patient characteristics. Beyond 
the likelihood that it will be ineffective, value-based 
purchasing has the potential to actually harm the 
quality of patient care. Performance scores are cal-
culated based on both overall achievement, relative 
to other hospitals, and improvement relative to the 

same hospital’s score in previous years. This is done 
to avoid penalizing safety-net hospitals, teaching 
hospitals, and other providers that may score low 
on quality metrics because of the complex cases and 
demographics of their patients. Punitive reimburse-
ment for these low-ranked hospitals could reduce 
the resources available for investment in quality 
improvement, reducing quality and increasing out-
come disparities among different races and ethnic 
groups.

Nevertheless, the methodology for calculat-
ing value-based purchasing performance weights 
achievement higher than improvement, putting 
low-performance hospitals and those serving cer-
tain patients at a distinct disadvantage. For hospital 
achievement, the program measures all participants 
equally; in other words, a certain level of achieve-
ment at one hospital would be scored equal to the 
same level of achievement at a different hospital. 
The same is not true for scoring improvement. As 
Drs. William Borden and Jan Blustein explain, hos-
pital improvement on quality metrics is measured 
according to an “elastic ruler,” such that “initial 
low-performing hospitals have a wider improve-
ment range and, thus, need a greater absolute score 
increase to achieve the same improvement score as 
an initial high-performing hospital.”5

If low performance on quality metrics is influ-
enced by patient demographics and case complex-
ity, then, logically, the reverse is also true. Hospitals 
serving healthier, wealthier patients and provid-
ing less complicated care may perform better and 
receive bonus payments, not due to better quality, 
but due to “better” patients. Even in its first year, a 
disproportionate number of physician-owned and 
specialty hospitals were among the top-perform-
ing hospitals across the nation. Critics of these care 

1.	 Andrew M. Ryan, “Effects of the Premier Hospital Quality Incentive Demonstration on Medicare Patient Mortality and Cost,” Health Services 
Research, Vol. 44, No. 3 (June 2009), pp. 821–842, http://www.ncbi.nlm.nih.gov/pmc/articles/PMC2699910/ (accessed September 26, 2013), 
and Lyle Nelson, “Lessons from Medicare’s Demonstration Projects on Value-Based Payment,” Congressional Budget Office Working Paper, 
January 2012, http://www.cbo.gov/sites/default/files/cbofiles/attachments/WP2012-02_Nelson_Medicare_VBP_Demonstrations.pdf  
(accessed September 26, 2013).

2.	 Andrew M. Ryan, Jan Blustein, and Lawrence P. Casalino, “Medicare’s Flagship Test of Pay-for-Performance Did Not Spur More Rapid Quality 
Improvement Among Low-Performing Hospitals,” Health Affairs, Vol. 31, No. 4 (April 2012), pp. 797–805,  
http://content.healthaffairs.org/content/31/4/797.full.pdf (accessed September 26, 2013).

3.	 Rachel M. Werner, Jonathan T. Kolstad, Elizabeth A. Stuart, and Danial Kolsky, “The Effect of Pay-for-Performance in Hospitals: Lessons for 
Quality Improvement,” Health Affairs, Vol. 30, No. 4 (April 2011), pp. 690–698.

4.	 Nelson, “Lessons from Medicare’s Demonstration Projects on Value-Based Payment.”

5.	 William B. Borden and Jan Blustein, “Valuing Improvement in Value-Based Purchasing,” Circulation: Cardiovascular Quality and Outcomes,  
Vol. 5 (2012), pp. 163–170, http://circoutcomes.ahajournals.org/content/5/2/163.long#cited-by (accessed September 26, 2013).

http://www.ncbi.nlm.nih.gov/pmc/articles/PMC2699910
http://www.cbo.gov/sites/default/files/cbofiles/attachments/WP2012-02_Nelson_Medicare_VBP_Demonstrations.pdf 
http://content.healthaffairs.org/content/31/4/797.full.pdf
http://circoutcomes.ahajournals.org/content/5/2/163.long
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delivery models blamed their high performance 
scores on the patient population they serve and have 
called for their exclusion from the program as a 
result of their high performance.6

But the problem is not physician-owned and spe-
cialty hospitals. These institutions often do deliver 
better value due to their ability to streamline care, 
increasing efficiency, and offering quality care at 
lower prices than general hospitals. The problem 
is value-based purchasing itself; if the program 
penalizes hospitals for taking care of sicker, poorer 
patients and rewards those serving the opposite, its 
measures do not solely reflect the quality of care pro-
vided by hospitals; they reflect patient characteris-
tics. Paying hospitals differentially will not improve 
value unless hospitals assuming responsibility for 
more complicated cases receive more payment, and 
hospitals that care for less complicated patients are 
paid less to reflect proportionate gains in efficiency. 
As Harvard researchers explain, “If the business 
model of general hospitals today can be separated 
into its component value propositions with distinct 
business models of care delivery, and the payment 
system properly rewards each for their work, what 
seems to be cherry picking today will in reality be 
recognized as the efficient distribution of resourc-
es.”7 This is impossible under a system of adminis-
trative pricing, such as the traditional Medicare pro-
gram, even with value-based modifications.

Perverse incentives detract from real quality. The 
measures used in the first year of value-based pur-
chasing reflected areas of care where performance 
was already high due to years of quality report-
ing by Medicare. Under the new program, mea-
sures are to be removed once they become “topped 
out”—meaning when there is little room left for sig-
nificant improvement. Officials at the Centers for 
Medicare and Medicaid Services (CMS) explain that 
these measures are to be removed in order to avoid 

unintended consequences, including “inappropriate 
delivery of a service to some patients (such as deliv-
ery of antibiotics to patients without a confirmed 
diagnosis of pneumonia), unduly conservative deci-
sions on whether to exclude some patients from the 
measure denominator, and a focus on meeting the 
benchmark at the expense of actual improvements 
in quality or patient outcomes.”8

 Even so, for 11 of the 12 clinical care process indi-
cators used in 2012, the achievement threshold was 
greater than 90 percent, meaning that hospitals 
must adhere to the indicator 90 percent of the time 
to receive any bonus at all. Since payment depends 
on hospital scores for this narrow subset of quality 
metrics, the program encourages large investments 
to achieve relatively insignificant improvements, 
solely to obtain a moderately improved score. The 
small amount of improvement possible from this 
kind of endeavor would not likely have a significant 
benefit for patients. According to Tufts Medical 
Center researchers, “A hospital with 97.5% compli-
ance may be penalized, and it may take a significant 
financial expenditure and use of staff resources to 
increase that compliance from 97.5% to 98.5% with 
minimal or unclear gains to patients.”9

For many hospitals, improving in the measured 
areas of care reduces time and resources that could 
be invested in areas of care in greater need of atten-
tion. Conversely, removing topped-out measures 
might allow high performance to diminish over time, 
as attention moves to performance on new measures. 
The Kaiser Permanente health system experienced 
performance decline for diabetic retinopathy and 
cervical cancer screenings between 1997 and 2007, 
following the removal of financial incentives for per-
formance on these measures of care.10

Finally, a narrow focus on quality measures can 
harm quality by incentivizing care that is not appro-
priate for certain patients. A number of current 

6.	 Jordan Rau, “Doctor-Owned Hospitals Prosper Under Health Law,” Kaiser Health News, April 12, 2013,  
http://www.kaiserhealthnews.org/Stories/2013/April/12/doctor-owned-hospitals-quality-bonuses.aspx?p=1 (accessed September 26, 2013).

7.	 Clayton M. Christensen, Jason Hwang, and Jerome H. Grossman, “Disrupting the Hospital Business Model,” Forbes.com, March 31, 2009, 
http://www.forbes.com/2009/03/30/hospitals-healthcare-disruption-leadership-clayton-christensen-strategy-innovation.html  
(accessed September 26, 2013).

8.	 “Medicare Program; Hospital Inpatient Value-Based Purchasing Program,” Federal Register, Vol. 76, No. 88 (May 6, 2011), p. 26496,  
http://www.gpo.gov/fdsys/pkg/FR-2011-05-06/pdf/2011-10568.pdf (accessed September 26, 2013).

9.	 Adam Weston, Kathleen Caldera, and Shira Doron, “Surgical Care Improvement Project in the Value-Based Purchasing Era: More Harm than Good?” 
Quality Improvement, Vol. 56, No 3 (2013), pp. 424–427, http://cid.oxfordjournals.org/content/56/3/424.long (accessed September 26, 2013).

10.	 Ibid.

http://www.kaiserhealthnews.org/Stories/2013/April/12/doctor-owned-hospitals-quality-bonuses.aspx?p=1
Forbes.com
http://www.forbes.com/2009/03/30/hospitals-healthcare-disruption-leadership-clayton-christensen-strategy-innovation.html
http://www.gpo.gov/fdsys/pkg/FR-2011-05-06/pdf/2011-10568.pdf
http://cid.oxfordjournals.org/content/56/3/424.long
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measures were initially introduced under the Surgical 
Care Improvement Project (SCIP) in 2006. Under this 
and programs like it, according to Tufts researchers,

measures are rolled out before their full impact 
is assessed, using live hospitals as the testing 
ground and relying on the individuals trying to 
comply with these measures to troubleshoot. 
When issues do arise that require the measures 
to be changed, response times are invariably at 
least 6 months; meanwhile patients may be at 
risk, and measures are consistently failed…. At 
our institution, even a small number of misses 
can result in major losses in compensation.11

Under SCIP, the initial measures were too rigid to 
dictate sensible decision making in many clinical sit-
uations. For example, one quality measure indicated 
use of one class of antibiotic to prevent surgical infec-
tion and another if the patient was allergic to the 
first-line choice. The alternative drug, however, had 
the potential for severe side effects. A third, unlist-
ed class of antibiotic might have been more appro-
priate, pitting physicians’ choices among one drug 
that would cause an allergic reaction, another with 
potential for severe side effects, or a third that may 
work better for the patient but would lower the qual-
ity score. While the specific measures used in SCIP 
have since been refined, similar experiences are to be 
expected with greater reliance on quality metrics for 
defining and rewarding quality in medicine.

Insufficient financial gain to drive quality improve-
ment. As one study predicted, the financial amounts 
of even the largest value-based purchasing bonuses 
and penalties are fairly insubstantial, amounting in 
most cases to less than 1 percent of Medicare pay-
ment.12 This makes it doubtful that value-based 
purchasing will be able to drive the change needed 
in care delivery. The balance between the cost of 
investing in quality improvement and the financial 
benefit is likely to be even less attractive to hospitals 
where performance on quality metrics is already low 

and improvement would require significant invest-
ment. While the size of the incentive payment will 
increase as the program moves forward, so will the 
breadth and complexity of the quality measures 
used to assess performance. As a result, despite the 
potential for perverse and unintended consequenc-
es, value-based purchasing will still prove an insuf-
ficient driver of change.

2. The Hospital Readmissions Reduction 
Program. The Hospital Readmissions Reduction 
Program (HRRP) is a variation of the pay-for-per-
formance strategy. Rather than offering incentive 
payments, it penalizes hospitals with high 30-day 
readmission rates for three conditions. Penalties 
are determined based on a comparison of a hospi-
tal’s performance to the national average, adjusting 
for clinically relevant factors, such as patient demo-
graphics, comorbidities, and patient frailty. Read-
mission rates are calculated using discharge data for 
each hospital from the three years prior to the year 
in which the penalty is assessed. In the first year of 
the program, which began in October 2012, the max-
imum penalty was 1 percent of total Medicare reim-
bursement; in 2013, it will increase to 2 percent, and 
in 2014, to 3 percent. In the first year, roughly two-
thirds of hospitals were penalized.

Readmission rates reflect external factors. The 
goal of the HRRP is to reduce readmissions, which 
are considered an indicator of poor quality of care. 
However, like many other outcome measures, the 
quality of hospital care is not solely responsible for 
high readmission rates, which also reflect a patient’s 
socioeconomic status, complexity of illness, and the 
availability of other health resources in the com-
munity. Despite the attempt to adjust for factors 
that fall outside hospitals’ control, concerns remain 
that providers caring for sicker, poorer patients are 
disproportionately penalized under the program. 
One study has already shown that in the first year 
of the program, a higher percentage of the penal-
ized hospitals were large hospitals, teaching hospi-
tals, and safety-net hospitals.13 As with value-based 

11.	 Ibid.

12.	 Rachel M. Werner and R. Adams Dudley, “Medicare’s New Value-Based Purchasing Program Is Likely to Have Only a Small Impact on Hospital 
Payments,” Health Affairs, Vol. 31, No. 9 (September 2012), http://content.healthaffairs.org/content/31/9/1932.full.pdf+html  
(accessed September 26, 2013).

13.	 Karen E. Joynt and Ashish K. Jha,  “Characteristics of Hospitals Receiving Penalties Under the Medicare Readmissions Reduction Program,” 
Journal of the American Medical Association, Vol. 309, No. 4 (January 23, 2013), pp. 342–343,  
http://jama.jamanetwork.com/article.aspx?articleid=1558273 (accessed September 26, 2013).

http://content.healthaffairs.org/content/31/9/1932.full.pdf
http://jama.jamanetwork.com/article.aspx?articleid=1558273
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purchasing, reducing payment based on factors that 
reflect patient profile could decrease the availabili-
ty of funding for quality improvement investments, 
making it more difficult for hospitals that care 
for patients with more complicated needs to show 
improvement.

Hospital readmissions also reflect the level of 
care patients receive outside the hospital. It thus 
seems odd that hospitals should assume responsi-
bility for keeping discharged patients out of the hos-
pital, when a stronger role for others involved in a 
patient’s care—including primary care physicians, 
case managers, and insurers—might have more of an 
impact. Availability of these resources clearly also 
influences readmission rates. For example, calculat-
ed 30-day readmission rates might be higher in an 
area if patients have access to better outpatient ser-
vices, which would keep healthier patients out of the 
hospital in the first place and leave only the sickest 
patients, who ended up in the hospital, in the denom-
inator of the calculation of a hospital’s readmission 
rate.14

Readmission rates do not always signal low qual-
ity. Another issue is that readmissions do not neces-
sarily signal poor-quality care. A disease manage-
ment program conducted by the Brisbane Cardiac 
Consortium for inpatient and post-discharge con-
gestive heart failure patients sought to increase 
use of evidence-based guidelines to improve pro-
cesses of care; the program was successful in reduc-
ing mortality rates, but, unexpectedly, readmission 
rates actually increased.15 This same paradox was 
further noted by Cleveland Clinic clinicians in a 
study that showed that while the Cleveland Clinic 
has lower mortality rates for heart failure than the 
rest of the nation, its readmission rates are higher, 
indicating that taking better care of more patients 

and preventing deaths may increase readmission.16 
In another Cleveland Clinic study, no evidence was 
found of a strong association between a hospital’s 
performance on mortality and readmission rate for 
acute myocardial infarction or pneumonia, although 
there was a modest inverse relationship for heart 
failure.17 Whether or not low mortality rates cause 
high readmission rates, it seems clear that they are 
not necessarily tied to low quality.

It seems odd that hospitals should 
assume responsibility for keeping 
discharged patients out of the  
hospital, when a stronger role for 
others involved in a patient’s care—
including primary care physicians,  
case managers, and insurers—might 
have more of an impact.

Readmission rates are not always preventable. 
Even if a hospital does succeed in providing the 
highest quality of care, some readmissions sim-
ply are not preventable. Researchers estimate that 
23.1 percent of 30-day unplanned readmissions are 
potentially unavoidable.18 Meanwhile, the CMS goal 
for the Hospital Readmissions Reduction Program 
is to reduce 30-day readmission rates by 20 percent 
by the end of 2013. This would require a 91 percent 
reduction among those readmissions that are avoid-
able, which may be unrealistic.

Reducing preventable hospital readmissions 
through better care coordination, discharge plan-
ning, medication adherence, and increased use 
of outpatient services is important to achieving 

14.	 Karen E. Joynt and Ashish K. Jha, “Thirty-Day Readmissions—Truth and Consequences,” The New England Journal of Medicine, Vol. 366, No. 15 
(April 12, 2012), pp. 1366–1369, http://www.nejm.org/doi/full/10.1056/NEJMp1201598 (accessed September 26, 2013).

15.	 Alison Mudge et al., “The Paradox of Readmission: Effect of a Quality Improvement Program in Hospitalized Patients with Heart Failure,” 
Journal of Hospital Medicine, Vol. 5, No. 3 (March 2010), http://www.ncbi.nlm.nih.gov/pubmed/20235283 (accessed September 26, 2013).

16.	 Eiran Z. Gorodeski, Randall C. Starling, and Eugene H. Blackstone, “Are All Readmissions Bad Readmissions?” The New England Journal of 
Medicine, Vol. 363, No. 3 (July 15, 2010), pp. 297–298, http://www.nejm.org/doi/full/10.1056/NEJMc1001882 (accessed September 26, 2013).

17.	 Harlan M Krumholz et al., “Relationship Between Hospital Readmission and Mortality Rates for Patients Hospitalized with Acute Myocardial 
Infarction, Heart Failure, or Pneumonia,” Journal of the American Medical Association,  Vol. 309, No 6 (February 13, 2013),  
http://jama.jamanetwork.com/article.aspx?articleid=1570282 (accessed September 26, 2013).

18.	 Carl van Walraven and Alan J. Forster, “When Projecting Required Effectiveness of Interventions for Hospital Readmission Reduction, the 
Percentage that Is Potentially Avoidable Must Be Considered,” Journal of Clinical Epidemiology, Vol. 66, No. 6 (December 12, 2012), pp. 688–690, 
http://www.ncbi.nlm.nih.gov/pubmed/23245581 (accessed September 26, 2013).

http://www.nejm.org/doi/full/10.1056/NEJMp1201598
http://www.ncbi.nlm.nih.gov/pubmed/20235283
http://www.nejm.org/doi/full/10.1056/NEJMc1001882
http://jama.jamanetwork.com/article.aspx?articleid=1570282
http://www.ncbi.nlm.nih.gov/pubmed/23245581
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cost-control and quality-improvement goals. How-
ever, a federal program to achieve this mission 
through strict management of hospital care is mis-
guided. Comparisons of the quality of care experi-
enced by patients covered by traditional Medicare 
versus Medicare Advantage shows that Advan-
tage enrollees experience lower readmission rates, 
despite using the same hospitals and physicians as 
other Medicare patients.19 This indicates that the 
best way to achieve this goal may be through a new 
insurance model and engagement of stakeholders 
other than hospitals in readmission reduction.

3. The Physician Value-Based Payment Mod-
ifier. Under the PPACA, Medicare will administer 
another pay-for-performance program for physi-
cians through a modification of the existing Medi-
care fee schedule: the value-based payment modifier. 
This new fee adjustment will be applied to Medicare 
physician reimbursement beginning in 2015. Medi-
care physician payment will be adjusted to reflect 
performance using quality data from the Physician 
Quality Reporting System, and cost data from Medi-
care fee-for-service claims. In 2015, the value-based 
payment modifier will be applied to group practices 
with 100 or more “eligible professionals,” based on 
quality data reporting from 2013. In 2017, the modi-
fier will apply to individual and small group practic-
es, using quality and cost data from 2015.

While nurse practitioners, physician assistants, 
and other health care professionals are included 
in determining the number of eligible profession-
als in a practice, only Medicare payment to physi-
cians is subject to adjustment by the modifier. The 
program is budget neutral for the federal govern-
ment, like value-based purchasing, which means 
there will, by necessity, be winners and losers. At 
the onset, practices that meet the reporting require-
ments, either by reporting on one or more measures 
from the PQRS group practice reporting option or 
by electing administrative claims reporting, can 

choose to receive no pay adjustment, or a pay adjust-
ment based on a composite score reflecting quality 
and cost data. Eligible practices that do not meet the 
reporting requirements will face a penalty of 1 per-
cent of Medicare reimbursement.

Evidence that pay for performance improves the 
value of care offered by physician groups or individ-
ual physicians is even weaker than it is for hospital-
based programs.20 Dr. Robert Berenson of the Urban 
Institute points out that process indicators used to 
measure physician performance reflect a small por-
tion of a physicians’ professional activities, and large 
measurement gaps exist that are unlikely to be filled. 
For example, it is not possible to measure a physi-
cian’s ability to make a correct diagnosis or choose an 
appropriate intervention, taking into account each 
patient’s clinical condition and personal preferences, 
using only administrative claims data. In short, “the 
numerator of the value equation—quality—captures 
too little of any physician’s performance on quality, 
while the denominator—cost—cannot be accurately 
attributed to an individual physician.”21

A Better Way to Foster  
Quality Improvement

Incentives matter in health care, and subjecting 
health care providers to financial pressure is neces-
sary to encourage meaningful, widespread, and last-
ing quality improvement. Real market competition 
can achieve these goals, allowing providers of med-
ical care to secure a larger patient base by offering 
the best value. With transparency in outcomes and 
other quality indicators that matter to patients, indi-
viduals can take advantage of the best that medical 
professionals have to offer before an episode of care 
takes place. Within a system of administrative pric-
ing, pay-for-performance instead offers financial 
incentives to improve quality through slight altera-
tions to reimbursement after care has already been 
provided. Rather than making quality improvement 

19.	 America’s Health Insurance Plans, Center for Policy and Research, “Using AHRQ’s ‘Revisit’ Data to Estimate 30-Day Readmission Rates in 
Medicare Advantage and the Traditional Fee-for-Service Program,” October 2010,  
http://www.ahipresearch.org/pdfs/AHRQ_revisit_readmission_rates_10-12-10.pdf (accessed October 29, 2013).

20.	 Ruth McDonald and Martin Roland, “Pay-for-Performance in Primary Care in England and California: Comparison of Unintended 
Consequences,” Annals of Internal Medicine, Vol. 7, No. 2 (March 2009), pp. 121–127,  
http://www.ncbi.nlm.nih.gov/pmc/articles/PMC2653973/ (accessed September 27, 2013).

21.	 Robert A. Berenson, “SGR: Data, Measures and Models: Building a Future Medicare Physician Payment System,” testimony before the 
Committee on Energy and Commerce, U.S. House of Representatives, February 14, 2013,  
http://docs.house.gov/meetings/IF/IF14/20130214/100265/HHRG-113-IF14-Wstate-BerensonR-20130214.pdf (accessed September 27, 2013).

http://www.ahipresearch.org/pdfs/AHRQ_revisit_readmission_rates_10-12-10.pdf
http://www.ncbi.nlm.nih.gov/pmc/articles/PMC2653973
http://docs.house.gov/meetings/IF/IF14/20130214/100265/HHRG-113-IF14-Wstate-BerensonR-20130214.pdf
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imperative to a provider’s existence—building a 
strong “business case” for quality—this strategy 
provides a slight slap on the wrist for those who fail 
to keep up.

The main structural flaw of the federal pay-for-per-
formance approach is that it does not involve patients 
in the drive for better value. The programs allow 
patients to continue behaving as they normally would 
when choosing providers, since patients do not share 
in any of the savings from finding and using high-val-
ue health care providers. The goal of these programs 
is for the payer—Medicare—to achieve better value by 
retroactively paying more when, on the whole, high-
quality care was received and less when low-quality 
care was received. A more effective, patient-centered 
way to promote improved quality is to revamp the 
financing and delivery of American health care such 
that each individual experiences incentives to seek 
out value in the system, and has both the necessary 
assistance and proper tools to do so.

Congress can advance these goals by first 
acknowledging that pay-for-performance programs 
are not the best option for improving value in Medi-
care or driving improvement in health care quality. 
Congress should instead begin to build a more work-
able system on the basis of real consumer choice and 
genuine free-market competition.

Congress can encourage the creation of a system 
that incentivizes patients to actively seek out value 
by reforming the third-party payment system that 
today isolates patients from the true cost of health 
coverage, as well as from health care goods and ser-
vices. When patients are unaware of the true cost of 
their insurance, they are also unaware of the cost 
of health care delivery; not to mention that many 
health plans, especially those sponsored by employ-
ers and the government, tend to downplay the role of 
cost sharing.

Obamacare uses Medicare to push for qual-
ity improvement because of the large program’s 
potential to impact provider behavior. Congress can 
alternatively leverage this aspect of the program 
by reforming Medicare to put patients in charge of 
their insurance decision making and enable them to 
seek out and reward value in the health care deliv-
ery system. Under several reform proposals, a new 

“defined-contribution” model would replace the cur-
rent “defined-benefit” program with financial assis-
tance to allow seniors to choose an approved health 
plan that offers both dependable coverage and 

affordability. In this kind of system, insurers would 
see incentives to guarantee high-quality care and 
lower costs, or risk losing their customer base. This 
model has proved successful in Medicare Advantage, 
and lessons learned from this existing alternative 
to traditional Medicare form an excellent basis for 
reforming the rest of the program.

One of the biggest structural flaws 
of the federal pay-for-performance 
approach is that it does not involve 
patients in the drive for better value.

Other changes, including removing the existing 
preferential tax treatment for employer-sponsored 
coverage and encouraging defined-contribution 
financing models for the working, non-elderly pop-
ulation, would further advance the alignment of 
incentives among insurers and providers with what 
is best for the patient.

When insurers sell coverage directly to patients 
and compete for their business, they will face new 
incentives to offer value, which can be best accom-
plished by directing patients to medical profession-
als who have demonstrated that they can and do 
offer proven high-quality care at lower cost. This is 
something some insurers have already begun to do. 
Unlike unpopular health maintenance organiza-
tion (HMO) models, which controlled costs by delay-
ing or even refusing care, such a market-based sys-
tem would hold insurers accountable to patients for 
guaranteeing that they receive appropriate care at a 
competitive price. Insurers would also have incen-
tives to develop ways to assist patients in identifying 
and accessing high-value care.

Finally, patients will need tools to identify value, 
including consumer-friendly information on qual-
ity, and true price transparency. Professor Regina 
Herzlinger of the Harvard Business School, one of 
the nation’s top health care economists, has suggest-
ed the creation of a consumer information center 
similar to the Securities and Exchange Commission 
(SEC) to give patients access to unbiased, consoli-
dated information. Some of this information is avail-
able now, but is often incomplete or has questionable 
reliability. Instead, “the health care version of the 
SEC could collect the data and make it public while 
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the private sector can analyze the data, produc-
ing reports and information that are meaningful to 
consumers.”22

Conclusion
While Obamacare’s pay-for-performance pro-

grams for Medicare are either in the early stages 
of implementation or have already gone into effect, 
policymakers will continue to debate whether this 
approach can create the degree of quality improve-
ment needed in the delivery of American health care. 
In addition to the major issues highlighted above, 
still others have been noted, including the complex-
ity of the program structure, use of quality metrics 
that do not reflect aspects of care that matter to 
patients, and the simple fact that, though measures 
undergo rigorous review and alteration, they can-
not take into account the real-world variability and 
dynamism of medical practice. 23

Solving these shortcomings through tweaks to 
existing programs is a temporary, palliative mea-
sure. At some point, no matter how many alterations 

are made to the program structure, it should be 
clear that the pay-for-performance method is not 
the best one for achieving value. Creating a true, 
quality-driving health care system requires start-
ing at the beginning and addressing the root of the 
problem, not its symptoms. Doing so will require 
massive change and new direction for health care 
reform, but is necessary for bringing about the quali-
ty improvement and strides toward better value that 
Americans need. Lawmakers should address the 
underlying systemic factors—the  absence of robust 
market forces—that contribute to slow improvement 
in health care quality, and encourage market-based 
reforms that enable patients to discern high-quality, 
lower-cost providers, and entrust them with their 
care.

—Kathryn Nix is a second-year medical student 
at the Medical College of Wisconsin, and a former 
Heritage Foundation graduate fellow in health policy.
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