
Medicare needs to
revise its incentives 
to promote both 
better health and 
better value.

The health of senior citizens in the United States is not as good as it should
be, given the billions of dollars spent on health care each year. This raises con-
cerns that Medicare is not getting the best value for the services it purchases.
Medicare’s current payment system places no emphasis on whether the care
delivered is of high or low clinical quality or is appropriate. The system pro-
vides few disincentives for overuse of often high cost medical services and does
little to encourage coordinated, preventive, and primary care that could save
money and produce better health outcomes.

The Medicare payment system needs to align its incentives to ensure that
care meets professionally recommended quality standards, is centered on indi-
vidual patients’ needs, and is delivered efficiently. Pay-for-performance incen-
tives, which reward providers for delivering high quality care, could speed the
process of implementing best practices. The Institute of Medicine’s study,
Rewarding Provider Performance: Aligning Incentives in Medicare, is the third
report in a series of studies requested by Congress and sponsored by the
Centers for Medicare and Medicaid Services on accelerating the pace of quality
improvement. Previous reports recommend specific measures for public report-
ing of health care provider performance and ways to strengthen Medicare’s
Quality Improvement Organizations’ technical assistance function so all
providers are ready to deliver the best quality care. 

FOSTERING HIGH PERFORMANCE THROUGH PAYMENT INCENTIVES

The current payment system creates many incentives for a high volume of
services, yet few for better health.  Pay for performance is one mechanism that
can help transform the payment system into one that rewards both higher value
and better outcomes.  However, care must be given to the design of a pay-for-
performance system because it could influence far more than just payment
rates.  This design should:

• encourage the most rapid, feasible performance improvement by all 
providers, 

• support innovative change throughout the health care system, and
• promote better outcomes of care, especially through coordination of care.
Figure 1 (page 2) outlines some of the major design principles to be consid-

ered in the development of a pay-for-performance system.
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SELECTING PERFORMANCE MEASURES FOR ALL PROVIDERS

While efforts to develop measures that will provide more comprehensive assess-
ments of provider and system performance should continue, an adequate set of
starter measures is now available, as delineated in the first report of this series,
Performance Measurement: Accelerating Improvement. 

Initially, performance measures that relate to Medicare’s spending patterns with-
in each care setting should be emphasized.  For example, 61% of payments under the
physician fee schedule are associated with the 32% of Medicare patients who have the
following conditions: chronic heart failure, coronary artery disease, diabetes, or a
combination of the three. 

FIGURE 1. Design Principles for Pay for Performance and its Implementation
• Use performance measures that reliably define good care and optimal  
health outcomes.
• Reward care that is of high clinical quality, patient-centered, and efficient.
• Reward significant provider improvement as well as achievement of        
excellence. 
• Foster care coordination among providers.
• Reward data collection and reporting functions and encourage adoption of 
improved information technologies.
• Report provider achievement in ways that are both meaningful and     
understandable to consumers.
• Develop performance measures and structure rewards to maximize        
participation of all providers over time.
• Be fiscally responsible.
• Implement in deliberately planned phases, evaluate progress, and learn 
from experience in each phase.

ENSURING COORDINATION OF CARE AMONG PROVIDERS 

The health care Medicare beneficiaries receive is often fragmented as patients
move among different physicians and across different care settings (e.g., hospital to
home care).  As a result, patients do not always receive timely care best suited to their
needs. Fragmentation is reinforced by the failure of the current payment system to
recognize and pay for care coordination. 

Pay-for-performance mechanisms should recognize, promote, and reward
improved coordination of care among a patient’s multiple providers and during
entire episodes of illness. Beneficiaries and their providers need to work together to
identify an accountable caregiver who could be rewarded for successful coordination
of a patient’s care. 

COLLECTING AND REPORTING PERFORMANCE INFORMATION PUBLICLY 

The pay-for-performance system should offer incentives to providers to collect
and submit data, thus allowing assessment of how they are performing compared to
their peers and to professionally recommended standards of care. Public reporting
can powerfully motivate improved provider behavior and give consumers informa-
tion on which to base their decisions.

Pay-for-
performance
measures should
shift rewards
from service use
to patient out-
comes.
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Care coordination
is needed.
Medicare
beneficiaries see,
on average, five
physicians a
year; those with
chronic heart
failure, coronary
artery disease,
and diabetes
see an average
of 13.



Pay-for-performance rewards should make it more attractive for providers to
invest in systems that help track quality of care more quickly and consistently.
Because only about one-third of physicians currently use electronic health records in
their practices, however, pay for performance cannot be contingent on advanced
information technologies being available in each provider setting. 

ENSURING PARTICIPATION BY ALL PROVIDERS AS SOON AS POSSIBLE

It will be more difficult to implement pay for performance in some provider set-
tings than in others.  For many institutional settings, pay for performance can and
should begin immediately. For physicians, a voluntary approach should be pursued
initially, relying on financial incentives sufficient to ensure broad participation. The
initial set of measures and the pace of expanding required measures will need to be
sensitive to the operational challenges confronted by providers in small practices. 

Within three years, the Secretary of the U.S. Department of Health and Human
Services should determine whether progress toward universal participation by physi-
cians is sufficient under the voluntary approach or whether stronger actions—such as
mandating provider participation—are required. 

USING EXISTING SOURCES OF REVENUE FOR REWARDS

Funding might be obtained from existing funds, generated savings, or new
investments.  Over the next three to five years, funding for a pay-for-performance
program should largely come from existing funds, with provider-specific pools
derived from reductions in Medicare’s base payments.  Once feasible, the separate
pools should be consolidated into one pool to be distributed to all qualified providers.

Provider reward pools must be large enough to create adequate motivation for
improvement, yet be at least budget conscious.  New investment dollars may be nec-
essary to create adequate resources to effect change for certain provider groups. The
feasibility of using additional funding sources, such as those realized from improved
efficiency, should be evaluated.

PHASING IN IMPLEMENTATION WITHIN A LEARNING SYSTEM

The committee proposes phasing in Medicare’s pay-for-performance program
within a learning system that has the capacity to monitor and assess early experi-
ences, adjust for unintended consequences, and evaluate impact. The phased imple-
mentation recognizes the need to improve health system quality as soon as possible,
but at the same time, to derive insights from each stage for ongoing improvement.

REFORMING PAYMENT SYSTEMS OVER TIME

Pay for performance constitutes one key component needed for the transforma-
tion of the health care payment system, but cannot achieve this transformation alone.
Pay for performance appears, however, to offer significant promise and Medicare can
begin now by building off other strategies for improvement such as public reporting
of performance measures and technical assistance.

The implication of this report goes well beyond Medicare and its beneficiaries.
The Medicare program should encourage and coordinate with other purchasers’ and
payers’ similar efforts to raise the quality of care all Americans receive. 3

Public reporting
is integral to
improving
performance.

Better quality
can be obtained
at a sustainable
and socially
acceptable cost.



FOR MORE INFORMATION…
Copies of Rewarding Provider Performance: Aligning Incentives in Medicare are available from the National

Academies Press, 500 Fifth Street, N.W., Lockbox 285, Washington, DC 20055; (800) 624-6242 or (202) 334-3313 (in
the Washington metropolitan area); Internet, http://www.nap.edu.  The full text of this report is available at
http://www.nap.edu.
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