MATHEMATICA
Policy Research, Inc.

MAY 2010
NUMBER 5

REFORMING HEALTH CARE

Financial Incentives for
Health Care Providers
and Consumers

by Jill Bernstein, Deborah Chollet, and Stephanie Peterson

H ealth reform will emphasize financial incentives
for providers and consumers to promote the use of
effective health services and discourage the use of
marginally effective or inappropriate services. This
brief looks at evidence on the impacts of financial
incentives and draws lessons for policymakers.

Consumer Incentives Affect Their Choices

Most private and public insurance plans use financial
incentives to constrain consumer demand for care.
This strategy is premised on the idea that consumers
will make better decisions about seeking care and
using cost-effective services when they bear responsi-
bility for a portion of the cost. So-called “consumer-
directed” health plans attempt to extend this model,
coupling high cost sharing with consumer information
about treatment alternatives.'

Indeed, research shows that cost sharing—including
deductibles, coinsurance, and copayments—does
affect health care use and expenditures.? However,
cost sharing can have important negative effects on
health, and high cost sharing may ultimately have
little impact on total costs.

When people respond to greater cost sharing by
reducing their use of health services, they may forgo
services that are necessary and effective as well as
those that are more discretionary or ineffective. For-
going care in response to higher cost sharing may not
have significant health consequences for people with
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good overall health status and average income. But
people with health problems and those with lower
income and education enrolled in high-deductible
health plans may suffer worse outcomes when they
forgo or delay care.** Vulnerable populations are
especially likely to experience negative health out-
comes related to cost sharing.>

In addition, financial incentives may not significantly
change the overall costs of care. Consumers with
serious health problems account for most health

care costs.” Even if strong incentives induce these
consumers to use care judiciously, most of their care
is nondiscretionary, and costs that exceed their cap
on out-of-pocket spending may account for most of
the total cost of their care.

Value-Based Purchasing

A growing number of private and public payers
(including Medicare) use financial incentives targeted
to providers, consumers, or both, and linked to
measures of health care quality and efficiency. These
strategies have come to be known generally as value-
based purchasing.

Value-based purchasing efforts that focus on providers
typically use evidence-based measures of quality,
effectiveness, and efficiency to classify or select
providers, and to determine how much they are paid.
These payment strategies, generally known as “pay
for performance” (P4P), may also take into account
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measures of consumer experience or satisfaction.®
Most commercial P4P systems use hybrid approaches
that combine fee-for-service payment with payment
bonuses or withholds that reflect provider performance
on specific measures of quality or patient satisfaction.’

Value-based efforts that focus on consumers reduce
premiums or cost sharing when they choose plans
that use more efficient and high quality providers.
Some efforts focus on patients with specific diagno-
ses, reducing or eliminating cost sharing when they
participate in evidence-based treatment plans. '

Most value-based incentives for consumers and pro-
viders have concentrated on specific medical conditions,
such as diabetes or heart disease.” However, performance
measures vary widely across programs, and the structure
and amount of the financial incentives also vary."!

Value-based systems have encountered various prob-
lems related to consumer education and continuity of
care that have affected their ability to meet program
goals. For example:

» Consumers sometimes associate higher prices with
higher quality, leading them to select inefficient,
lower-quality health plans with higher premiums.'?

* Adverse outcomes—and ultimately greater cost—
may result when conversions to new evidence-
based treatment protocols disrupt care. Disruptions
may be especially problematic for patients with
serious, chronic illnesses and close ties to their care
providers.'* Although careful targeting of incen-
tives can protect vulnerable patients by identifying
those who would most benefit from specialized
care, it may also entail additional costs for techni-
cal and clinical expertise and for educating and
communicating with patients.'

P4P Results Are Mixed

Health care experts widely agree that aligning
financial incentives with provider performance, and
basing performance measures on evidence of treat-
ment effectiveness can substantially improve health
care quality and efficiency."”” However, evidence of
the effects of P4P systems is mixed.'®* While some
systems have succeeded in stabilizing insurance
costs and removing barriers to appropriate care,'’
others have failed to produce improvements in quality
or efficiency.'®

SOME LESSONS LEARNED

Evidence on the impacts of financial incentives
in private and public insurance plans is limited,
but we do know that:

* In general, financial incentives work best
when carefully targeted to a specific population,
set of services, or health condition. However,
providing high quality, effective care can be
expensive, even when it is targeted.

* Incentives that improve care and reduce cost
present challenges. For plan administrators,
designing and using effective incentives can
be technically demanding and administratively
expensive. For providers, performance
reporting can be time consuming. For
consumers, choosing among plan options,
providers, and treatments can be difficult.

* If not carefully designed, financial incentives
can have unintended adverse consequences,
including poorer health outcomes and higher
long-term costs.

Several factors may explain why some P4P systems
have no significant impacts. First, the financial rewards
may be relatively small.!” For example, to minimize
disruption of care, the Medicare Payment Advisory
Commission has recommended that large-scale P4P
incentives should initially involve only a small portion
of total reimbursement. Over time, as better perfor-
mance measures are developed to calibrate financial
rewards and help providers build the infrastructure
they need to understand and meet performance stan-
dards, more aggressive PAP incentives could be used.*

Second, most P4P systems use quality measures that
focus on appropriate testing or treatment for specific
conditions. Because these services are sometimes
underused, improving the quality of care may entail
greater use of these services, which can offset other
cost savings or even raise costs.

Third, incentive programs are based on data report-
ing—requiring computer hardware and software, as
well as systems for data reporting, auditing, and data
security. Providers with heavy caseloads of vulnerable
patients, or those in solo or small practices, may be
unable to collect and report necessary data accurately,
efficiently, and reliably.?!



Finally, P4P systems can have a number of unintended
consequences, jeopardizing quality of care overall and
some patients’ access to care. For example:

» Payment incentives can lead providers to focus
on aspects of care that will affect their “scores”
and neglect aspects not being measured.?

* Providers may respond to financial incentives or
public reporting of performance by avoiding the
most vulnerable patients—including those with
limited education or literacy skills, multiple chronic
conditions, or the most severe illnesses.” Adjusting
incentives to reward providers for taking on patients
who require more care or specialized care can miti-
gate adverse consequences.

* Incentive systems that reward only high performers
can widen gaps in performance among providers, as
lower payments to those at the bottom diminish their
ability to invest in improving their performance.

To be successful, P4P systems must be designed to
avoid these problems. For example, incentives can
be adjusted to reward providers for taking on patients
who need more care or specialized care—although
this requires a more complicated system of incen-
tives. In addition, P4P incentives can be based not
only on absolute measures of achievement (so that
high-performing providers maintain a high level of
care), but also on improvements in performance that
encourage all providers to do better.*

While provider incentive programs ideally would
reward high quality, give all providers incentives

to improve, and offer larger rewards for greater
improvement, these programs have been able to
achieve just one or two of these goals to date.
Continuing improvements in performance measure-
ment and data, however, may help future incentive
programs to achieve all of these goals.”

Considerations for Policymakers

The Patient Protection and Affordable Care Act (P.L.
111-148), or ACA, focuses on developing financial
incentives to improve quality of care and constrain
costs. It requires the secretary of the U.S. Department
of Health and Human Services to submit a report to
Congress on the effectiveness of wellness programs, the
impact of premium-based and cost-sharing incentives

on participant behavior, and the effectiveness of dif-
ferent types of rewards.

In addition, it authorizes a federal Consumer Oper-
ated and Oriented Plan (CO-OP) program to foster
the creation of nonprofit health plans that offer
qualified coverage to individuals and small group
businesses through the exchanges. In states with one
or more CO-OPs, state advisory councils will provide
recommendations to the secretary on innovative
payment policies to promote quality, efficiency, and
savings to consumers.

Finally, ACA includes a number of provisions related
to Medicare P4P and performance improvement,
including:

* Pilot testing of P4P programs for certain Medicare
providers, such as psychiatric hospitals, long-term
care hospitals, rehabilitation hospitals, cancer
hospitals exempt from Medicare’s prospective
payment system, and hospice programs

* Value-based purchasing programs for hospitals,
skilled nursing facilities, home health agencies,
and ambulatory surgical centers

* Development of value-based payment modifiers
to the physician fee schedule

» Performance bonuses for Medicare Advantage
plans that achieve high quality and/or improved
care coordination and management, especially
with respect to chronic conditions

States have an important role to play in coordinat-
ing payment incentives in the coming years. Many
Medicare beneficiaries, especially those with chronic
conditions, are also enrolled in Medicaid, so that
Medicaid pays for part of their care. In addition, ACA
charges states with oversight of new CO-OPs and
with developing criteria for other health plans that
will participate in state-based exchanges for individu-
als and small businesses. In all of these capacities,
states can attempt to minimize the burden on provid-
ers by aligning reporting requirements with those
that Medicare will require. By also aligning payment
incentives, states can maximize the quality and effi-
ciency gains from system change.
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