Financial Incentives

Current Realities and Challenges for Physicians

Marsha Gold, ScD

M anaged care has become the dominant delivery sys-
tem in many areas of the United States. Nearly
three fourths of privately insured Americans now receive
network-based health care through health maintenance
organizations (HMOs), preferred provider organizations
(PPOs), and various point-of-service hybrid arrangements.!
Physicians receive over one third of their revenue from
managed care, and more than one third of physicians re-
ceive some revenue from capitated contracts.?

Of managed care’s many features, financial incen-
tives to physicians have received the most attention.3 Par-
ticular attention has been focused on HMOs that use
risk-based capitation financing. Such financing arrange-
ments encourage prevention and cost-effective practice,
but also have the potential to discourage care that may be
medically appropriate, especially if the omission of such
care is unlikely to lead to other negative consequences
(e.g., enrollment turnover because of dissatisfaction, reve-
nue losses associated with malpractice cases). Policy
makers are concerned that payment incentives confront-
ing individual physicians under some managed care ar-
rangements may distort physicians’ clinical judgment.*

Health maintenance organizations vary in how much
they rely on financial incentives for cost control, both
alone and in combination with other mechanisms, such
as utilization review and prior approval policies or broader
organizational design aimed at changing physician orien-
tation. Hillman has characterized the balance between
these two approaches as the difference between incentives
and rules.5 Despite some variation, virtually all HMOs de-
pend at least in part on financial incentives using tech-
niques like capitation, withheld funds, and bonuses.

This article discusses the current use of financial in-
centives in managed care. It is organized in three parts.
The first part is conceptual and includes general assump-
tions about financial incentives and their role in managed
care, a framework to provide context for them, and four
key variables to use in defining the form of financial in-
centives. The second part is empirical and presents find-
ings from a recent national survey of managed care plans
to illustrate how incentives are structured in managed
care and the organizational context in which they operate.

Dr. Gold is a senior fellow at Mathematica Policy Research.

An earlier version of the paper was presented at the June
1997 Precourse on “The Evolving Role of the Physician in Man-
aged Care” sponsored by the Society of General Internal Medi-
cine.

Address correspondence and reprint requests to Dr. Gold:
Mathematica Policy Research Inc., 600 Maryland Avenue SW,
Suite 550, Washington, DC 20014.

S6

The third part presents the observations of the author, a
nonclinician researcher, and highlights key challenges
facing the medical community as it decides how to re-
spond to managed care.

Effects of financial incentives in managed care will
not be discussed. Though there are several review articles
on the performance of managed care, studies focused on
the effects of different methods of paying physicians in
managed care plans are rare.36® Rapid change in man-
aged care organizations as well as physician involvement
in a number of different health plans present substantial
barriers to these types of studies. As a result, most stud-
ies have not isolated the effects of financial incentives on
physician behavior from effects attributable to organiza-
tional or individual physician factors.

CONTEXT AND FRAMEWORK
Assumptions

To enhance understanding, financial incentives should
be looked at in context. The following three assumptions
are particularly relevant. First, all payment systems pro-
vide financial incentives to those receiving payments. In
fact, any system that involves people involves some form of
incentive that is derived from aspects of human behavior.
The issue is not whether financial incentives should be re-
moved, but how to anticipate their effects to identify which
types of incentives may be preferable or unacceptable.

Second, the effects of financial incentives cannot be
divorced from the context of their application. Most incen-
tives have both positive and negative features, and the
relative strength depends on many factors. For example, if
a payment arrangement has the potential to lead to large
losses for individual physicians, there are ways of limiting
the amount of potential losses through measures such as
a “stop-loss” provision (placing a limit on individual or ag-
gregate patient expense) or “exceptions” (e.g., an excep-
tion for nondiscretionary care that cannot be predicted).
Quality oversight features may detect faulty responses to
incentives.

The environment in which incentives exist also influ-
ences their effects. The current environment is highly
competitive with substantial pressure for cost contain-
ment. For example, purchasers could exert pressure on
health plans to achieve substantial cost savings over a
short period of time. This may be impossible to achieve,
as fundamental organizational change occurs over a long
period of time, and changes in provider orientation also
take time. Health plans confronted by such unrealistic cost-
containment expectations could respond by off-loading
more risk on providers than is reasonable. Or, they might
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apply very strict rules of utilization management that in-
flame both the public and providers. Clancy and Brody
have characterized the different ways in which health
plans deal with these issues as the “Jekyll and Hyde”
sides of managed care.”

Third, financial incentives are complex. Financial in-
centives are governed and defined at many levels through
contracts between purchasers and health plans and among
health plans, intermediate organizations, and individual
providers.!® The complexity of these contracts and the
many levels on which they exist create considerable risk
for oversimplification or misunderstanding of the incen-
tives for individual physicians.

Conceptual Framework

Several parties play a role in how financial incentives
are structured, how they influence physicians, and their
effects on patients. Figure 1 illustrates the key parties and
mechanisms that define managed care and the environ-
ment in which it operates.!! Four key parties are defined:
(1) purchasers, including employers and public programs
like Medicare or Medicaid (and some individual enrollees),
who contract with health plans; (2) consumers, who use
the information available to them to select among their
health insurance options; (3) providers, who are affiliated
with the health plan and deliver care through the plan’s
network; and (4) regulators, who define the rules of the
game, including which health plans and products may be
offered, how health plans can choose the providers with
whom they are affiliated, and the quality, access, fiscal, or
other standards health plans are required to meet.

From the health care provider’s perspective, the em-
phasis is on the far right side of the framework. This
shows how provider supply within a community trans-
lates into defined managed care networks and the finan-

cial and nonfinancial arrangements that define the health
plan—provider relationship. Furthermore, the arrangements
between health plans and providers are determined by
the types of providers found in a community, how their
practices are structured, the way in which a health plan
builds its provider network from among these physicians,
and how the features that define the managed care plan
(e.g., payments, other aspects of care, and administrative
systems) are structured. For example, whether physicians
practice alone or in groups and whether the market is
specialty-dominated or generalist-dominated will deter-
mine whether arrangements are predominantly made be-
tween plans and physician groups (less potent incentives
to individual physicians), whether capitation or utilization
management are directed to specialists, or whether the
principal method of cost control is reliance on generalist
physician gatekeeping.

Financial arrangements vary depending on the rela-
tive bargaining strength of providers vis-a-vis health plans.
Health plan preferences also may vary across markets.
For example, one plan might prefer a broad provider net-
work that may be more appealing to consumers, while an-
other may prefer a tighter network that could enhance its
bargaining power with the physicians or its ability to de-
velop a cohesive organization. A large provider network
can ensure increased availability of physicians for plan
members, but individual physicians may be less respon-
sive to any one plan because the proportion of patients in
their practice belonging to that plan is relatively small.
Conversely, plans that employ or contract with a limited
number of physicians or physician groups should have a
more direct influence on each physician’s decisions, with
less variation in practice patterns than for large networks.
Plans also may target different niches in the market. For ex-
ample, a plan may aim for the “high end” of the consumer
market that has a relatively generous benefit package
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and expects relatively easy access to a variety of specialty
providers. Alternatively, a plan may target the “lower end”
of the market that traditionally has had relatively restric-
tive benefits, limited access to care, and substantial cost
sharing.

Health plans do not make decisions in isolation.
Their decisions and their negotiations with providers will
be influenced by a number of purchaser preferences.
These include how much purchasers are willing to pay in
premiums; the premium/benefit trade-offs they are will-
ing to accept; the amount of risk, if any, they want the
health plan to bear for health care costs; and how much
influence the purchaser wants in determining how care is
offered and quality is measured (e.g., accreditation and
reporting requirements). In responding to its purchasers,
health plans also must accommodate consumer prefer-
ences, stressing features that make a health plan more or
less attractive in the marketplace. Of course, the plan’s
decisions will be constrained by the regulatory context,
which varies according to the type of purchaser.

Ultimately, all of these factors affect both the process
of care and the enrollee-provider relationship, as depicted
in the middle of the framework. In traditional plans, fi-
nancing arrangements affected care mainly through their
influence on what was covered; there was no other link to
delivery. In managed care, financing and delivery are
combined. The financing entity (health plan) also estab-
lishes the structures that affect the way in which provid-
ers and patients access one another and the financial and
other mechanisms that influence the care provided and
potentially its outcomes. Thus, to function effectively in a
managed care environment, physicians must understand
these structures as well as the incentives and rules that
go along with them.

Four Variables That Define the Form of
Financial Incentives

The financial incentives in managed care are com-
plex. Four key variables can be used to identify their form
in a specific context: the form of the provider network, the
basic payment method for physicians, the use of withheld
funds or bonuses, and the limitation on risk or loss.

The Form of the Provider Network and Practice. Health
plans may contract with physicians individually or in
groups; further, they may do so directly or through an in-
termediary. Payments to individual physicians are some-
times direct (“two-tier plan”), and sometimes indirect
(“three-tier plan”); HMOs that contract directly with indi-
vidual physicians are “two-tier” plans, and HMOs that
contract indirectly through intermediate provider groups
or various medical independent practice associations (IPAs)
are “three-tier” plans.

The extent and form of the practices that make up a
health plan affect the size of provider “risk pools,” which
in turn affect how a plan will structure incentives. A “risk

pool” can be defined as the number of individual physi-
cians that are paid collectively and thus share financial
risk for the costs of patient care. From an actuarial stand-
point, large pools are less risky because they are likely to
include more enrollees and thus lower the risk of financial
loss to an individual physician as a result of a patient’s
catastrophic illness or accident.

In establishing provider payment arrangements and
defining risk pools, many health plans distinguish be-
tween primary care and specialty physicians, though they
may define them differently. Payment arrangements for
each will reflect the responsibilities of physicians and the
way in which patients reach them. For example, a pri-
mary care gatekeeper model probably is a precondition for
individual capitation of primary care providers (PCPs), but
plans may vary in how they define the services that PCPs
must authorize.!?

The Basic Payment Method for Physicians. Physicians may
be paid on a fee-for-service (FFS), capitation, or salary ba-
sis. Each of these has its own set of incentives. Fee-for-
service payment provides natural incentives to be produc-
tive and efficient but may encourage physicians to give
more care than is needed. Capitation encourages provid-
ers to serve more patients but to use fewer services for
each, particularly when such services are expensive. Few
plans, if any, capitate individual physicians fully for all
services; they typically apply limits in various forms, with
hospitalization and referral expenses often excluded fully
or in part. Salary arrangements provide limited incentives
for provider productivity, as physicians are paid the same
amount no matter how many patients they see. Recently,
some health plans that have been structured around sal-
ary arrangements with a physician group have divested
themselves of these groups in favor of other payment ar-
rangements that have lower fixed costs. This allows the
plan more flexibility to respond to market competition.

The Use of Withheld Funds or Bonuses. To offset the nega-
tive features associated with basic forms of payment, man-
aged care plans often use incentive payments. For exam-
ple, salaried physicians may be rewarded with additional
funds (a bonus) on the basis of productivity. Capitated pri-
mary care physicians may receive incentives to be conser-
vative in using referral or hospital services, and FFS physi-
cians may be rewarded when the plan, the provider group,
or individual provider does well on various measures like
cost, utilization, patient satisfaction, and quality of care.
For example, part of the payment may be withheld and
only distributed when certain performance targets are met.

The Limitations of Risk or Loss. Health care spending is
skewed; i.e., most individuals spend little in any year, and
a few spend a great deal. Some of this variation occurs
randomly (e.g., through accidental injuries), while some
reflects systematic differences across individuals (e.g.,
chronic disease). For example, internists tend to attract
older patients, and minority physicians tend to attract a
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higher proportion of sick and poor patients than nonmi-
nority physicians do.!3 Both have implications for payment
and equitable treatment of providers. To address random
variation, actuaries can calculate, for any given size of pa-
tient panel, the probability that a provider will experience a
loss of a given size by chance alone. To be equitable, a pro-
vider contract may limit losses beyond a certain amount ei-
ther per patient or in aggregate. It is more difficult to adjust
for systematic variation—the variation in patient mix
across providers that predictably affects costs. In the inter-
est of equity, capitation rates may be set differently for pro-
viders who serve certain categories of patients. However,
while some adjustments (for age, gender, or family compo-
sition) are relatively easy, others that focus more closely on
actual health status are harder to make because both
methods and data are poorly developed.

The way in which a plan structures its arrangements
using these four variables, combined with arrangements
developed by physician group practices or intermediaries,
will jointly influence the form of financial incentives for a
physician. Plans may use a mixture of basic payment
methods to provide specific incentives, including salary,
FFS, or capitation. Often FFS is discounted or modified by
utilization management for selected procedures. Preven-
tive care may be paid for on a FFS basis to encourage its
use while other services are capitated. Specialized ser-
vices, such as endoscopy, may be included in capitation
rates for some physicians but excluded for others. Factors
likely to influence which services are included in capita-
tion rates could include the physician’s comfort level with
doing the procedure, practice patterns in a particular mar-
ket area and whether a plan chooses to contract with a
limited number of physicians for selected procedures.
When plans contract with physician groups or intermedi-
aries, the method of payment to an individual physician
may differ from that provided to the group or intermedi-
ary. For example, an individual physician working within
a group practice that receives capitation from a plan may
be paid by the group practice on an FFS, salary, or capita-
tion basis, or some combination of these.

Further, the ways in which incentives affect individ-
ual physician behavior are likely to be influenced not only
by how that physician is paid but also by other factors
such as the physician’s personal characteristics, training,
and knowledge or assumptions about the incentives.
Broader characteristics of the organization in which a
physician practices may also influence treatment pat-
terns. These are presumed to include the organization’s
culture, nonfinancial incentives resulting from adminis-
trative and care-delivery features of the health plan (e.g.,
utilization review and management, profiling, or quality
improvement systems), and the market, norms, and ex-
pectations under which the plan operates. These features
may be centrally defined by the health plan or determined
by any or all of the multiple intermediate entities, such as
IPAs or physician-hospital organizations (PHOs), with
which a physician may be affiliated.

EMPIRICAL ILLUSTRATION OF STRUCTURES

The most comprehensive and detailed profile of man-
aged care incentive plans was conducted in mid-1994.
One hundred eight plans, from a stratified, random sample
of 108 managed care plans in 20 markets, were studied.
Three types of plans were included: group or staff-model
HMOs (defined as plans that directly hire physicians or
contract exclusively with a single physician group); net-
work or IPA HMOs (defined as plans that contract with in-
dividual physicians or one or more physician groups on a
nonexclusive basis); and PPOs (defined as plans that con-
tract with individual physicians for fee discounts; the plan
usually does not assume financial risk). Lengthy telephone
interviews of up to three clinical and administrative leaders
identified by each plan’s chief executive officer were con-
ducted.®!! Both network/IPA HMOs (now the predominant
managed care arrangement) and group/staff-model HMOs
were much more likely than PPOs to have payment ar-
rangements that departed from traditional FFS and to em-
ploy other kinds of managed care features.

Provider Network Context

The financial incentives in managed care vary sub-
stantially with the form of provider network in place.
Many of these networks are quite complex and diverse in
ways that defy simple description. In contracting with
physicians, 53% contracted both directly and through in-
termediate entities.

Often HMO structures distinguish their payment ap-
proach for PCPs separately from specialists. In the HMOs
studied, over 90% of PCPs were held responsible for refer-
rals to specialists. In networks/IPA HMOs, these respon-
sibilities were typically assigned to individual physicians,
with 92% requiring patients to choose a PCP. In contrast,
some group/staff-model HMOs appeared to place these
responsibilities more broadly at the group or primary care
practice level, as only 61% in group/staff-model HMOs re-
quired choice of individual physician. Of plans surveyed,
58% of network/IPA HMOs, 50% of group/staff-model
HMOs, and 21% of PPOs said they had taken specific
steps to change the scope of primary care practice.

Basic Payment Arrangements

As shown in Table 1, risk sharing with PCPs was
common in both group/staff-model HMOs and network/
IPA HMOs in 1994, but not very common in PPOs. We de-
fined risk sharing as paying physicians using capitation
or employing withheld funds or bonuses (also called in-
centive payments). Only 10% of PPOs provided incentives.
This is not surprising, as PPOs typically are not paid on a
capitated risk basis by purchasers, leaving them less in-
centive to transfer risk to individual providers. Rather,
PPOs most often organize groups of providers who have
agreed to provide services on a discounted FFS basis. In



S10 Gold, Financial Incentives JGIM

Table 1. Physician Payment: Primary Care Physicians*

Physician Payment*’ G/S, % N/I, % PPO, %
Some risk sharing 68 84 10
through capitation* 34 56 7
Pure salary$ 28 2 0
Pure fee for servicel 3 12 90

*Source: Gold et al.b G/S indicates group/staff-model HMO; N/I,
networl/IPA HMO; PPO, preferred provider organization.

tSince multiple arrangements often are in place, the items specified
that the response should be for the largest product (if more than
one existed) and for the predominant method of payment for indi-
vidual physicians.

fPayment to the individual physician is by capitation and/or it in-
cludes additional payments (funded through withheld funds or bo-
nuses) based on various measures of performance (e.g., utilization
or cost, patient satisfaction, quality).

8 Payment to the individual physician is by salary and there are no
additional payments (funded through withheld funds or bonuses)
based on various measures of performance (e.g., utilization or cost,
patient satisfaction, quality).

IPayment to the individual physician is based on fee-for-service
and there are no additional payments (funded through withheld
Jfunds or bonuses) based on various measures of performance (e.g.,
utilization or cost, patient satisfaction, quality).

addition, such arrangements often are precluded by state
laws. Among network/IPA HMOs, however, 84% had some
risk sharing with PCPs and 56% did so through capita-
tion. Only 12% used pure FFS with no other incentive
payments.

Although the survey items asked about payment ar-
rangements for individual physicians regardless of whether
they went through intermediate entities, we were not able
to capture what the capitation payments covered. Among
network/IPA HMOs paying PCPs on a capitation basis,
84% adjusted the rate by age and gender and 69% by
payer. Adjustments based on health status or pregnancy
(18% each of plans) were the exception. Seventy-six per-
cent provided a patient-level stop loss, and 38% provided
an aggregate-level stop loss; all network/IPA HMOs used
at least one or the other.

Further incentive payments for PCPs were common in
both kinds of HMOs. While 74% of network/IPA HMOs
provided withheld funds or bonus payments based on
measures of use or cost of services, other measures also
are typically employed in these distributions. These in-
clude quality of care (61%), patient complaints (61%),
consumer surveys (55%), enrollee turnover (36%), and
provider productivity (26%). The evidence suggests that
incentive payments based on quality or consumer satis-
faction represent less than 10% of total income. In addi-
tion, the results are not verified and may overstate the
use of quality measures to balance financial incentives.®

Incentive payments also are common in group/staff-
model HMOs, reflecting a change from the most common
historical practice of purely salaried arrangements. Fifty-
seven percent of group/staff-model HMOs had incentives

linked to patient complaints, 54% based on quality, and
50% based on measures of use or cost.

In addition to incentives for PCPs, reimbursement
methods for specialists are also an important dimension of
the impact of financial incentives. Risk sharing between
HMOs and physicians using capitation was infrequent for
specialists, but relatively common for PCPs (Table 2).
Among network/IPA HMOs, 54% had some risk sharing
with individual specialty physicians. While 20% of plans
used capitation, 34% provided incentives to specialists
through withheld funds or bonuses to complement FFS
payments. More, however, were using capitation for groups
of specialists (47%). The most common specialties were
mental health, radiology, podiatry, and cardiology. Risk
sharing with specialists has been increasing over time.

Aggregate Risk and Incentives

The survey data provide less insight about how much
total risk the HMOs were transferring to physicians. In an
effort to identify the amount of risk facing a physician, we
asked plans what maximum percentage an individual
physician’s income could vary due to financial incentives

Table 2. Physician Payment: Specialists*

Physician Payment G/S, % N/I, % PPO, %
Individual physicianst
Some risk sharing 59 54 3
through capitation# 31 20 0
Pure salary$ 17 2 0
Pure fee for servicel 24 42 97
Specialty service
Capitation for individual
specialties® 69 47 7
Competitive bidding* 31 33 17

*Source: Gold et al.?® G/S indicates group/staff-model HMO; N/I,
networlc/IPA HMO; PPO, preferred provider organization.

fSince multiple arrangements often are in place, the items specified
that the response should be for the largest product (if more than
one existed) and for the predominant method of payment for indi-
vidual physicians.

#Payment to the individual physician is by capitation and/or it in-
cludes additional payments (funded through withheld funds or bo-
nuses) based on various measures of performance (e.g., utilization
or cost, patient satisfaction, quality).

8 Payment to the individual physician is by salary and there are no
additional payments (funded through withheld funds or bonuses)
based on various measures of performance (e.g., utilization or cost,
patient satisfaction, quality).

IPayment to the individual physician is based on fee-for-service
and there are no additional payments (funded through withheld
funds or bonuses) based on various measures of performance (e.g.,
utilization or cost, patient satisfaction, quality).

1The most common specialty capitated among network/IPA HMOs
was mental health, and among group/staff-model HMOs it was
cardiology. Other common specialties with such capitation include
radiology, orthopedics, ophthalmology, urology and podiatry.

* Radiology was the most common specialty subject to competitive
bidding (31% of network/IPA HMOs using such bidding).
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Table 3. Variation in an Individual Primary Care Physician’s
Income Due to Plan Financial Incentives,
by Plan Type, 1994*

Maximum Percentage All

Variation Plans G/S N/I PPOs
Mean 17 8 20 3
Median 7 8 15 0

Distribution (percentage of
responding plans)

0% 38 33 13 83
1%-10% 15 46 28 5
11%-20% 22 17 38 8
21%-25% 17 8 33 0
26%-30% 1 (0] 0 4
>30% 7 4 13 0
Plans responding, n 87 24 39 24

*Source: Gold et al.b G/S indicates group/staff-model HMO; N/I,
networlk/IPA HMO; PPO, preferred provider organization. Excludes
17 plans that said they did not know and 4 that said this question
was not applicable. The question read, “By approximately what
maximum percentage may an individual primary care physician’s
annual income vary each year as a result of the financial incen-
tives your plan uses?”

(Table 3). Network/IPA HMOs clearly shared more risk
than other plans with a mean of 20% and median of 15%.
However, network/IPA HMOs varied considerably. Thir-
teen percent shared no risk, and 28% had arrangements
that they indicated would affect physician income by a
maximum of 10% or less. In contrast, 13% of plans said
income could vary by more than 30%. Risk is a complex
concept, and it is not clear how closely the responses rep-
resent the net impact of multiple financial incentives to
physicians. Some have argued, for example, that the level
of capitation and its adequacy is at least as or more im-
portant to a physician’s risk than any withheld funds or
additional bonus.14

Context in Which Financial Incentives Operate

Structures are in place in many managed care plans
that are likely to influence the way in which financial in-
centives operate. It is important to note that a survey can
only identify what plans report they do by way of struc-
tures and incentives for physicians, not how well they do
it or how it is understood by the individual physician.

Structures and processes for quality improvement
and oversight exist in almost all the HMOs and many
PPOs. The vast majority of HMOs and from 72% to 79% of
the PPOs had quality assurance committees in place.
They also had written quality assurance plans and active
patient grievance procedures. Over 90% of the HMOs
(59% of the PPOs) had targeted quality improvement ini-
tiatives. More than 90% of the HMOs, and 55% of the
PPOs, conducted consumer surveys. Almost all the HMOs
and 45% of the PPOs said they conducted clinically fo-
cused studies on a regular basis. These studies are used
to respond to external review and regulatory requirements

(as well as purchaser effects). They are also used inter-
nally to identify areas for improvement and to gauge suc-
cess. To some extent, these surveys may be developed in
response to requests from large purchasers who are ask-
ing about quality and requiring accreditation from groups
such as the National Committee on Quality Assurance
(NCQA).

Plans also were active in a number of other clinically
related areas that may influence physician practice pat-
terns, quality, or costs. Eighty-six percent of network/IPA
HMOs, 76% of group/staff-model HMOs, and 52% of PPOs
said they profiled practice patterns. Profiles most com-
monly were used to identify areas for systemwide im-
provement, provide physician feedback, screen outliers
for review, and make decisions on contract renewals. In
addition to inpatient utilization review, 72% of network/
IPA HMOs, 83% of group/staff-model HMOs, and 55% of
PPOs required ambulatory utilization review for resource-
intensive services such as magnetic resonance imaging.
Slightly more than half of the network/IPA HMOs (52%)
and 66% of group/staff-model HMOs required preauthori-
zation for specialist referral.

OBSERVATIONS AND DISCUSSION

Managed care plans, especially in HMOs, change im-
portant features of the health care delivery system that
influence the way physicians provide care. Through com-
plicated and multidimensional arrangements, HMOs en-
ter into risk-based agreements with physicians. Using a
varying combination of capitation and incentive payments
(and salary for group/staff-model HMOs), HMOs establish
an environment that encourages physicians to practice
differently than they would in traditional FFS systems.
Payment features are intended to encourage physicians to
provide care judiciously but with concern for quality, out-
comes, and patient satisfaction. These features are rein-
forced by other practices, such as peer profiling and prior
approval requirements. Still, the basis for determining
physician payment remains relatively primitive, with lim-
ited risk adjustment and uncertain actuarial analysis un-
derlying physician risk sharing.

Managed care, especially in HMOs, includes explicit
financial and nonfinancial incentives to encourage physi-
cians to focus on quality and consumer satisfaction. This
includes policies that provide incentive payments (albeit
small) based on these measures, as well as active quality
assurance activities that have the potential to examine an
entire population of enrollees, not only active users. These
aspects of managed care tend to be absent in traditional
FFS practice and could provide a major opportunity to en-
hance quality.

Considerable controversy continues to surround the
issue of financial incentives and managed care. As a non-
clinician researcher, I find it helpful to view this contro-
versy in the context of some basic premises. First, physi-
cians are not disinterested parties in assessing financial
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incentives. Each physician has a financial stake in the
outcome. Many physicians, specialists, in particular, are
finding it difficult to maintain their incomes and their
practices in the current reimbursement environment.
Separating financial self-interest from the physician’s role
as patient advocate is important. Without this, physicians
may run the risk of having decision making about patient
care depend on the competing influences of physicians’ fi-
nancial interest versus the patients’ physical and mental
well-being. The potential negative impact on patients’
trust in their physicians is an important policy issue.!®

Second, what is best for an individual patient is not
always what is best for society, particularly when re-
sources are scarce and payers are increasingly unwilling
to pay unlimited expenses. Although it is not clear how
physicians should define their obligations in this context,
explicit recognition of this conflict would be helpful.16:17
Third, we are in a transition period. Although managed
care has developed rapidly, many plans are still relatively
immature. Improvements and self-corrections are likely to
occur with experience. Some negotiation and balancing
between physicians and health plans, as well as other
stakeholders, can be argued to be both inevitable and
healthy. The resulting changes will create more consistent
connections between what purchasers want to buy from
health plans and what health plans’ providers deliver,
while at the same time making sure that physicians don’t
bear so much risk that patients are denied needed care.

Finally, the focus on financial incentives should not
obscure the key concepts of accountability and population-
based measurement that are inherent in the capitated
managed care model. Whatever its faults or limitations,
managed care, at least conceptually, puts the focus on
health needs rather than reimbursable services because
health plans are capitated to serve enrollees. In my expe-
rience, few physicians understand capitation and its fo-
cus on an enrolled population. For example, a physician
might compare the capitation rate for a patient with that
patient’s use of services and complain when the latter ex-
ceeds the former. The same physician might fail to ac-
count for patients who use few services.

In conclusion, financial and other incentives used by
managed care organizations can encourage providers to
be more sensitive to the entire population they serve and
to the outcomes of care for that population. Strategies
that encourage physicians to match intensity of care with

patients’ needs and preferences are changing as rapidly
as the alphabet soup of plan labels. Physicians, therefore,
have the opportunity and the responsibility of influencing
managed care to ensure that their patients’ interests re-
ceive the highest priority.

The author is indebted to the Physician Payment Review Com-
mission for supporting some of the underlying research on
which this paper builds.
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