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Article

State Medicaid programs have taken a variety of path-
ways toward value-based purchasing (VBP). During 
March 2016 the National Association of Medicaid 
Directors, in collaboration with The Commonwealth 
Fund, completed and released a survey of state efforts 
to move from a payment system based on volume to 
one based on value.1 Of the 34 states that responded to 
the survey, 28 were engaged in a payment reform 
process:

•• At least 12 states provide supplemental payments 
to providers for infrastructure, quality measure-
ment, and reporting. These programs most often 
support health home or patient-centered medical 
home programs, and may include a shared savings 
or shared risk component.

•• Seven states have either implemented or are in the 
process of developing episode-based payment pro-
grams, in which accountability for quality and total 
cost of care for specific procedures or events (such as 
asthma exacerbation, childbirth, or congestive heart 
failure [CHF]) is placed on an identified provider or 
group of providers, with opportunities for shared sav-
ings predicated on quality performance.

•• At least 9 states have implemented population-
based payment models, which establish a targeted 
expenditure based on total cost of care for an iden-
tified population, and hold providers responsible 
for quality and cost and usually include a shared 
savings component.

Some states have adopted a prescriptive process that 
mandates compliance with state-prescribed care compo-
nents in order to receive an incentive payment or avoid a 
penalty. These systems are time consuming, expensive to 
implement, must be maintained over time, and they are 
subject to evolving changes in best practice models. What 
is needed is a system that allows a state Medicaid pro-
gram to establish the right financial incentives that moti-
vate health plans to manage their provider networks in 
such a way that will achieve the state-desired value prop-
osition. Such a process should be put into place that does 
not impose clinical practice guidelines on providers, 
inhibit the ability of health plans to innovate, or require 
inordinate expense.

Both objectives of better outcomes and more efficient 
management can be achieved based on 5 outcomes mea-
sures that are indicative of a well-performing health care 
system and are suitable measures for a variety of popula-
tions. Since 2011, the Texas Medicaid program has pro-
ceeded to implement this outcomes-based payment by 
selecting 5 specific potentially preventable events (PPEs) 
measures for different provider organizations that reflect 
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the organization’s responsibility and influence over reduc-
ing that PPE. Texas is implementing, among other efforts, 
these 5 quality outcomes measures that result in substantial 
and potentially avoidable health care costs. Together, these 
quality outcomes measures cover the vast majority of all 
potential savings in the health care system.

In its fee-for-service (FFS) program, Texas applies poten-
tially preventable readmissions and complications to its FFS 
hospital payments. Each year an adjustment is made in pay-
ments for those hospitals that perform below the statewide 
mean. An incentive program was created by the Texas 
Legislature during 2016. In addition to a performance pen-
alty for low-performing hospitals, the legislature appropri-
ated almost $300 million for the biennium (2015/2016) to 
fund incentive payments. The funds are split equally between 
preventable complications and readmissions.2

During 2012, Texas Medicaid included a provision 
with its new managed care contracts to place 4% of the 
premium at risk based on performance measures. The 4% 
amount is not insignificant—statewide that equates to 
about $640 million annually. As the program developed, 
Texas Medicaid assigned 2% of the value based on health 
plan performance associated with 3 PPEs: preventable 
hospital admissions and readmissions, and emergency 
department (ED) visits. The remaining 2% was allocated 
to 3 Healthcare Effectiveness Data and Information Set 
measures that varied based on health plan model.

•• Potentially Preventable Complications (PPCs). 
PPCs are harmful events (eg, accidental laceration 
during a procedure) or negative outcomes (eg, 
hospital-acquired pneumonia) that may result from 
the process of care and treatment rather than from 
a natural progression of underlying disease.3

•• Potentially Preventable Readmissions (PPRs). 
PPRs are return hospitalizations that may result 
from deficiencies in the process of care (eg, read-
mission for a surgical wound infection) or inade-
quate postdischarge follow-up (eg, prescription not 
filled) rather than unrelated events that occur post 
discharge (eg, broken leg resulting from trauma).4

•• Potentially Preventable Admissions (PPAs). PPAs 
are hospital admissions that may have resulted from 
the lack of adequate access to care, inadequate treat-
ment of those with access, or insufficient coordina-
tion among specialists in the ambulatory care setting. 
PPAs are ambulatory care sensitive conditions (eg, 
asthma, CHF) for which adequate patient monitor-
ing and follow-up (eg, medication management) 
often can preclude the need for admission.

•• Potentially Preventable ED Visits (PPVs). PPVs are 
ED visits that may result from a lack of adequate 
access to care or ambulatory care coordination. 
Similar to PPAs, PPVs are ambulatory care sensitive 
conditions (eg, asthma, diabetes) for which adequate 

patient monitoring and follow-up (eg, medication 
management) should be able to reduce or preclude 
the need for an ED visit.

•• Potentially Preventable Outpatient Services 
(PPSs). PPSs are outpatient laboratory and inter-
ventional services, ordered by physicians, that 
may not provide useful information for diagnosis 
(routine use of many laboratory tests), or treatment 
for which there are significant questions concern-
ing efficacy (eg, avoidable back surgery).5

In 2011, through Senate Bill 7, the Texas Legislature 
established a Medicaid “quality-based outcomes” pay-
ment program covering all types of provider systems 
including hospitals and managed care plans.6 The pro-
gram is designed so that hospitals and managed care 
plans receive their comparative PPE quality reports many 
months in advance of any payment adjustment the state 
makes based on those quality scores—and thereby have 
the opportunity to begin making quality improvements.

The results for the Texas VBP model have been 
impressive. Success has been obtained not by the state 
dictating the process of care or mandating adherence to a 
state-imposed clinical process for a given episode of care, 
but rather by creating financial incentives that encourage 
and reward innovation in the delivery of services. The 
balance of this paper documents the impact of this model 
on care delivery in Texas.

Methods

Data Sources and Scope

This section describes the data used to analyze PPE out-
comes for Texas Medicaid programs. The analysis was 
conducted using Texas Health and Human Services 
Commission (HHSC) claim and retroactive STAR, 
STAR + PLUS, and CHIP enrollment files from January 
2012 through May 2016. The analysis included claims for 
inpatient, outpatient, professional, and prescription ser-
vices. Dual eligible and CHIP perinatal membership was 
excluded from the analysis.

Membership Eligibility

To be included in the calendar year analysis a member 
must have had at least 1 month of eligibility in that calen-
dar year and 3 or more months of eligibility in the year 
prior. A unique member ID was created within each health 
plan for each Medicaid member. Between 3.3 and 3.4 
million members were included depending on the calen-
dar year. Member enrollment was mapped to Managed 
Care Service Areas (MSAs) defined by HHSC as illus-
trated in Figure 1. If a member could not be mapped to a 
MSA they were assigned to a default statewide category.
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PPEs

The results provided in this article focus on 3 of the 4 
PPEs (ie, PPA, PPVs, and PPRs) that the State of Texas 
implemented (Texas has implemented PPCs only for hos-
pitals). In order to measure performance of PPEs over 
time, risk-adjusted norms were calculated as statewide 
averages for each respective PPE metric in the baseline 
year, 2013, to measure incremental change in perfor-
mance from 2013 to 2015.

PPAs and PPVs were identified using the 3M 
Population-focused Preventables (PFPs) Software V1.3.0 
(3M, St. Paul, Minnesota). PPA and PPV norms were cal-
culated separately for each respective measure in the base-
line year as average risk-adjusted rates within each product 
(ie, STAR, STAR + PLUS, and CHIP) and Aggregated 
Clinical Risk Group (ACRG) 3 level. Expected utilization 
for 2014 and 2015 was calculated from these 2013 norms, 
risk adjusted to the patient mix within each subsequent 
year based on 3M CRGs V1.12 (3M, St. Paul, Minnesota) 
at an ACRG level 3 for all eligible members within a given 
calendar year and within each product. Actual and 
expected PPA and PPV performance is recorded as rates 
(per 1000 members per year, or PKPY).

PPRs were measured using 3M PPR Grouping 
Software V31.0 (3M, St. Paul, Minnesota), which identi-
fied clinically related readmissions using a 30-day read-
mission window. Because some types of admissions 
require follow-up care that is intrinsically clinically com-
plex and extensive, and for which preventability is diffi-
cult to assess, there are certain circumstances in which a 
readmission cannot be considered potentially prevent-
able. Accordingly, for example, all patients who left 
against medical advice are not included.

After these exclusions were applied, all other inpatient 
claims starting between January 1 and November 30 
within a given calendar year were considered candidate 
cases for identifying PPRs.

PPR rate norms were calculated in calendar year 2013, 
the baseline year, at a statewide level across all products 
(STAR, STAR + PLUS, and CHIP). Expected utilization 
for 2014 and 2015 was calculated from 2013 norms, risk 
adjusted for 3M All Patients Refined Diagnosis-Related 
Group and severity of illness, mental health status, and 
age category (older/younger than age 18).

Performance for PPAs, PPVs, and PPRs was measured 
by calculating the percent difference between the actual 
and expected rates.

Results

Texas Medicaid PPE performance aggregated across all 
products (STAR, STAR + PLUS, and CHIP) over a 3-year 
period is shown in Figure 2 through the percent difference 

between actual and expected rate of PPEs. Even though the 
membership volume and expected rates for PPAs, PPVs, 
and PPRs have increased over time, driven by change in 
member volume and case mix, the actual number of PPEs 
have decreased substantially, showing year-over-year risk-
adjusted improvement from the baseline year.

PPAs in 2014 and 2015 were lower than expected 
(Figure 2). In 2014, there were fewer PPVs (PKPY) than 
expected. In 2015, PPVs (PKPY) were reduced to fewer 
than expected. PPR rates in 2014 and 2015 were lower 
than expected.

Using the same data and approach as in Figure 2, 
Figure 3 shows geographic performance by MSAs in 
PPA, PPV, and PPR rates. There is geographic PPE per-
formance variation between MSAs within Texas with 
most MSAs showing improvement from 2013 to 2015.

Figure 4 shows clinical detail on the top 5 most com-
mon services driving PPA, PPV, and PPR outcomes. 
Asthma, cellulitis and skin infections, pneumonia, diabe-
tes, and mental health services are among the most com-
mon services associated with PPAs and accounted for 
40% of all PPAs in 2015. Schizophrenia, bipolar disor-
ders, major depressive disorders, and other/unspecified 
psychoses, CHF, and septicemia are the most common 
services received for a medical PPR and accounted for a 
large percentage of all PPRs in 2015. On the surgical side, 
the most common PPRs were infections and/or other com-
plications that occurred after a procedure. Infections of the 
upper respiratory tract and otitis media are by far the most 
common PPV, accounting for 22% of all PPVs in 2015.

Discussion

It is important to highlight caveats that certainly mitigate 
any conclusions that one can draw from this one state 
case report. Most important, numerous initiatives were 
occurring throughout the country—the Centers for 
Medicare & Medicaid Services (CMS) Hospital-Acquired 
Condition Program, the CMS Hospital Readmission 
Reduction Program, and overall initiatives such as the 
appropriate use of handwashing. That said, preliminary 
results for this important statewide intervention are very 
encouraging. Simply put, all 3 PPEs decreased; the 
decrease in PPEs occurred in both the hospital and man-
aged care settings. Soon after the PPE approach was 
implemented, a Medicaid health plan in a major Texas 
metropolitan area analyzed its PPA performance. The 
health plan found that the source of many of its PPAs was 
associated with ED visits and a specific ED physician 
practice group. The health plan negotiated a contract with 
the ED physician practice group that included an incen-
tive for reductions in preventable hospital admissions. In 
tandem with those discussions, the health plan contracted 
with several of its primary care physicians in those areas 
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Figure 2. Potentially preventable events compared to risk-adjusted expected amount, 2013 to 2015.
Abbreviations: PKPY, per 1000 per year; PPA, potentially preventable admissions; PPR, potentially preventable readmissions; PPV, potentially 
preventable emergency department visits.

of the city where the PPAs were occurring to offer 
expanded hours for after-hours care. Following these 
efforts there was a noticeable decline in PPVs and PPAs.

At the same time, New York State has taken a similar 
approach to comprehensive and transparent quality  
outcomes-based payment. In 2010, New York imple-
mented a Medicaid payment reform that mandated a 
reduction of $47 million in annual Medicaid payments to 
hospitals with high rates of PPRs.7 New York Medicaid 
expanded quality outcomes payment to its managed care 
programs in 2013; plans will have their premiums adjusted 
based on their performance on several quality measures, 
including 4 of the PPEs described in this article.

Transparent and categorical methodologies will allow 
provider systems to produce meaningful data for clini-
cians and the entire health care team, thereby increasing 
the likelihood of acceptance of a quality-based outcome 
payment system. As with regression models, clinical 

categorical models utilize predictor variables to estimate 
the value of an outcome. The process used in the develop-
ment of a clinical categorical model is an iterative process 
of formulating clinical hypotheses regarding the relation-
ship between the outcome of interest and predictor vari-
ables and then testing the hypotheses with historical data. 
The historical data are used to confirm or refine the clini-
cal hypotheses identified by clinicians. When there are 
discrepancies between clinical expectations and the data 
results from the historical data, the clinical expectations 
are refined to form the basis of the clinical categorical 
model.8 In fact, both Texas and New York have been pro-
viding detailed reports based on these categorical models 
and are planning to expand this effort substantially.9

This outcomes-based payment also has been used by 
the Maryland Health Services Cost Review Commission 
in its effort to decrease hospital complications. In the first 
4 years, Medicaid inpatient complications in Maryland 
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Figure 3. (continued)
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Figure 3. Potentially preventable admissions, ED visits, and readmissions compared to risk-adjusted expected amount, 2013 to 
2015, by HHSC Texas Medicaid Managed Care Service Area.
Abbreviations: ED, emergency department; HHSC, Health and Human Services Commission; MRSA, Medicaid Rural Service Area; PKPY, per 1000 
per year; PPA, potentially preventable admissions; PPR, potentially preventable readmissions; PPV, potentially preventable emergency department 
visits; RSA, rural service area.

decreased by approximately 50% and cost savings over 
the first 2 years of the Maryland payment adjustment for 
inpatient complications was $110.9 million.10

The Texas models have been successful because 
they adhere to a set of principles consistent with VBP. 
These principles as implemented in Texas include the 
following.

Establish a Rational Financial Incentive

The financial incentive must be reasonably proportional 
to the cost associated with the targeted system ineffi-
ciency. In Texas, policy makers placed up to 2% of the 
premium at risk based on performance associated with 
preventable admissions, readmissions and ED visits.
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2015 PPA Count

Medical PPAs 35 347   

 Five most common Medical PPAs: 14 428

  139 - Other Pneumonia 3628

  383 - Cellulitis and Other Bacterial Skin Infections 3125

  141 - Asthma 2807

  753 - Bipolar Disorders 2449

  420 - Diabetes 2419

Surgical PPAs 533

 Five most common Surgical PPAs: 500

  304 - Dorsal and Lumbar Fusion Proc except for Curvature of Back 293

  310 - Intervertebral Disc Excision and Decompression 144

  710 - Infectious and Parasitic Diseases Including HIV with OR Procedure 39

  305 - Amputation of Lower Limb except Toes 14

  711 - PostOp, Post-Trauma, Other Device Infections with OR Procedure 10

Total PPAs 35 880

2015 PPR Count

Medical PPRs 10 998

 Five most common Medical PPRs: 4726

  750 - Schizophrenia 1435

  753 - Bipolar Disorders 1421

  751 - Major Depressive Disorders and Other/unspecified Psychoses 936

  720 - Septicemia and Disseminated Infections 484

  194 - Heart Failure 450

Surgical PPRs 394

 Five most common Surgical PPRs: 174

  711 - PostOp, Post-Trauma, Other Device Infections with OR Procedure 60

  710 - Infectious & Parasitic Diseases Including HIV with OR Procedure 38

  791 - OR Procedure for Other Complications of Treatment 37

  364 - Other Skin, Subcutaneous Tissue and Related Procedures 21

  173 - Other Vascular Procedures 18

Total PPRs   11 392

2015 PPV Count

 Five most common PPVs:             592 138

  562 - Infections of Upper Respiratory Tract and Otitis Media 286 049

  627 - Nonbacterial Gastroenteritis, Nausea and Vomiting 92 076

  661 - Level II Other Musculoskeletal System and Connective Tissue Diagnoses 75 192

  675 - Other Skin, Subcutaneous Tissue and Breast Disorders 70 746 

  871 - Signs, Symptoms and Other Factors Influencing Health Status 68 075

Total PPVs 1 289 682

Figure 4. Total potentially preventable admissions (PPAs), potentially preventable readmissions (PPRs), and potentially 
preventable visits (PPVs) and the 5 most common medical and surgical PPAs by 3M All Patient Refined Diagnosis-Related Groups, 
2015.
Abbreviation: OR, operating room.
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Provide the Incentive to Engage in VBP

Many of the Texas Medicaid health plans realized they could 
not independently achieve the ambitious objectives estab-
lished by the program without engaging in payment reforms 
within the managed care network. As a result, provider net-
works contracts have been revisited to include gainsharing 
and risk based on reductions in ED visits, and hospital 
admissions and readmissions. The focus of the plans is 
beginning to change so that networks are assessed not only 
on access to providers but also on quality.

Assess Individual Plan Performance

Texas assesses performance at the individual plan level 
rather than creating a statewide measure to which all 
health plans are held. Creation of a single statewide stan-
dard does not adequately consider individual health plan 
performance. For example, if a statewide measure is 
used, then one plan may only need to improve perfor-
mance by a small percentage to avoid a penalty on quality 
for an incentive while another plan may need to make 
gargantuan progress. Progress should be plan specific and 
measure improvement from the individual plan baseline.

Use Risk-Adjusted Measures

The illness burden of health plan members is not equally 
distributed. Some plans may attract members with more 
acute and/or chronic conditions than others. As a result, the 
measures used must be risk adjusted to reflect the variance 
in the distribution of the illness burden among plans.

Use Measures That Apply Across Delivery 
Systems and Populations

The Texas measures are used in multiple delivery sys-
tems (fee for service, managed care, and Delivery 
System Reform Incentive Payment) and will accommo-
date future changes Texas may make in its delivery 
model. Similarly, the measures are applicable to the rea-
sonably healthy Medicaid populations (eg, pregnant 
women, children) as well as to those with more chronic 
conditions (eg, aged, blind, disabled). The measures are 
equally applicable for acute as well as long-term ser-
vices and supports delivery models.

Assess Population Rates Rather Than Cases

Determining the payment adjustment for quality based on 
overall provider system performance avoids the key prob-
lem with the case-by-case approach. It allows the determi-
nation of an overall quality payment adjustment that is 
applied to all patients treated by the provider system, 

regardless of whether the individual patient experienced 
the negative outcome, thereby avoiding the need to desig-
nate the care of specific patients as substandard.

Put differently, key characteristics of a pay-for- 
outcomes approach must include the following:

1. A comprehensive approach applicable to all major 
provider organizations, covering those outcomes 
that substantially impact expenditures without 
mandating hundreds of process measures.

2. Financial incentives that decrease negative  
outcomes that are substantive yet proportionate. 
Without sufficient financial motivation, providers 
are unlikely to make the investment necessary to 
achieve the behavioral changes needed to improve 
quality. For example, the Medicare Hospital-
Acquired Conditions payment adjustment affects 
less than 0.02% of Medicare Inpatient Prospective 
Payment System payments.11 Interestingly, despite 
the fact that the Texas HHSC made the decision to 
delay implementation of the at-risk amount until  
a later date, the very consideration of a several  
percent penalty resulted in the dramatic changes 
described in this paper.

3. Adequate risk adjustment that is clinically com-
prehensive to the providers taking on the risk and 
is not susceptible to manipulation or gaming.12

Despite the fact that senior personnel at the Texas 
Department of Health Services have changed over the 
past 5 years, there has been ongoing and continuous sup-
port for an outcomes-based approach, both in terms of 
delivering reports to health professionals and the commit-
ment to implementing appropriate financial incentives.

What are the challenges to implementing the pay-for-
outcomes approach described in this article? Most 
important, health policy experts still largely prefer using 
process measures as the key to successful quality 
improvement. At the end of the day, individual consum-
ers want better quality outcomes such as fewer compli-
cations and readmissions. Senior policy makers at 
Medicaid programs in particular, but also at Medicare 
and commercial insurers, expect savings and increas-
ingly demand improved outcomes.

This pay-for-outcomes approach results in ease of 
communication. The importance of the effectiveness of 
communication, which must focus on improvement and 
has to be simple, comprehensive, and transparent, can-
not be overstated. CMS has emphasized the importance 
of the communications value of the method of payment: 
“The success of any payment system that is predicated 
on providing incentives for cost control is almost totally 
dependent on the effectiveness with which the incen-
tives are communicated.”13 CMS, Medicaid programs, 
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and commercial insurers should focus on health reform 
efforts that demonstrate bottom line results. Current 
CMS quality programs should be revamped to make the 
programs more outcomes focused. Individual consum-
ers are right to demand improvement in quality out-
comes and to have access to information that is clear 
and easy to understand.

Conclusions

In summary, for its Medicaid enrollees, Texas has thus 
far succeeded in improving clinical outcomes and reduc-
ing health care costs associated with PPEs instead of 
just simply cutting services. As befits any large-scale 
ambitious intervention, there are many unanswered pol-
icy questions and many opportunities for improvement. 
What is the right mix of financial incentives, informa-
tion, and opportunities for collaborative engagement 
between plans? In ideal circumstances, all payers should 
have a clear and transparent process with providers by 
which they arrive at a mix of financial and nonfinancial 
incentives to improve outcomes. How should plans best 
involve consumers, particularly in the burgeoning area 
of consumer activation/empowerment?14 Other states 
such as New York and Maryland are going down a simi-
lar path of providing overall financial incentives tar-
geted to potentially preventable health care costs while 
not prescribing onerous and time-consuming process 
measures. These states are leading the effort to improve 
health care outcomes.
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