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“You get what you pay for”
• Marketing maxim

“You get what the seller perceives that you 
are paying”

• Adaptation, circa 2003

Utility theory suggests that various economic 
parties do what will give them the maximal 
economic return.  

Daniel Kahneman,  a Professor of Psychology at 
Princeton, won the 2002 Nobel Prize in 
Economics for his demonstration that some gains 
or losses are valued more than others.  This has 
been dubbed “Prospect Theory.”
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“The incentives and structure of health care 
in the US produce exactly what we should 
expect” 

• “No Toyotas in Health Care...” Molly Joel Coye, 
Health Affairs, 2001

“Nothing gets attention more quickly than 
the potential of a compensation package to 
alter the paycheck”

• “Compensation and Quality…”Eugene Osgrod Health 
Affairs, 1997

Economic incentives do drive behavior – and it is 
clear that one way to get the attention of health 
care providers is to alter compensation.

In this web presentation, I will review Prospect 
Theory and show how health plans can use its 
insights to help determine optimal provider 
payment methodologies. 
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It often seems that physicians pay either 
more or less attention to incentives than 
seems “economically rational”

Primary care physicians sometimes spend more time “gate-
keeping” than their dollars “at risk”
Physician offices sometimes spend more on chart review for 
HEDIS figures than incentive fees available, even if there is 
no public reporting on rates
Physicians often don’t consider the return of withhold when 
they are benchmarking payers
Physicians will sometimes spend hours of professional time 
fighting denials of claims valued at less than $100.

We have all seen evidence of what appears to be 
economic irrationality among providers – here are a few 
examples
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Why?
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It turns out that financial loss or 
gain is “valued” differently in 
different circumstances….

But first, let’s get away from the specialized 
world of provider reimbursement, and just 
think about personal finances.
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Examples of economic 
“irrationality” in my own 
personal finances

As part of a large home renovation, we 
purchased a bathroom sink that cost more than 
the  per capita annual income in China… we 
would never have made that purchase except 
in the context of the larger project.

When shopping for gasoline, I prefer a 
discount for cash purchase to a surcharge for a 
credit purchase, even if the net economic cost 
to me were identical.

Based on performance, I would never 
currently buy a number of the mutual funds in 
my retirement account. But I hate losing so 
much that I don’t sell them!
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Financial Gain: Point of View 
Scenario One: A lucky person wins the lottery 
twice in a row – netting $50 with each win
Scenario Two: Another lucky person wins the 
lottery once only – netting $100 total.

Who is happier? (Note equal economic value)

We perceive higher value in the sum of the two 
smaller gains

Although in each scenario the individual has $100 of 
additional wealth, the individual who has won two 
smaller sums will feel that s/he has gained more than the 
individual with a single (equal) “win”.

By the same token, an increment of $100 additional 
dollars matters “less” to someone who has just gotten a 
$10,000 raise.
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Financial Loss: Point of View 
Scenario One: One person loses $100 bill from a 
wallet
Scenario Two: Another person loses a $50 bill 
from a wallet two weeks in a row

Who is more upset? (Equal economic value)

We perceive higher value in the sum of the two 
smaller losses

Again, the economic values of both scenarios are equal.  
However, each of the smaller losses will be more than 
half as important as the larger loss, so the person losing 
two $50 bills will feel a greater loss than the one losing 
a single $100 bill.

By the same token, people who are making a large 
purchase (like a car) are more willing to add 
incremental charges (like extended warrantees) than if 
they had not just suffered a large expense (or loss).
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Mixed Loss and Gain
Scenario One: A lottery winner nets $150
Scenario Two: A lottery winner nets $200, 
but discovers she has lost $50 from her 
pocketbook.

Who is happier? (Equal economic value)

The small loss is perceived to be of more value 
than its true economic value; hence, scenario 
one appears more attractive.

Since we value losses more than gains, the 
individual in scenario two believes that s/he has 
gained less net economic value.
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Prospect Theory
More perceived value ascribed to

Losses (compared to gains)
• People hate a $10 loss more than they like a  $10 gain

Certainty (compared to equivalent probability)
• People would rather have $10 than a 50% chance of 

winning $20
Percent difference (than actual dollar value)

• People will shop around for a $5 savings on a $20 
calculator, but not on a $120 PDA 

Easily remembered information
• More vivid descriptions or personal experience – for 

instance those who know a mugging victim believe that a 
neighborhood is more dangerous regardless of statistics

Some examples from Kahneman’s classroom:
1. If you would have to pay $10 if a coin flip shows 

“tails,” what payoff would you demand from a 
“heads” to participate.  Although this gamble is 
economically neutral at $10 payoff, students routinely 
demand a payout of $20 to agree to participate.

2. If a disease would kill 600 people, and there was a 
choice of a treatment with a 1/3 chance of saving 
everyone, and one with a 100% chance of saving 200, 
a majority of students choose the certainty of saving 
200.  If the question is framed differently – in one 
choice there is a 1/3 chance no one will die, and in 
the other 400 will definitely die, students 
overwhelmingly chose the chance of saving 
everyone. 
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The correlation between perceived loss 
or gain and actual loss or gain can be 
shown in a graph

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Prospect Theory, Kahneman and Tversky, 
Econometria 1979

This is the graphic representation of Prospect Theory.

Note that the horizontal axis shows actual gains or 
losses (so that a $50 gain would be ½ as far from the 
origin as a $100 gain.)   A $50 loss would be equidistant 
from the origin as a $50 gain.

The vertical axis shows the perception of gain (above 
the horizontal axis) or loss (below the horizontal axis).

Note that each curve becomes “flatter” as it travels 
away from the vertical axis. Note also that the “loss” 
curve is steeper than the “gain” curve.
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This correlation between perceived loss
or gain and actual loss or gain can be 
shown in a graph

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Prospect Theory, Kahneman and Tversky, 1979

Note the slope is steeper for smaller 
gains: i.e. they are perceived as 

disproportionately valuable

Note also that the slope is steeper 
for losses – we hate to lose more 

than we like to gain!

1) small real gains or losses are perceived to be 
relatively more valuable than large ones, and 

2) losses are perceived to have more value (steeper 
curve) than gains.

For example, saving $100 is perceived to be worth 
more than 10% of saving $1000.   Also, losing $100 
is perceived to be worth more than gaining $100.
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Gain : Lottery $100 win vs. $50 x2 

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory $100 win is on a 

less steep portion of 
the curve than each of 
two $50 wins

Sum of the two 
smaller gains leads to 
a larger perceived 
gain than the single 
win

Scenario Two
Scenario One

x<2x

This shows the first real life example, illustrating that 
two $50 gains are perceived to be of greater value than a 
single $100 gain.
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Scenario One: A lucky person wins the lottery 
twice in a row – netting $50 with each win
Scenario Two: Another lucky person wins the 
lottery once only – netting $100 total.

Who is happier? (Note equal economic value)

Financial Gain: Point of View 

• Scenario One: A lucky person wins the lottery 
twice in a row – netting $50 with each win

• Scenario Two: Another lucky person wins the 
lottery once only – netting $100 total.

• Who is happier? (Note equal economic value)

We perceive higher value in the sum of the two 
smaller gains

(Slide 8 above)
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Loss: Loss of $100 vs. $50x2

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory $100 win is on a 

less steep portion of 
the curve than each of 
two $50 losses

Therefore, the 
perception of loss will 
be greater with the 
two smaller losses

$100

$50 x
<2x

This shows that each small loss is valued at greater than 
½ the value of the larger loss.

Financial Loss: Point of View 

• Scenario One: One person loses $100 bill from a 
wallet

• Scenario Two: Another person loses a $50 bill 
from a wallet two weeks in a row

• Who is more upset? (Equal economic value)

We perceive higher value in the sum of the two 
smaller losses

(Slide 9 above)
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Mixed Gain and Loss 

Gains
Losses

Perceived Losses

Perceived Gains Sum of $200 
gain and $50 loss 
leads to less 
perceived net gain 
than $150 gain 
alone, since 
losses are valued 
more highly than 
gains of the same 
economic value

$150$200x

y

-$50> y

This shows that in a mixed gain and loss, the loss is 
valued more highly than the gain.  Therefore, a smaller 
gain alone is valued more highly than the combination 
of a larger gain and a small loss.

Mixed Loss and Gain

• Scenario One: A lottery winner nets $150
• Scenario Two: A lottery winner nets $200, but 

discovers she has lost $50 from her pocketbook.

• Who is happier? (Equal economic value)

The small loss is perceived to be of more value than its 
true economic value; hence, scenario one appears more 
attractive.

(Slide 10 above)
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So…

What does all of this have to do 
with physician reimbursement?
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Managed Care Plans typically 
have multiple types of cash 
flows to providers

Fee for service
Bundled payments
Withhold payments
Surplus payments
Capitation payments
Incentive bonuses
Signing bonuses

Each of these methods of paying physicians has 
advantages and disadvantages – Prospect  Theory 
will suggest to us how much each method might 
be valued by the providers.

There are times that the goal of payment 
methodology is not to make physicians “happy,” 
but to give  them “sweaty palms” to encourage 
more stewardship of resources.  Relatively small 
potential penalties (ie withholds) would be 
assigned the highest perception of loss by 
providers. In such an instance, these might be the 
most effective payment methodology.
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Provider perception of value of 
fee for service

Each unit of service is reimbursed
Each payment is on the “steep” portion of the 
perceived value curve
Fee for service is most attractive to physicians…..

But
Bundling software, code review and individual 
denials are also on the steep portion of the curve, 
and hated by physicians

Prospect Theory would suggest that physicians would 
assign the highest aggregate value to multiple fee for 
service payments.



20

© 2003 Reden & Anders, Ltd.

Each (small) fee-for-service payment is on the 
steep portion of the perceived gain curve

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

FFS payments

Indeed,  each (small) payment is on the steep portion of 
the curve, where the perceived gain is substantially 
greater than the economic value of the payment.
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Of course, denials of claim are also on the 
steep portion of the curve, and thus despised

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Denials of claims

Any denied claims are also on the steep portion of the 
curve – but this time it is the loss curve. Remember that 
the perception of the value of a loss is greater than the 
perception of value of a gain.   

Perhaps that is why after being paid 250 claims without 
incident, the physician is incensed at a single claim 
which is <$100.
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Provider perception of the value 
of bundled payments

The total payment is more on the flat portion of the 
perceived gain curve
The lost reimbursement for components of 
bundled payment are on the steeper portion of the 
perceived loss curve

Generally, providers would prefer not to have their 
fees bundled

Physicians would like to avoid the multiple small (steep 
part of curve) costs of billing for individual services, but 
are still forced to submit these bills in most bundled 
arrangements to insure data integrity

Prospect Theory suggests that as payments are 
bundled together, there is progressively less 
perceived incremental value associated with each 
additional dollar added to the bundled payment.
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Each additional dollar in bundled payments is 
on the flat portion of the curve, while lost fee 
for service revenues are on the steep portion

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Bundled payment

Incremental $

Loss of Fee For 
Service revenue

Note that each incremental dollar in the bundled 
payment is on the flatter portion of the curve, and 
thus perceived to be of less value. Each fee for 
service payment which is eliminated is perceived 
to be of higher value by the provider.
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Provider perception of withhold, 
or retention

Prospect Theory suggests that physicians 
would prefer a lower fee schedule with the 
potential of bonus to a higher fee schedule 
with withholds, even if each system had 
equal economic value.
Note that the value of withhold is also 
discounted by providers because of 

• Time value of money
• Uncertainty as to whether withhold will be returned

Prospect Theory suggests that withholds will be perceived 
to be of higher negative value  (since they are on the steep 
portion of the loss curve).  Further, the uncertainly of 
whether or not withholds will be returned leads to further 
discounting of their eventual value.

If a health plan is  looking to increase provider satisfaction 
with pay methodology, withhold should generally be 
eliminated (even if that would require lowering the fee 
schedule)

However, if a health plan is looking to draw attention to 
resource use, withholds will help focus the provider’s 
attention.

Note that there are other reasons why withholds are 
important to health plans, including a funding mechanism 
for deficits and lowering risk based capital requirements.
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Perceptual advantage of 
eliminating withhold

Gains
Losses

Perceived 
Losses

Perceived Gains

Gains
Losses

Perceived 
Losses

Perceived Gains

Lower Fee Schedule Higher Fee Schedule, 
Small Bonus Paid Some Withhold Returned

Fee 
schedule

bonus

Withhold
lost

Fee 
schedule

Notice that the withhold lost is 
on the steepest (loss) curve, 
whereas the increased  fee 

schedule this allows is on the 
flatter portion of the perceived 

gain curve

Prospect Theory shows us that providers will value a 
lower fee schedule and the potential for bonus more 
than they value a higher fee schedule with a withhold. 

Assume that in each example there were $95 available.  
On the left side is a fee schedule of $90 and a $5 bonus, 
and on the right side is a fee schedule of $100 with a $5 
withhold (penalty).

Since the penalty (loss) is perceived to be of higher 
value than the bonus (gain), the left scenario will be 
regarded more favorably by providers.
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Perceptual advantage of 
eliminating withhold

Gains
Losses

Perceived 
Losses

Perceived Gains

Gains

Losses

Perceived 
Losses

Perceived Gains

Lower Fee Schedule ☺ Higher Fee Schedule, 
Small Bonus Paid Some Withhold Returned

Fee 
schedule

bonus

Withhold
lost

Fee 
schedule+= =+

Summary of 
perceived 
value

Summary of 
perceived 
value

Since the penalty (loss) is perceived to be of higher 
value than the bonus (gain), the left scenario will be 
regarded more favorably by providers.

Note that the bar graphs show the net perceived gain in 
each scenario.
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It’s the reverse of the gas 
station… If a station sells gas for $1.60 a 

gallon and gives a 10 cent credit 
for cash, customers are happier 
than if the price is $1.50 with a 10 
cent surcharge for credit cards!
With regard to withhold, if a plan 
offered a a fee schedule of $100 
with a 10% withhold and returned 
half, the perceived economic 
value would be SMALLER than a 
competing plan which offered a 
fee schedule of $90 and an 
opportunity for a bonus that would 
average $5.
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Provider perception of value of 
capitation

The capitation payment is a large gain (flat portion of curve), 
and each resource they utilize is small and a loss, on the 
steep portion (of the already steeper curve)
Prospect theory offers another reason why physicians in 
general don’t like capitation
Recall bias – physicians remember patients requiring large 
resources much more than they remember “easy” patients

But
Physicians in settings where they are unaware of resource 
expenditure are more likely to be happy in capitated settings.

Capitation payments, which are bundled, are on 
the flatter portion of the perceived gain curve, and 
thus valued less than individual fee for service 
payments.

Note that there are other reasons why physicians 
dislike capitation payments, including recall bias 
where they remember the sick patients more than 
those well patients who require little medical care.
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Capitation payments are on the flatter portion 
of the perceived gain curve. 

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Capitation Payments

Resource Use

But while capitation payments are on the flat portion of 
the curve, each resource use (for instance an office visit) 
is a small loss, which is perceived to be of 
disproportionately high value.
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Provider perception of bonus 
payments

Better to have multiple  modest bonuses 
than a single large bonus
Bonuses valued more highly than increase 
in fee schedule
This helps explain exaggerated physician 
response to incentive bonuses for quality 
or other measures
Surplus distributions are valued as are 
other bonuses.
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Bonus Payments are on the steep portion of 
the perceived gain curve.

Gains
Losses

Perceived Losses

Perceived Gains
Prospect Theory 

Bonus Payments

Two small bonuses are perceived to be of greater value 
than a single large bonus – just as two $50 lottery 
winnings are perceived to be of greater value than a 
single $100 winning.
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Case Study One
A health plan eliminated a physician 
incentive bonus program, and applied the 
dollars saved to an overall fee schedule 
increase.
The additional fee schedule dollars are on 
the flatter portion of the perceived gain 
curve, and thus are not as highly valued as 
the loss of the bonus program. Physicians 
are angy at the loss of this bonus program. 

The health plan in question eliminated the bonus 
program in part because of physician complaints and 
threats of lawsuits.  However, Prospect Theory sheds 
some light on the importance physicians placed on the 
program, and they were angry to see it discontinued.  
The dollars applied to the overall fee schedule were not 
perceived to have as much value.
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Case Study Two
A health plan instituted small bonuses 
associated with improving certain HEDIS 
scores (i.e. mammography)
Physicians see these small payments on 
the steep portion of the curve, and value 
them disproportionately highly and do more 
work than the small size of the reward 
would justify.

In this example, a medical director exclaimed “I can’t 
believe how much work physician offices are doing for 
these small bonus amounts.”

Of course, physician desire to “do the right thing” and 
improve quality also plays a role here – but Prospect 
Theory shows that these small bonus amounts are 
perceived to be of high value.
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Case Study Three
An IPA threatened to penalize physicians 
$150 for each hospital day determined to 
be medically unnecessary
This penalty is on the steep portion of the 
loss curve.

This IPA had already had a bonus system in place 
which had the same economic impact, but 
changing this to a penalty system enraged 
participating physicians.

A physician leaked this to the local newspaper, 
and the IPA leadership had to barricade itself in 
the office until the television cameras left after the 
evening newscast.  The penalty was never 
implemented.
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How can health plans best 
spend their limited physician 
reimbursement dollars?

Mind the curve!
Offer multiple and frequent attainable bonuses
Try to avoid putting extra dollars into existing 
large payments
Bundle losses into larger gains 
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Should health plans eliminate 
the withhold?

There are financial reasons to keep it 
including

• Financing of medical budget deficits
• Favorable risk-based capital treatment
• Maintaining “sweaty palms” in risk 

arrangements to encourage resource 
savings.

Prospect Theory suggests that it is 
preferable to avoid any “take-back” that will 
increase provider dissatisfaction.
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Implications of Prospect Theory 
on provider compensation
Preferred

Fee for service
Frequent modest 
bonuses
Avoidance of “take-
backs”

Not Preferred

Bundled payments
Withholds
Capitation
Retrospective denials

Prospect theory, of course, is not the only driver of 
how health plans reimburse their physicians.  

It should join other considerations including:
(1)To what does the health plan want to draw 

attention
(2)What are accounting and regulatory 

implications?
(3)What is the relative contracting leverage of 

providers
(4)Over what do providers actually have some 

degree of control.
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Conclusions
Prospect theory helps explain what was 
previously thought to be economically 
irrational behavior
Health plans can use this information to be 
sure that payments are valued maximally 
by their providers
This information must be used in 
conjunction with other considerations in 
determining reimbursement methodology




