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The Lay of the Land

◼ Active physicians in the U.S. in 2015: 897,000
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◼ Physician practices are getting larger

◼ Increasing affiliation with hospitals



The Lay of the Land
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◼ Continued consolidation in recent years.



Possible Reasons for Consolidation

◼ Financial Motivation:
 Improving bargaining leverage for negotiations with 

private insurers

◼ Regulation and Technology:
 Fixed costs (which can come from regulatory 

compliance and from major technology investments) 
increase the returns to scale.  

◼ Preferences (speculative):
 The typical physician today may have less of a 

preference for “being my own boss”
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The Lay of the Land
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◼ Conventional wisdom: too much 

specialty care and not enough 

primary care.

 More data on this later, along with 

potential explanations

Source: It’s Still the Prices Stupid



U.S. Income by Physician Specialty

◼ 5 highly-paid specialties (Ave. w/ 6 years experience)

1. Orthopedic surgery - spine ($628,000)

2. Radiology ($460,000)

3. Cardiology ($406,000)

4. Gastroenterology ($400,000)

5. Urology ($402,000)

◼ 5 lower-paid specialties

1. HIV/infectious diseases ($228,000)

2. Diabetes/endocrinology ($218,000)

3. Internal medicine ($213,000)

4. Pediatrics ($204,000)

5. Family medicine ($123,000)

6Source: http://www.profilesdatabase.com/resources/2013-2014-physician-salary-survey



Outline for Analysis of Physicians

1. How Does Medicare Pay Physicians?
 Closely related to how the private sector operates

2. A Model of Physician Behavior
 General enough to encompass likely possibilities

3. An Analysis of Optimal Reimbursement Policy

4. Analyzing Differences across Services
 Benefit profiles and cost structures

7



How Are Medicare’s Payments Set?

◼ Classic fee-for-service payment model 
 Each service (j) is assigned a “relative value” that describes the 

resources required to provide the service
◼ An simple office visit may have a “relative value” of around 2.

◼ A complex surgery may have a “relative value” above 50.

 Adjustments are made for differences in costs across areas (i)

 Congress decides how much Medicare will spend in total each year (t), 

which then determines the average number of dollars paid out per 

“relative value unit” provided 
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How Are Medicare’s Payments Set?

◼ Formula determines how around $167 billion (in 2015) is divided 

across regions (i) and services/specialties (j) 

◼ Allocation across services and regions is determined through 

regulatory rule making 

 Congress sets broad guidelines.  Department of HHS implements.  

 The guidelines:

◼ Quantity metric to be based on estimated input costs

◼ Applies across service (RVUs) and areas (GAF)

◼ Quality Bonuses: Ongoing implementation…
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Aside on Regulatory Rule Making

◼ The process:
 Congress writes a vague law (“the Secretary shall…”)

 Agencies in the Executive Office of the President interpret 

the law

 Proposed Rule: The proposed interpretation appears in 

the Federal Register for a period of public comment

 Adversely affected parties submit their complaints

 The agency “responds” to submitted comments.  

 Conflicts are adjudicated non-transparently

 Final Rule: A revision that passes arbitration appears in 

the Federal Register

◼ At this stage it has the “force of law”
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Implications for Regulatory Rule Making

◼ Physician offer public comments when they think the fee-setting rules should be revised in their favor:

◼ Comment: One commenter stated that the cost of maintaining imaging equipment exceeds the cost of 
general medical equipment, and that for imaging modalities the median maintenance cost is 
approximately 10 percent of the equipment purchase price. The commenter stated that the current 5 
percent equipment maintenance rate continues to be an inadequate and outdated reflection of actual 
maintenance costs. The commenter also stated that information on maintenance costs is readily 
available to CMS through both public and private sources. The commenter did not identify these 
sources. [Summary: My maintenance/depreciation costs are higher than you assume!]

◼ Response: As we previously stated in the CY 2016 final rule with comment period (80 FR 70897), we 
agree with the commenter that we do not believe the annual maintenance factor for all equipment is 
exactly 5 percent, and we concur that the current rate likely understates the true cost of maintaining 
some equipment. We also believe it likely overstates the maintenance costs for other equipment. 
When we solicited comments regarding sources of data containing equipment maintenance rates, 
commenters were unable to identify an auditable, robust data source that could be used by CMS on a 
wide scale. As a result, in the absence of publicly available datasets regarding equipment 
maintenance costs or another systematic data collection methodology for determining maintenance 
factor, we do not believe that we have sufficient information at present to adopt a variable 
maintenance factor for equipment cost per minute pricing. We continue to investigate potential 
avenues for determining equipment maintenance costs across a broad range of equipment items. 
[Summary: You have no data to support your claim!]

11Source: Federal Register, 2016

https://www.federalregister.gov/citation/80-FR-70897


How Are Medicare’s Payments Set?

◼ Details underlying Relative Value Units:
 Work RVUs

 Practice Expense RVUs

 Malpractice Expense RVUs

◼ Details underlying the Geographic Adjustment Factor
 Wage Estimates: Wages for professionals; Staff wage index

 Other Factors: Office rent index; Malpractice premiums

◼ Key Point: There’s a logic to the system, but that doesn’t 
mean the incentives it creates are the incentives we want 
or need.
 As implemented, incomes end up relatively low for primary care 

physicians

 As implemented, relatively few physicians choose to locate in 
rural and other low income areas
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Source: MEDPAC Data Book, 2020

Cross-Service Payment Rates
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How Are the Rates Determined?

◼ Congress mandated a shift to the current 

system in 1985

◼ Phase 1 of “the study” of cross-service 

cost differences ends in 1988

◼ Current schedule implemented in 1992

◼ Updates recommended by the Relative 

Value Scale Update Committee (RUC)
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Setting Relative Value Units

◼ For many years, payments were only supposed to 
account for input costs.  But…
 Cross-specialty bargaining on the RUC

 Value-based changes in “input costs”

 The 2010 ACA (Affordable Care Act) including reforms 
to experiment with quality-based payment

 More quality based payment reform through the 2015 
MACRA (the Medicare Access and CHIP 
Reauthorization Act)

30 minute office visit: Code 99213.  

Total of 2.14 RVUs when provided 

outside of a hospital.  Payment of 

$71 in 2011. 

Coronary Artery Bypass Graft (vein 

3): Code 33512.  Total of 72.68 

RVUs.  Payment of $2,400 in 2011. 
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Medicare Payments and 

Physician Incomes

◼ Reforms to Medicare’s payments can have 

substantial effects on physician incomes

Ex 1. Geographic adjustments

Ex 2. Payments for surgical procedures 

relative to other services
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Implications for Physician Income

◼ Ex: Geographic shock for General Practitioner in 

Madison, Wisconsin.
 Medicare Revenue: $200,000

 Medicare payment shock was -7%

 Loses $14,000 in revenue
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Medicare Can Significantly Shift Incomes across 

Specialties: Ex. The “Conversion Factor”
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Implications for Physician Income

◼ Ex: Surgery price shock for orthopedic surgeon 

whose revenue is 75% surgical procedures 
 Total Medicare Revenue: $400,000 

◼ Surgery down 11%, other up 6%: 

◼ Loss of $300,000 x 11% = $33,000 on surgery side

◼ Gain of $100,000 x 6% = $6,000 on remainder

◼ Net loss of $27,000
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Two points about administration of payment 

systems

1. It’s complicated

2. Services only make their way into the fee 

structure after they have been invented and 

approved
 This can create difficulties when new services are being 

invented under emergency circumstances, like during the 

COVID-19 pandemic.

◼ See examples on following slides.
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The billing system is complicated and open to 

interpretation

94 pages of guidance 

for billing office visits
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Payment Difference in 2010: 2.81/1.9, or 48%

Roughly 1 million 

clerical workers in the 

U.S. health system.



Responding to the pandemic has required incorporating rules and 

payments for telehealth, COVID-19 tests, and COVID-19 vaccines.

166 pages of guidance 

(from section A to QQ) 

on “Frequently Asked 

Questions” related to billing 

during the pandemic
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https://www.cms.gov/files/doc

ument/medicare-telehealth-

frequently-asked-questions-

faqs-31720.pdf

https://www.cms.g

ov/medicare/covid

-19/medicare-

covid-19-vaccine-

shot-payment

https://www.cms.

gov/Medicare/Me

dicare-General-

Information/Teleh

ealth/Telehealth-

Codes

https://www.cms.gov/files/document/medicare-telehealth-frequently-asked-questions-faqs-31720.pdf
https://www.cms.gov/medicare/covid-19/medicare-covid-19-vaccine-shot-payment
https://www.cms.gov/Medicare/Medicare-General-Information/Telehealth/Telehealth-Codes


Final Facts on Next Slides…

1. The U.S. pays specialists quite well, has experienced 
rapid growth in the supply of specialist services, and has 
a high ratio of specialists to GPs.

2. Prevalence of surgical procedures is correlated with 
variation in spending

3. Variation in spending is uncorrelated with standard 
measures of quality
 The measures include subjective evaluation, measures of health 

outcomes, and measures of health inputs

◼ Together these facts are suggestive that we have many 
specialists due to our payment system, but that intensive 
care may not add high value on the margin.
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U.S. Income by Physician Specialty

◼ 5 highly-paid specialties (Ave. w/ 6 years experience)

1. Orthopedic surgery - spine ($628,000)

2. Radiology ($460,000)

3. Cardiology ($406,000)

4. Gastroenterology ($400,000)

5. Urology ($402,000)

◼ 5 lower-paid specialties

1. HIV/infectious diseases ($228,000)

2. Diabetes/endocrinology ($218,000)

3. Internal medicine ($213,000)

4. Pediatrics ($204,000)

5. Family medicine ($123,000)

27Source: http://www.profilesdatabase.com/resources/2013-2014-physician-salary-survey



Source: MEDPAC Data Book, 2019 28



Source: OECD Health Data 2011

Cross-Country Breakdown of Physicians 

into GPs and Specialists
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Source: Dartmouth Atlas of Health Care, 2015 data

Surgical Discharges Per Medicare Enrollee across the United 

States
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Health Spending Varies Substantially Across Areas of the 

United States and is Correlated with High Use of Surgery

31Source: Dartmouth Atlas of Health Care, 2017 data



Source: Fowler et al., JAMA, May 28, 2008.

Spending and Satisfaction Are Less Strongly 

Correlated than You Might Hope!
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Concluding Points

◼ Recap:
 Changes in Medicare’s payment model can 

significantly shift resources across regions and 
specialties

 Medicare pays on an “average cost” basis.  We’ll see 
that this can be problematic for capital-intensive 
services.

 Bill processing is complicated and can be subject to 
both honest error and fraud

◼ Next Time:
 A model of physician behavior that allows us to think 

about optimal reimbursement policy
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Goals for Next Lectures: Further Understand…

1. Implications of having a “fixed fee schedule”

 Billing complexity and billing norms

 Differences in physicians’ “practice styles”

◼ Focus on their relative taste for income and patient health

 Differences in service benefit and cost profiles 

2. Evolution of spending across types of services

 Formula’s implications for differences in incomes 

across specialties

 Balance between general practitioners and 

specialists
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