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[ . | NTRODUCTI ON

Until 1992, the federal Medi care program paid physicians on a
fee-for-service basis according to the so-called Customary, Prevailing and
Reasonable (CPR) charge system For each service they billed the Medicare
program physicians received the | owest of their "customary" charge (the nedi an
of their charges for that service during the previous year), the "prevailing"
fee for the service in their pricing locality (the 75th percentile of charges
billed by all physicians in the locality during the previous year), and the
charge they actually billed for the service (the "reasonable" charge being the
lowest of these three). Since the charges physicians billed for services
contributed to establishing their own customary charges, as well as the
prevailing fees in their locality, charges for services increased at different
rates in different pricing localities. By the 1980s, Medicare found itself
paying widely disparate fees for the sane service to different physicians,
wi thout any evidence that the differences in fees were closely related to
differences in quality. In addition, fees for new procedures were being set at
very high and seemingly arbitrary levels, with no control mechani sm avail abl e
to Medicare program adm nistrators. An increasingly |arge gap devel oped between
fees for procedures and tests, on the one hand, and those for evaluation and
managenent (EM services (i.e., visits and consultations), on the other. This
in turn gave physicians economc incentives to favor procedures and tests in

their treatnent decisions over nore conservative -- and |less costly — forns of
treatnent. Between 1970 and 1990, Medicare Part B expenditures (i.e., nostly
physi ci an  expenditures, Par t A denoting hospital expendi t ures) rose

twenty-fold.?

The 1989 physician paynent reformlegislation (OBRA89) replaced the CPR
systemwith a fee schedule, known as the Medicare Fee Schedule (MFS), which is
i ntended to conpensate physicians for their services in proportion to the
resources they incur in providing them It divides the fees for services into
three conponents: one for physician work, one for nal practice prem um expenses,
and one for other practice expenses. The physician work conponent, which
accounts for about half of the fee on average, is based on the Resource-Based
Rel ative Val ue Scale (RBRVS), developed by WIliam Hsiao and col | eagues at the

Harvard School of Public Health. The devel opnent of this scale involved
surveying physicians to obtain their opinions concerning the relative anount
physi ci an work involved in providing various services. The practice and

practi ce expense conponents, in contrast, are based historical charges. At the
time the | egislation was passed, data were not available to devel op mal practice
and practice expense conponents for all 7,000 unique services for which
physicians bill Medicare.

The service-specific practice cost percentages are conputed by follow ng
several steps. First, the average percentages of physicians’ gross revenues
which go toward practice and nal practice costs are determ ned, from national
survey data, for each specialty. The 1992 M-S uses 1989 American Medica
Associ ation (AMA) survey data which indicate, for exanple, that 31.8 percent of
general surgeons' gross incone is absorbed by practice expenses, 7.4 percent is
absorbed by professional liability insurance expense. Second, using Medicare
Part B data, the nunber of each type of service that was performed in 1989 is
determ ned, and the proportion of that nunber that each specialty accounts for
is calculated. Such a calculation could indicate, for exanple, that general
surgeons perform 83 percent of service A and obstetrician-gynecol ogists 17
per cent .

Third, using the proportions of services that each specialty perforns as
wei ghts, a weighted average practice cost percentage and a weighted average



nmal practice cost percentage are conputed for each service. The practice cost
share for gener al sur geons being 31.8 percent and the one for
obstetrician-gynecol ogi sts 38.0 percent, the weighted average practice cost
percentage for service A PCP. is:

PCP.» = (0.31 x 0.83) + (0.38 x 0.17)
PCP. = 0. 32



The wei ghted average numl practice cost percentage is cal cul ated anal ogously,
using the nalpractice cost shares for the specialties involved in place of the
practice cost shares.

To calculate the practice and nal practice cost conponents, the practice and
mal practice percentages for a service are each nultiplied by the 1991 nati onal
average Medicare allowed charge for the service. If the national average Medicare
allowed charge for service A is $500, the practice cost conponent for that
service is 0.32 x 500 = $160. A sinmilar calculation would yield the mal practice
cost conponent. The dollar anpbunts are then converted into RVUs through division
by a conversion factor. Separate geographic adjustnment factors are applied to
each conponent, to adjust for regional differences in input prices. Then the RVUs
for practice and mal practice are added to the RVUs for work, and the total RVUs
for thezservice are converted to dollars through multiplication by the conversion
factor.

The result is a fee schedule that reduces the gap between fees for
procedures and tests and those for EM services, but to a smaller degree than it
woul d have had the nmal practice and practice expense conponents been designed to
reflect actual practice expenses. Historical charges for procedures and tests, as
pointed out earlier, were extrenmely high relative to those for visits.
Physicians now receive a substantially greater paynent for their practice
expenses per mnute while doing procedures and tests than by seeing patients in
their owm office. The disparity is out of proportion with differences in practice
expenses across specialties.?

The OBRA89 definition of the practice cost conponent, however, was not
intended to be permanent. Various proposals have been nmade to redefine it, sone
based on econom ¢ theory, and others on accounting principles. The aim of this
paper is to discuss these proposals, paying particular attention to the
equi tabl eness of the income redistributions they inply, and to the econonic
i ncentives they give physicians.

1. PROPOSED ALTERNATI VES TO THE CURRENT PRACTI CE EXPENSE COVPONENT

The two main alternatives to the current practice expense component that
econom ¢ analysis has suggested are marginal cost pricing and Ransey pricing;
application of accounting principles has led to the Physician Paynent Review

Comm ssion (PPRC)'s nethod and the practice characteristics approach.

Mar gi nal Cost Pricing

Mar gi nal cost pricing requires the estimation of the long-run marginal costs
of services, defined as the increnental cost of producing one nore unit of a
service, assuming that all inputs are variable. It is theoretically appealing to
set prices according to the long run margi nal cost, since this gives physicians
incentives to produce at economically efficient |evels.

Mar gi nal costs estimated econonetrically do not, however, account for all
practice expenses. For exanple, Pope and Burge find that estinmated nmarginal costs
of services collectively account for 70 to 80 percent of physician practice
expenses. 4 If paying physicians in proportion to their total costs, not just
their marginal costs, is considered a requirenent for any paynent reform then



marginal cost pricing in isolation cannot be considered a viable paynent
mechani sm

Ransey Pri cing

If a markup over marginal costs nust be paid physicians to conpensate them
for their fixed costs, then two different criteria can be used to determne its
anount: econonmic efficiency, and equity. Ransey pricing seeks to neet the
criterion of economic efficiency. In its original form applied to the pricing of
goods and services sold by public utilities, Ranmsey pricing sets markups over
mar gi nal costs for different groups of consuners in inverse proportion to their
demand elasticities. Consumers with low elasticities of demand then face the
hi ghest prices, while those with high elasticities face the lowest. To be nore
preci se, Ransey prices have the effect of making quantity demanded fall by the
same proportion for every group of consunmers. This has the result of mnimzing
t he deadwei ght | oss that the markup inevitably brings about.

Transposed to the narket for physician services, Ransey pricing presupposes
that physicians seek to increase their profits and that they have considerable
i nfluence over consuner demand their services.>® If given the opportunity,

physicians will then provide nore services than is socially optimal. Here, then,
Ransey pricing is intended to influence the supply response of physicians rather
than the demand response of consuners. Social welfare loss entailed by the

markup is to be mnimzed by making the markup inversely proportional to the
elasticities of supply. This nakes profitable those services the volunmes of which
are | east under physicians' control (e.g., initial visits, setting broken arns),
and |east profitable those services the volunmes of which under their control
(e.g., many tests). In this way, the overall supply response is mnimzed, in the
sense that the total nunber of times services are provided as a result of the
markups is minimzed.>®

But minimzing the supply response in this sense wll not necessarily
mninize social welfare loss. The social welfare |oss depends additionally on two
i nportant factors: (1) the relative harmto patients of increasing the volune of
one service rather than another (the marginal benefit curves of services); and
(2) the relative cost (including costs not borne by the physician, such as
hospital costs) of increasing the volunme of one service rather than another. It
follows logically that, in order for the supply elasticities to contain all the
informati on necessary to derive optiml markups, they nust: (a) reflect the
sl opes of the marginal benefit curves of services, and the relative costs of
services; and furthernore (b) not be thenselves influenced by extraneous factors
(if they were, how could the supply elasticities be interpreted?) W argue bel ow
that the supply elasticities are influenced by extraneous factors, and that they
are unlikely to reflect the relative costs of services, including costs not borne
by the physi ci an.

First, a nunber of factors other than marginal benefit to patients and costs
i nfluence the supply elasticities of services. For exanple, patients rather than
physi ci ans make the decision to have an initial visit; except for advertising,
t he physician has no influence over their nunmber. Well-informed patients can al so
insist on receiving certain tests, again influencing the price elasticity of
supply. Mbdreover, peer pressure can influence the elasticity of supply of certain
services. For exanple, nost general surgeons cannot increase the nunber of
appendectoni es they perform very nuch without exceeding the national average of



about 15% negatives (i.e., 15% appendectomies that turn out to have been
unnecessary). Their peers in hospital review conmttees would notice. But there
is no such external constraint on placenent of a pulnonary artery catheter for
pressure nonitoring.

A second reason why basing the markups on the supply elasticities alone is
unlikely to yield optimal prices is that supply elasticities are highly unlikely
to reflect with any accuracy the total costs (including hospital costs) of
addi tional services. Mst doctors do not know the costs of the services they
provi de, especially costs that they do not bear thenselves. How then could their
supply responses reflect such information?

The conclusion is that, in order to be economcally efficient in the broader
sense proposed here, the markups mnust take into account not just the supply
elasticities of services, but their marginal benefit functions and their tota
costs, including costs not borne by the physician. The practical difficulty of
obtaining this information for 7,000 services (even allowing for considerable
groupi ng) is obvious.

We said earlier that nethods for paying physicians for their practice costs
could be evaluated according to two inportant criteria: equity and econonic
efficiency. Any form of Ransey pricing is likely to be inequitable. Ransey
pricing is likely lead to an inequitable allocation of fixed cost anounts between
practices. If the pool of fixed cost dollars is distributed between all services
in inverse proportion to their supply elasticities, specialties that have

relatively nore discretionary services wll tend to receive |ower paynents for
their services. This will nean, for exanple, that practice expense paynents for
internists will tend to be lower than for, say, specialists in nuclear nedicine.

Yet practice expenses for internists are often higher than those for physicians
in nuclear nedicine. This equity can be mitigated to sonme extent by adjusting the
mar kups per service according to the levels of practice expense of the different
specialties, as in the current forrmula, but then the relativities inplied by
Ransey pricing are distorted. It is easy that the sane result would hold if
Ransey prices were nodified to take account of the additional informtion
descri bed.

The nost obvious alternative is to separate the pool of practice expense
dollars into specialty subpools. But where does this end? Miny subspecialties
(let alone broader specialty categories) have sub-subspecialties wth very
different practice expense patterns. Cardiology provides a good exanple. Sone
cardi ol ogists perform only invasive services at the hospital and have mininal
practice expenses. QOhers spend nuch of their tine at offices outside the
hospi t al where they nust maintain larger staffs to handle scheduling,

transcription, billing, etc. Miuch the sanme is true of ophthal nologists as well
One is then led to nmultiply distinctions anong specialties. Since nany physicians
do not fall into any one of the subclasses thus defined, no subclassification

system can ever be quite equitable. Furthernore, the result is a fee schedule
that pays different anmounts for the sane service when provided by physicians in
different specialty, subspecialty and even sub-subspecialty classifications --
violating the politically popular principle of no specialty differentials
enbodied in current legislation. In short, Ransey pricing tends to be
inequitable, and renedying this would likely require either specialty fee
differentials, or so many adjustnments to the relativities that they could be
expected to |l ose much of their optinmality properties.



The goal of marking up the fees for services in an economcally efficient
way thus seens inpractical. In addition, to the extent that one marks up the
prices according to a Ransey-type formula, the fee schedule is likely to becone
i nequitable the fee schedule is likely to becone inequitable.

What nakes Ranmsey pricing difficult to inplenent in a satisfactory way is
having to distribute the markup anong services. Wat if instead one were to just
gi ve physicians a lunp sumto cover their fixed costs? That is the essential idea
behind the practice-type nethod, which is one form of the practice
characteristics approach, to be discussed below W now turn to nethods that
originated in the application of accounting principles to the construction of a
practice cost conponent.

The PPRC net hod

The PPRC approach to incorporating practice expenses into the fee schedul e
is based on the nethods accountants use to set prices products and services.
Before it can be discussed, it is necessary to explain how accountants classify
costs.

Accountants classify costs according to whether they are fixed or variable,
and direct or indirect. Fixed and variable costs are defined in the sanme way
econom sts understand them fixed costs (such as office rent) are incurred
regardless of the quantity of services provided, over the relevant range of
production vol umes; variable costs are incurred every tine a service is provided
(X-ray film is used up each tine a chest X-ray is taken). Direct costs can
feasibly be physically traced directly to a particular service or group of
services: the cost of X-ray filmis direct, but so is the cost of t he X-ray
machi ne, which can be traced to X-ray services exclusively. Thus direct costs can
be either variable or fixed (the cost of the X-ray nachine is fixed since it is
the sanme regardl ess of how many X-rays are taken with it). Indirect costs cannot
feasibly be traced in this way to specific services: for exanple, office rent is
an indirect as well as a fixed cost. The costs of minor supplies (such as tongue
depressors) are often classified as indirect because the cost of tracing themto
specific services is prohibitive; they are then often variable as well. The PPRC
has estimated that about 30% of physicians' costs are direct and 70% i ndirect.

The method that PPRC proposes is intended to serve two nmain objectives: (1)
to be resource-based, neaning to make paynents for services reflective of the
costs incurred in providing them to the extent that this goal is achieved the
nmet hod should also be equitable; (2) to be incentive-neutral, neaning that it
shoul d gi ve physicians neutral econonic incentives in choosing which services to
reconmend to their patients.

To achieve these objectives, PPRC has proposed: (1) carefully tallying
direct costs service-by-service, and incorporating the total into the fee; (2)
allocating indirect costs to services on a commopn basis, such as physician work
plus direct costs, or physician time.’

But allocating indirect costs across all services on a commpn basis such as
physician time or work ignores the fact that physicians with different types of
practices tend to have different indirect costs. Consider for exanple the effect
of allocating indirect costs on the basis of tinme. This has the result of giving



al | physicians who spend, say, 45 hours a week in direct patient care exactly the
same amount to cover their indirect expenses. Yet office-based practices tend to
i ncur higher indirect costs than hospital -based practices.*

*Al t hough we do not offer any enpirical evidence to support this assertion
we gained this definite inpression from conversations wth physicians and
practice managers representing 40 nmedical practices in seven surgical and
non-surgi cal specialties. These conversations were conducted during the sumrer of
1993.



O her approaches

The methods considered so far presuppose that costs nust be attributed to
i ndi vidual services. The intent of the 1989 physician paynment reform | egislation
was to make the fee schedul e resource-based -- reflective of resources expended
in providing services. But, as we have seen, indirect costs by definition cannot
be traced to individual services. They are not driven by the particular mx of
servi ces provided so much as by broader characteristics of practices, such as the
extent to which they are office-based.

In order to gain a better understanding of the factors driving the indirect
costs of physician practices, we nmet, during the sunmmer of 1993, wi th physicians
and practice managers representing 40 practices enconpassing six specialties:

general and famly practice, internal nedicine, cardiology, general surgery,
thoracic surgery, and ophthal nol ogy. These specialties were chosen because of
their economic inportance to the Medicare program and their clinical
represent ativeness. W engaged the physicians and practice nmanagers in

conversations about the nature of their practice expenses, and the factors that
cause these expenses to vary across practices. In spite of considerable variation
in practice arrangenents, we found that a fairly clear logic underlies the way in
whi ch practice expenses ari se.

Specifically, we found that, in virtually every practice, practice expenses
arise from the performance of sone conbination of the following functions: (1)
billable ancillary services (e.g. tests and procedures); (2) direct patient care

incident to the wvisit (e.g., escorting patients to waiting roons, taking
hi stories); (3) obt ai ni ng aut hori zati ons for pr ocedur es; (4) medi cal
record-keeping; (5) billing; (6) collection; (7) bookkeeping; (8) managenment and
coordination; (9) nmaintaining the physical plant. Indeed virtually all practice

expenses can be distributed anong these functions in a fairly |ogical way.?

From our observations we also noted that the costs associated with each of
the functions appear to be influenced by specific characteristics of practices,
such as practice size and service mix. W found linkages between specific
characteristics of practices and each of the nine practice functions. For
exanpl e, managenent and coordination costs appear to be largely driven by the
size of the practice (the nunber of physicians), its maturity, whether it is a
faculty practice, and the mx of services it provides. Table 1 lists the
characteristics of practices that our conversations suggest are associated wth
each practice function



Table 1. Hypothesized characteristics of practices

driving physician practice expenses,

by practice function

Functi on Hypot hesi zed Cost Drivers
Billable Ancillary - Ancillary services provided
Servi ces

Direct Patient Care

| nci dent

to Visit

Service m X
MD time spent in office-

E/M

% new patients
Practice age or maturity

based

Aut hori zati on

Service m X
Payer m x

Medi cal

Records

Speci al ty/ Service m x
Degree of Automation
% New Patients

Nunber of Patients

Billing

Nunber of units billed
Payer m x

Col | ection

Nunber of units billed
Payer m x
Percent clains taken on

assi gnment

Bookkeep

i ng

Size of Practice
Service M x

Managenmne

nt &

Coor di nati on

Size of Practice
Maturity of Practice
Faculty Practice
Service M x

Physi cal

pl ant

Nunber of sites

Nunber of square feet
Nunber of MDs

Locati on

Service M x

Practice age or maturity




Thus it appears reasonable to treat i ndirect costs not as an
undi fferentiated nmass, but as the sum of distinct elenents that each assune a
greater or |lesser inportance depending on the characteristics of the practice,
whi ch include, for every function, sonme aspect of the services provided.

There are at least two possible ways of wusing these insights in the
formulation of a paynent system The first is to escape the constraint that
indirect costs be allocated to individual services, and instead allocate themto
practices as a whole. Practices could be paid a lunp sum to cover their fixed
costs, and nmarginal cost for individual services. Economsts will recognize this
as two-part pricing, but we refer to it as the "practice-type" nmethod.
Alternatively, we can abandon the goal of incentive-neutrality set forth by PPRC
and seek instead to construct a fee schedule that results in practices being paid
for their indirect costs an anount corresponding as closely as possible to those
indirect costs. For reasons that wll become clearer below, we refer to this
approach as the "service-class" nethod. The <central goal of both the
practice-type and the service-class nethods is to nake paynent as resource-based
as possible, and therefore as equitable as possible to physicians in different
types of practices.

In order to nmake paynent nore equitable, it is useful to take into account
the characteristics of practices in setting paynment anmounts. This is done very
naturally with the practice-type nmethod: the lunp sum anmount is set according to
rel evant characteristics of the practices, such as the extent to which they are
hospi t al - based. It can also be done with the service-class nethod, by using
characteristics of practices as paynent nodifiers. The service-class nethod can
al so be inplenmented wi thout practice characteristics paynent nodifiers. It then
gains in admnistrative sinplicity, though presumably at some |oss in accuracy.

The practice-type nethod

Under the practice-type nmethod, practices would receive a lunp sumon a
monthly or quarterly basis) to cover their indirect expenses (i.e., those
expenses, such as rent, that cannot be traced to specific service codes). The
anmount of the lunp would be based on characteristics of the practice that help
predict its level of indirect expenses, as indicated above, and on the Medicare
vol ume of the practice.

The practice-type nethod is highly attractive from the points of view of
bot h econom ¢ and accounting theory. By making it possible to pay physicians for
additional services at marginal costs, it neatly solves the problem Ransey
pricing addresses: it renbves altogether the incentive for overprovision of
services, at least fromthe point of view of the practice cost conmponent. It also
makes enminent sense from an accounting point of view indirect costs are
generated at the level of the practice as a whole, and it is entirely neaningfu
to trace themto a practice rather individual services.

The practice-type nmethod is also clearly incentive-neutral in the sense that

the PPRC nethod seeks to be incentive-neutral: it gives physicians no economc
incentive to choose one service over another. In addition, by meking part of the
physician's income in effect a salary, it reduces the incentive to over-

utilization inherent to fee-for-service practice. Interestingly, at the sane tine
it offers the potential for introducing a new kind of economc incentive: the



incentive for physicians to change their type of practice. The practice-type
met hod coul d be used, for exanple, to encourage practices of efficient size.

Besi des being econonically efficient, the practice-type nethod has the
potential to be singularly equitable. By basing the lunp sum paynent on rel evant
characteristics of practices, paynents to practices can be nade to correspond
fairly closely to their actual indirect expenses, or at least to what those
i ndirect expenses would be if the practice operated at a pre-established |evel of
ef ficiency.

Payi ng physicians on such a basis would, however, mark a radical departure
fromthe current system At |east two practical problens are likely to arise: (1)
ensuring that physicians do not m sreport the characteristics of their practices;
and (2) prorating |unp-sum paynents to practices in proportion to their Medicare
vol ume. We of fer suggestions on both probl ens.

Several of the characteristics that we believe night be used as a basis for
payment could be verified from other sources: (1) the degree to which the
practice is office-based should be largely verifiable from the distribution of
service codes anong the clains submitted; (2) the nunber of physicians in the
practice should be verifiable once all physi cians have Unique Provider
Identification Nunbers (UPINs), if in addition they also mnust report thenselves
belonging to one practice; this information would be recorded on every claim
submtted for paynent; (3) the types of services the practice provides will be
identifiable from the distribution codes anong submtted clains; (4) the
geographic location of the practice already serves as a factor in paynment and
woul d to do so.

Since nost practices treat patients insured by payers other than Medicare,
Medi care should only be expected to pay a portion of the expected I|evel of
practice expenses of each practice. This portion should, presunmably, be related
to the extent to which the practice serves Mdicare as opposed to other patients.
The principle we propose can be expressed as, if the physicians in the practice
spend half their patient care tine treating Medicare patients, Medicare should
pay half of their practice expenses. American Medical Association (AMA) data
provide us with estimtes of average patient care tinme by specialty; and the
Resour ce-Based Rel ative Val ue Scale (RBRVS) study al so provides us with estinmates
of the average tinme required to provide services at the service code level. It is
therefore possible to sum the average tine required to provide the services
billed for under Medicare, and divide that by the total anobunt of tine estimnmated
to be spent in patient care by the physicians in the practice, based on AVA dat a.

An exanpl e. Consi der an ophthal nol ogi st practicing solo. She is expected to
spend, say, 2,000 hours per year in direct patient care on average, and is
projected to have yearly practice expenses of $200,000. Now suppose she bills for
a particular service with an estimated tinme of one hour (estimated using the
RBRVS study). As long as the tine required to provide the services she has billed
Medi care for so far add up to less than 2,000 hours, she is paid two anounts for
practice expenses with each claim submtted: a service-specific amunt to cover
the direct costs of that service, say $20, and a fraction of $200,000
corresponding to the fraction of her annual practice tinme the service takes -- in
this exanmple, $200,000/2000 = $100/hour. Thus the practice cost conponent of the
fee is $120. But if she has already exceeded the 2,000 hours for Medicare, she



woul d be paid only the direct cost conponent -- $20. At that point her practice
has al ready been paid $200,000 to cover its indirect costs.

Qur conclusion is that the practice-type nethod could be inplenmented. It
woul d gi ve physicians desirable economic incentives; and it would also be
equitable. But it would present the Health Care Financing Administration wth
consi derabl e admi nistrative chall enges. The service-class nethod, discussed next,
may strike a useful conpronise.

The-servi ce-cl ass net hod

Under the service-class nethod, indirect costs are allocated groups of
services associated with simlar expected practices expenses, which we cal
service classes. Mre specifically the nethod involves: (1) dividing indirect
costs into the nine practice function cost categories enunerated earlier; and (2)
al l ocating each of the practice function costs to groups of services, in a nanner
dictated by the individual logic driving each practice function cost. From the
standpoi nt of inplenentation, physicians would sinply be paid under a different
fee schedul e than the current one. Characteristics of the practice such as those
listed in Table 1 nmight or night not serve as paynent nodifiers. The objective in
any case is to define the practice cost conmponent in such a way that the tota
anount a practice ultimately receives for its indirect expenses corresponds as
closely as possible to its actual paynent.

The service-class nethod in effect assigns to every service (based on the
class of services it belongs to) its estimated average cost. This average cost
may be nade conditional on the characteristics of the practice, increasing the
accuracy of total indirect cost paynents to practices, or it may not.

Clearly the nethod is equitable: given the constraint that paynent nust be

made through the existing billing system (which disallows the practice-type
method) it is about as equitable as possible, the nore so the nore relevant
practice characteristics are taken into account. But it appears to be

econom cally inefficient. Wuld it not encourage overprovision of services?

Undoubt edl y average cost pricing does encourage overprovi sion of services in
a way that marginal cost pricing (such as is obtained with the practice-type
met hod) does not. But it is inportant to recognize that efficiency in the
delivery of physician services involves not just an overall limtation of the
nunber of services provided, but an appropriate mx of services. Mdical care
that relies on EM services is cheaper than care that resorts to tests and
procedures, and clearly preferable when the outcones the sane. Increasing fees
for EM services relative to those for procedures and tests will tend to increase
the proportion of EMservices in the nix, and conversely.

Gven this, average cost pricing nay be expected to increase efficiency
relative to the current fee schedule if it increases fees for EM services and
decreases them for procedures and tests. \Wether it would do so is an enpirica
question. It seens likely
that it would, however, given the much higher paynments for practice expenses that
hospi t al - based physi cians now enjoy, relative to office-based physicians, and the
fact that hospital -based physicians generally do not need to incur expenses as
| arge as those of office-based physicians



[11. DI SCUSSI ON: TOMRD A CHRI STI AN PERSPECTI VE ON REFORM NG THE PRACTI CE EXPENSE
COVPONENT OF THE MEDI CARE FEE SCHEDULE*

The title of this section nmust seem incongruous to nost readers, even
menbers of the Association of Christian Economists. We Christian econom sts are
used to trying to identify a Christian perspective on econonics as a whole, or at
least on a broad top such as international trade policy, not on sonething as
specialized as the practice expense conponent of the Medicare Fee Schedule. Yet
this narrow i ssue, as must now be clear, is a mcrocosmof one that is central to
Christian debate in economcs: the relative enphases to be given to equity and
econom c efficiency.

The analysis presented in this paper has focused on two aspects of nethods
for changing the practice expense conponent of the Mdicare Fee Schedule: their

equity, and their economc efficiency. | have given an inportant place to equity,
greater | believe than the one sonme other econom sts would have. | believe that
this is an appropriate enphasis for Christian econonists. But | have interpreted

equity to nean, in this context, that physicians would be paid for their practice
expenses an anmount proportional to those actual expenses. |Is that necessarily
what God wants? It seems to ne that in this particular case, attaining equity
defined in this way would at | east be a step in the right direction

That the Scriptures reflect a concern for economc justice is hard to deny.
Those who work should be paid a "fair" wage for their labors. But we cannot avoid
noting that God often allows generosity or mercy to tenmper the norm of economc
justice. For example, in the parable of the workers in the vineyard, the workers
who started working near the end of the day receive the very same pay as had been
prom sed, and is delivered, to those who started work in the norning (Mat
20:1-16). O again, perhaps even nore to the point (if Jesus' parable is neant to
be taken figuratively only), through the Year of the Jubilee God appeared to want
to institute a regular flow of wealth from those in an economically strong
position to those in a weaker one (Lev 25:8-55). At the sane tine, the whole

tenor of the Scriptures is opposed to the reverse kind of transfer -- to those
who are in a stronger economc position taking away from the poor that which
rightfully belongs to them (i.e., the poor). Any novenent away from strict

economc justice, it would seem should be in the direction of greater equality.

It may seem incongruous to apply such principles to physicians. The poorest
anong them wth few exceptions, are well-off. No doubt God is pleased when such
high earners cheerfully give substantial portions of their inconmes to charity.
But, given that physicians as a group are going to earn high incones, why would
the sanme principles not apply to the distribution of earnings anong thenf

If they do, then seeking to conpensate physician's for their practice
expenses in proportion to those actual expenses is at l|least going in the right
direction. As we have argued, the <current practice expense conponent is
excessively generous for procedures and tests, at the expense of EM services. It
therefore contributes to the considerable disparity in incomes between
hospi tal -based and office-based physicians. The practice-type or service-class
met hods would reduce this disparity. Perhaps, ideally, the disparity would be
reduced even nore -- but at least the standard of paynent in proportion to
expenses constitutes a step in the right direction.



We now turn to the issue of economc efficiency. Many Christian econom sts,
I believe, would incorporate economc efficiency into the broader norm of
stewardship -- a wi se use of the resources God has entrusted to us. Incorporated
into, but not identified with. Followi ng Goudzwaard, Wlterstorff, and others, I
believe we may, as Christians, accept econonmic progress as good, but not as the
hi ghest good in the conduct of policy.®?*® The welfare of people, in the
Christian view, enbraces nore than their naterial welfare, and where they
conflict stewardship gives precedence to equity over economc efficiency. The
land was to be redistributed nore equally every fifty years, even if the new
farmers were | ess capable than the ol d ones.

But they need not always conflict, and perhaps they really conflict much
| ess often than we think. Perhaps the inequities that we allow to be perpetuated
sl ow down economc progress nore than neoclassical theory allows for. In the
present case, at any rate, both the practice-type nethod and the service-class
nmethod are conpatible with economc efficiency. Here at least, equity and
econom ¢ efficiency appear to go hand i n hand.
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