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1

Introduction

Since its inception, Medicare has been deeply engaged in setting
prices for hospitals and physicians. At first, this was done by mim-
icking the practices used by Blue Cross and some Blue Shield plans
at the time Medicare was enacted, namely, paying hospitals’ average
costs and physicians’ “customary, prevailing, and reasonable” charges.

During the 1980s (for hospitals) and 1990s (for physicians),
Medicare discarded these initial approaches to setting prices and
substituted prospective, diagnosis-related payments for hospitals
and a fee schedule known as the “Resource-Based Relative Value
Scale” (RBRVS) for paying physicians. The RBRVS attempts to base
the fee for each service on the amount of work required to produce
that service, objectively measured by the physician’s time, mental
effort and judgment, technical skill, physical effort, and stress.
While most health-care economists would agree that the prices of
physicians’ services should be related to the work required to pro-
duce them, the RBRVS does not use market forces to determine the
value of the physician’s work. Instead, it controls the prices that
physicians are paid for every billable service.1 Similar price controls
are applied to hospitals, which are prevented from billing patients
more than Medicare’s allowed payments. In 2006, Medicare con-
trolled the prices of approximately two hundred billion dollars’
worth of hospital and physician services, or 1.6 percent of the gross
domestic product (GDP).2

A number of trenchant criticisms of Medicare’s pricing policies
(especially of the RBRVS) leave little doubt that the RBRVS units for
physicians’ services bear little relationship to the relative costs of
producing the services in an efficient physician’s practice (Hadley
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1991; Baumgardner 1992). Aside from a very few proposals, how-
ever (Pauly 1971; Gianfrancesco 1983; Hadley 1984; Graboyes
2000), no one has suggested what seems obvious: Let’s get rid of
Medicare price-setting.

This monograph will argue that Medicare should stop paying
physicians altogether and instead reimburse patients directly
according to a predetermined set of indemnity payments. An
indemnity is a fixed amount of money that is paid to an individual
after the occurrence of a well-defined event. Automobile collision
insurance is a type of indemnity payment that is familiar to almost
everyone—it pays the policyholder a fixed amount of money that
depends on the amount of damage from a collision to his or her
automobile. Although less familiar, a Medicare indemnity would
work the same way. It would pay the patient, not the doctor, a fixed
amount of money depending on the patient’s medical condition. My
thesis is that Medicare indemnities would get the government out of
the futile business of trying to determine how much to pay doctors
and place patients in control of this decision. While I will illustrate
this thesis with an analysis of physicians’ prices for Medicare Part B
services, the argument could be applied to hospitals (covered by
Medicare Part A) as well. 

Aside from slight effects resulting from an increase in income,
individuals would use the same amount of medical care as they
would when paying with their own money. Therefore, they would
have an incentive to use the right amount of medical care and to
shop for the best prices and types of care offered by alternative
providers. Providers, in turn, would be able to set prices, which
would vary according to their skill, the complexity of the service,
and supply and demand conditions in the local market.

In contrast, traditional Medicare sets prices without regard to
market conditions, resulting in prices that are too low for some doc-
tors and services. In the extreme case, some services that patients
would be willing to purchase are not covered at all. The program
also prohibits doctors from charging Medicare patients more than a
minimal amount above the fee schedule. The result is limited access
to specialists and specialized or noncovered services and changes in
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the way care is provided that are often adverse (for example, a five-
minute office visit for a frail elderly patient with multiple chronic
diseases). Some Medicare prices are too high, inducing doctors to
overuse services—and patients accept this out of ignorance and lack
of any significant out-of-pocket cost (since nearly all have supple-
mentary coverage that fills in copayments). Patients get both too lit-
tle and too much care; it’s a coincidence if the price happens to
reflect the relative value of a service properly.

Indemnity insurance solves the mispricing problem that causes
these adverse consequences. Assuming that the Medicare subsidy
remains as generous as it is today, indemnities would allow benefi-
ciaries to adjust their use of services until the cost of the marginal
service is just worth the additional payment that a patient must
make—that is what “the right amount of medical care” means. For
many, that could mean no additional services (or better doctors)
would be purchased, since the subsidy would cover adequate care.
But other patients would gladly pay more out of pocket for better
(in their view) treatment.

Obviously, patients need a better understanding of their treatment
and provider alternatives than they now have. With indemnity cov-
erage, however, they could hire a doctor as a real guide and adviser
to the health system. Medicare prohibits such an arrangement today.

In the monograph that follows, chapter 1 presents the history of
Medicare physician payment policy, from the inception of the pro-
gram in 1965 through the implementation of a fee schedule in 1992
and subsequent attempts to control total Medicare Part B spending. 

Chapter 2 analyzes the RBRVS fee schedule that Medicare cur-
rently uses to pay physicians. Although health economists generally
agree that the goal of the fee schedule should be to simulate a per-
fectly functioning competitive market, there is also little doubt that
the RBRVS does not succeed in meeting that goal; specifically, it is
widely agreed that the RBRVS units for physicians’ services bear lit-
tle relationship to the relative minimum average costs of producing
those services.

Chapter 3 describes several reforms that have been proposed,
such as allowing unlimited “balance billing” by physicians or setting
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a single “global budget” for all Medicare-covered services in a
defined geographic area. While some of these reforms may repre-
sent improvements over the current payment system, none will sim-
ulate the conditions of a competitive market. This will require a
totally new direction for Medicare’s physician payment policy. 

Chapter 4 describes the new direction: indemnities, which are
fixed amounts of money paid to the patient after the occurrence of
a well-defined event. I describe the history of indemnities and of
forerunners to my proposal for Medicare indemnities, including a
successful federal demonstration of indemnities for long-term care
services, and international experience with indemnities for episodes
of acute illness. This is followed by my plan for designing a Medi-
care indemnity, along with acknowledgments of the problems that
will arise and suggestions for solutions. 

Chapter 5 argues that Medicare supplementary insurance must be
banned in order for my proposal—or any proposal that uses prices to
signal patients’ preferences—to work. Chapter 6 discusses another
hurdle that must be cleared before the market for physicians’ services
can reach the competitive equilibrium: the pervasive market power
of physicians. I argue that strong enforcement of antitrust laws will be
required to ensure providers do not have market power.

Finally, because indemnities represent a radical break from tradi-
tional methods of paying providers, in chapter 7 I recommend a
demonstration of Medicare indemnities, and I describe some of the
design features this demonstration should test. 

The body of the monograph is followed by three appendices.
Appendix 1 presents an economic model that explains why the
RBRVS does not meet the goal of simulating a perfectly competitive
market. This appendix can be skipped if the reader feels that the sum-
mary of the reasoning presented by chapter 2 is adequate. Appendix
2 discusses why it took more than twenty-five years to reform Medi-
care’s original physician payment system, which was adopted hastily
in 1965 and roundly criticized almost from its inception. Appendix 3
describes an innovative program, started in 1998, that allowed per-
sons who were eligible for long-term care assistance to be responsible
for directing their own care with indemnities. 
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This monograph does not discuss Medicare’s overall financial
condition, which some believe is in a state of crisis (Kotlikoff and
Burns 2004). Medicare has many problems, not the least of which is
its increasing costs and the lack of revenue to cover them. The pro-
posals put forth here would not be less attractive, however, if Medi-
care were running a large intergenerational surplus rather than a
deficit. This monograph is a blueprint for smarter Medicare pay-
ments, not cheaper payments. It is aimed at making Medicare better,
a goal that is independent of the program’s overall financial condition.
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1

History of Medicare Physician 
Payment Policy

According to Philip Lee and Paul Ginsburg (1988), the legislation
that created Medicare was passed in 1965 with limited time to set-
tle on a method of paying physicians. In lieu of a detailed analysis
of the question, Congress adopted payment policies designed to
gain support from the medical profession, which had opposed
including physicians’ services in the Medicare program (Feldstein
2001, 249–53). The legislation specified that physicians would be
paid according to the “usual, customary, and reasonable” (UCR)
reimbursement system that had been used “largely on an experi-
mental basis” by a few Blue Shield plans for a little more than a
decade (Lee and Ginsburg 1988, 352).1 Medicare changed the name
of the payment system to “customary, prevailing, and reasonable”
(CPR) reimbursement. This meant a physician’s actual charge for a
Medicare service would be subjected to two screens: The “custom-
ary” charge was what the physician had charged for the service dur-
ing the previous year, while the “prevailing” charge was set at the
seventy-fifth percentile of customary charges of other physicians in
the same specialty and geographic area. The “reasonable” charge—
what the physician would be paid—was the smallest of the actual
charge, the customary charge, and the prevailing charge.2 Beginning
in 1972, annual increases in prevailing charges were limited to
increases in the “Medicare Economic Index” (MEI), which measured
physicians’ practice costs.

During the 1980s, Congress began a series of actions designed to
control rapid increases in Medicare Part B spending. In 1984 cus-
tomary and prevailing fees for all physicians’ services were frozen,
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and when the freeze was lifted two years later, the prevailing fees for
“participating” physicians were increased by 4 percent. (Partici-
pating physicians are those who agree to accept Medicare’s reason-
able fees as payment in full for all services they furnish to Medicare
beneficiaries during the year.) In 1987 the freeze was lifted for all
physicians, but nonparticipating physicians were subjected to lim-
its on their maximum allowable charges for four more years. 

Against this background, Congress created the Physician Pay-
ment Review Commission (PPRC) in 1986, with a broad mandate
to advise Congress on “basic reform needed in physician payment”
(Lee and Ginsburg 1988, 352). In its first Report to Congress, the
PPRC (1987) recommended replacing the existing CPR payment
system with a schedule of fees for each service. In its second report,
issued March 31, 1988, the PPRC recommended basing the fees on
the “relative value” of the work needed to produce each service. The
particular definition of physician work was supplied by William
Hsiao and colleagues at Harvard University (Hsiao et al. 1988).
According to their conceptual framework, “work” consisted of the
time, mental effort and judgment, technical skill, physical effort,
and stress from iatrogenic risk (that is, the risk of a medical problem
being caused by medical treatment) that went into producing each
service. The relative value for each service was determined by mul-
tiplying total work for that service (TW) by an index (K) designed
to adjust for relative practice costs and the amortized value of the
opportunity cost of training across specialties:

(1) RBRVS = TW x K

Allowed charges for Medicare physicians’ services were defined as
the lesser of the actual charge or the fee determined from the
resource-based relative value scale (Hoffman, Klees, and Curtis
2000). Legislation to establish the Medicare fee schedule was
enacted in the Omnibus Budget Reconciliation Act of 1989
(OBRA89), and, in January 1992, a four-year, phased implementa-
tion began.3 The fee schedule took three years to develop and
elicited more than 95,000 comments. When finally implemented,
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it covered approximately eight thousand distinct services (Levy et
al. 1992). 

In addition to setting relative fees, Medicare has attempted to con-
trol overall Part B spending through an “expenditure target” program
that adjusts the fees up or down according to whether total expen-
ditures fall below or exceed a target. Initially known as volume per-
formance standards (VPS), the expenditure targets were replaced by
the Balanced Budget Act of 1997 and the program renamed the “sus-
tainable growth-rate” (SGR) system. Under SGR, the expenditure
target is allowed to increase for inflation in physicians’ practice costs,
changes in enrollment in fee-for-service Medicare, changes in spend-
ing due to law and regulation, and growth in the real gross domes-
tic product (Hackbarth 2005b). I will say more about the VPS/SGR
system when I come to the topic of global budgets in chapter 3,
which discusses proposed reforms of Medicare Part B. 

Medicare Part B pays for many services in addition to those of
physicians. Payments for durable medical equipment (DME) and
clinical laboratory services are based on a fee schedule, and while
hospital outpatient services and home health agencies historically
were reimbursed on a “reasonable cost” basis, the Balanced Budget
Act of 1997 provided for implementation of a prospective payment
system for those services. 

Part B payment for diagnostic imaging is different from other ser-
vices and could best be described as both “in and out” of the fee sched-
ule. If the test is performed in a facility such as a hospital outpatient
department, the costs of equipment, supplies, and technician time are
covered by a “facility payment.” If the test is performed in a doctor’s
office, these costs are covered by a fee schedule known as the “techni-
cal component” (Medicare Payment Advisory Commission 2004b).
Interpretation of the image by a physician is called the “professional
component” and is reimbursed under the physician fee schedule
regardless of where the test is performed. If the test is performed and
interpreted by the same physician, the physician submits a global
claim that includes both technical and professional components.
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2

Goal and Flaws of Medicare Physician
Payment Policy

Over the course of the decade preceding passage and implementa-
tion of the Medicare fee schedule, policy analysts came to a remark-
able consensus over the goal of the program’s physician payment
policy. As the PPRC said in its second report, “A resource-cost basis
can be seen as an attempt to simulate a perfectly functioning mar-
ket. In such a market, competition drives relative prices to reflect
the relative costs of efficient producers” (Physician Payment Review
Commission 1988, 46). This sentiment was echoed by Joseph
Antos, at that time director of the Office of Research and Demon-
strations of the Health Care Financing Administration: “A fee sched-
ule represents an administrative attempt to reproduce the
information about supplies and demands for services that would be
generated in a competitive market” (1991, 43).

Two independent analysts, Jack Hadley and James Baumgardner,
explained why competition is the ideal goal for a physician payment
system. As Hadley said, competition will lead to “equality between
the price of a service and the minimum average cost of producing
that service in an optimally scaled plant or firm” (1991, 102). Any
third-party payer that wants to obtain services for its patients at the
lowest cost will pursue this goal. And, according to Baumgardner,
“The efficient competitive equilibrium prices that RBRVS seeks to
mimic will clear the market for the respective procedures” (1992,
1028). In other words, patients will be indifferent at the margin
between spending one more dollar on each service, and physicians
will be indifferent at the margin between producing another unit of
each service.
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Why don’t we rely on competition to get us to the efficient point
in this market, as we do in many other markets in which the gov-
ernment does not set prices? The rationale behind the Medicare
RBRVS is that the prices for physicians’ services in the absence of
controls are “distorted”—that is, if we form the ratio of two prices
paid under Medicare, it will be different from the ratio found in a
competitive market.1 The price ratio is also known as the “relative
price,” so we can also say that the relative price of Medicare Part B
services will be distorted in the absence of controls. According to
the Physician Payment Review Commission (1989),

Studies by the commission and others have shown that
the current pattern of payments departs substantially
from the actual resource costs of providing physician
services. For example, physicians systematically receive
less payment for evaluation and management services in
relation to physician time and effort than they receive
for invasive and imaging procedures (xiii).

Why should the prices of physicians’ services under Medicare differ
from the ideal competitive prices? There are problems on both the
supply and the demand sides of the market for physicians’ services.
On the supply side, many analysts believe that physicians have mar-
ket power—power to alter prices to their advantage—and that this
power differs systematically across specialties, services, and geo-
graphic areas. Additional supply-side problems include constraints
on the provision of medical care by non-physicians and restricted
entry of new physicians. Given these problems, a large increase in
demand for the services of a particular specialty may not cause the
supply of that service to increase. Hence, the prices of services pro-
vided by that specialty will increase. 

On the demand side, lack of information, insurance coverage,
and “the special nature of medical care” (Hsiao and Dunn 1991,
222) mean that consumer demand is not fully informed, voluntary,
or rational. If physicians are able to identify variations in patients’
willingness to pay, they can “mark up” the prices of services for
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which demand is especially inelastic (for example, those with the
deepest insurance coverage, or those about which consumers are
least informed), often substantially higher than costs. The power to
set high prices is especially pertinent for the prices of services pro-
vided by specialist physicians. Lee and Ginsburg described “a
noticeable trend toward increasing expenditures for the services of
specialists, particularly those who use considerable equipment
when providing care” (1988, 353). Another study (Etheredge 1986)
found that Medicare spending increases for general surgeons from
1975 to 1982 were largely the result of price increases at 15 percent
per year rather than volume increases.

Among the most notable market failures in the Medicare program
is the widespread presence of supplementary insurance that insulates
patients from Medicare’s cost-sharing requirements. Sandra Chris-
tensen and Judy Shinogle (1997) estimated that about 70 percent of
beneficiaries have private insurance that supplements Medicare,
while George Chulis, Franklin Eppig, and John Poisal (1995) esti-
mated the supplementary coverage rate at 78 percent. In addition, 15
percent of Medicare beneficiaries receive full or limited Medicaid ben-
efits, bringing the total market share of all Medicare beneficiaries with
either private or public supplementary insurance to 85–93 percent. 

Almost all researchers agree that supplementary insurance
removes price from patients’ calculations regarding the costs and
benefits of using medical care, leading to consumption of more
physicians’ services than would be observed in its absence (Chris-
tensen, Long, and Rodgers 1987; Christensen and Shinogle 1997;
Atherly 2002). This view is so widely held that it is almost an arti-
cle of faith among health economists (Ginsburg 1983; McGuire
1991; Langwell 1993; Frech 1999). 

Even Robert Ball, one of the architects of Medicare and its first
administrator, shared the opinion that “Medicare is paying a heavy
price as private insurance rests on top of the basic Medicare cover-
age” (1998, 37). The original framers of Medicare had no idea that
this would happen. As Ball said, “We thought that the bills left
uncovered were mostly too small to justify the administrative costs
of supplementary insurance programs.” But it did happen, and, to
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quote Ball again, “The result is that neither the patient nor the physi-
cian on behalf of the patient has an incentive to think twice about
the cost of a procedure.” I will pick up the topic of supplementary
insurance again in chapter 5, with a simple proposal that such insur-
ance be abolished.

Given that the market for Medicare physicians’ services was fail-
ing in many ways, it is not surprising that the PPRC recommended,
and Congress enacted, a new payment system that controls the price
of every service supplied by physicians to Medicare. The seductive
appeal of price controls arose because they appeared to be a way to
correct the market failures in Medicare. Equally plausible was the
idea that the Medicare fee schedule should be based on the resource
costs of producing each service. As Jack Hadley and Robert Beren-
son aptly remarked, the health policy debate that preceded the
introduction of the Medicare RBRVS resembled the debate among
early Christian theologians over what constituted a “just price.”2

Almost everyone—patients, providers, and Congress—was unhappy
with the way that Medicare paid physicians. There was considerable
support for junking the old system and replacing it with one based
on resource costs “in the belief that resource costs are more fixed,
less manipulable, and less subject to distortion than market fees”
(Hadley and Berenson 1987, 461). In other words, the RBRVS
would provide the “just prices” that Baumgartner described. The
market would clear, and no one would feel they could find a better
set of services than the one they consumed or produced.

As Hadley pointed out, however, if the market were not com-
petitive, there would be no reason to believe that the ratio of mea-
sured average costs for any pair of services would be a more
accurate assessment of their relative value than the distorted ratio of
their prices. The very factors that distort relative prices (differential
demand in the presence of insurance, limited entry, and imperfect
information) also distort relative average costs. Hadley explained the
problem in these terms:

One service may have an average cost close to the min-
imum of the average cost curve, for example, but a high
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markup of price over average cost because of the nature
of demand for that service. Another service, however,
may be produced at an inefficient (high) level of average
cost but have low markup of price over cost. Given non-
constant markups, for any pair of services, the better
approximation to the ideal relative value depends on the
relative shapes of the average and marginal cost and rev-
enue functions. A priori there is no reason to think that
one is always closer to the ideal (1991, 111–12).  

When we think about Medicare’s physician price controls, the fol-
lowing question inevitably arises: Many private health plans pay
physicians with fee schedules modeled on Medicare’s RBRVS. If
Medicare’s prices are flawed, why isn’t the same true when private
payers use these prices to pay physicians? In a careful analysis of the
differences between government price controls and private-sector
payment systems, H. E. Frech III answered this question. According
to Frech, “There are many safety valves for consumers and competi-
tive constraints” on what private insurers can do in contracting for
low prices (2000, 353). Most private plans include provisions for
consumers who don’t like the quality or accessibility of contracting
physicians to purchase medical care from noncontracting physicians
at a higher price. Many consumers can also switch to a different
insurer, offering a different network of contracting providers and/or
different terms. The ability of consumers to exploit these safety
valves distinguishes private insurers who use fee schedules from the
superficially similar RBRVS. This observation does not mean that I
support the use of private-sector fee schedules to pay physicians.
The private sector could also benefit from adopting the indemnity
method of physician payment proposed in chapter 4. Nevertheless,
whether or not private physician payment systems are properly
designed, they are not price-control systems.
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Not-So-Real Reforms

This chapter describes some reforms previously proposed for
addressing the problems with Medicare’s physician payment system
(balance billing, physician diagnosis-related groups, capitation, and
global budgets) and demonstrates why they won’t work.

Balance Billing

Some critics of Medicare price controls (such as Frech in his 1996
study) have argued that the problems caused by an inaccurate
RBRVS can be remedied by allowing unlimited balance billing—
that is, letting physicians charge what they want in excess of the
allowed fees and requiring patients to make up the difference.
Advocates of balance billing argue that it would eliminate access
problems because “any physician would be willing to treat any
Medicare patient” (Frech 1996, 83). Also, widespread balance
billing would signal that some procedures were underpriced, and if
the system responded to those signals, the RBRVS could evolve into
a more reasonable set of prices.

However, balance billing isn’t all it’s cracked up to be. To analyze
the proposal, I will use a model that makes the following assumptions:

• One medical service is consumed by both Medicare and private
patients, with the same marginal cost for either type of patient. 

• Medicare patients have supplementary insurance that pays
100 percent of Medicare’s reasonable charge for the service,
but they are responsible for paying any bills in excess of the
reasonable charge. 



NOT-SO-REAL REFORMS 15

• Physicians who are allowed to balance-bill can charge differ-
ent prices to different groups of Medicare patients and to pri-
vate patients.1

• There are two types of physicians, distinguished by their over-
all capacity to see patients. This capacity can be measured by
differences in the physicians’ marginal cost functions. Those
with “high” capacity have marginal cost MC, while those with
“low” capacity have marginal cost MC*. If marginal costs are
measured at the same quantity of services, MC* > MC. 

At first glance, it might seem that all physicians will serve more
Medicare patients when they can balance-bill. The ability to balance-
bill, however, makes absolutely no difference in the total quantity 
of Medicare services supplied by high-capacity physicians. In the
absence of balance billing, they will operate where private marginal
revenue (MR) is equal to the Medicare fee and marginal cost (MC).
As shown in figure 3-1, they will supply QP services to the private
market and QM to the Medicare market. If unrestricted balance
billing is allowed, these physicians will equalize on four margins:
They will set MR equal to marginal revenue from balance billing
Medicare and to the Medicare fee, and all of these will be equal to
MC. The outer edge, or “envelope,” of the physician’s MR possibil-
ities with balance billing is shown by the heavy line in figure 3-1.
The total number of Medicare patients seen is still determined by
the intersection of the Medicare fee and MC. Balance billing simply
lets these physicians collect more revenue from less price-sensitive
Medicare patients—for example, those with better supplementary
insurance coverage. 

Physicians with low capacity will increase their supply of Medi-
care services if they can balance-bill without restrictions. Prior to
balance billing, they will supply Medicare services up to the point
where MC* is equal to the Medicare fee. With balance billing, they
would balance-bill all Medicare patients, but increase their supply
of Medicare services. As shown in figure 3-2, they will expand
Medicare supply until MR is equal to marginal revenue from balance
billing Medicare, and both are equal to MC*. 
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Whether balance billing simply transfers revenue to physicians,
as in figure 3-1, or increases the supply of Medicare services, as in
figure 3-2, depends on the volume of services that physicians accept
on assignment versus the volume for which they balance-bill. If
most services are accepted on assignment (that is, the doctor accepts
the Medicare fee as payment in full), then there would appear to be
little efficiency gained from balance billing.

Data on Medicare assignment rates cast doubt on the need for
balance billing on a large scale. In 2003, 99 percent of allowed
Medicare charges were assigned. Moreover, physician participation
and assignment rates in Medicare have been rising in recent years
(Medicare Payment Advisory Commission 2004a).2 These data,
taken in conjunction with the rising rate at which physicians are
accepting new Medicare patients and with MedPAC’s surveys that
show a narrowing gap between Medicare and private physician
prices, suggest that the net marginal revenue from Medicare patients
is not substantially different from that of privately insured patients.3

FIGURE 3-1 
BALANCE BILLING WITH NO CHANGE IN MEDICARE SERVICES

Source: Author’s calculations.
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Physician Diagnosis-Related Groups

The idea behind paying physicians according to diagnosis-related
groups (DRGs) is that payments for services of so-called “hospital-
based physicians” (radiologists, pathologists, and anesthesiologists)
are bundled together with payments for the hospital admissions in
which the services are rendered. Physician DRGs were proposed by
the Ronald Reagan administration in 1987. Needless to say, the
affected physicians opposed the idea because it would have made
them dependent on hospitals. As the American College of Radiolo-
gists said, “Radiologists would be much closer to being hospital
employees than they now are” (Moorefield, MacEwan, and Sunshine
1993, 324). Mark Pauly and colleagues also doubted whether physi-
cians would be eager to share their fees with suppliers of other inputs
to the bundled services (1992, 150).

Such political opposition notwithstanding, physician DRGs have
the same drawbacks as RBRVS fees: They are based on a standardized

FIGURE 3-2 
BALANCE BILLING WITH MORE MEDICARE SERVICES

Source: Author’s calculations.

$/Quantity

Sum of MR

MC*

Medicare fee

Private MR

Quantity

 QP = Private
 quantity

QM = Medicare
quantity



18 HOW TO FIX MEDICARE

payment per case, “which can be thought of as the average cost of a
Medicare case in an average, nonteaching, hospital” (Russell 1989,
11). There is no reason to think that average cost in an “average,
nonteaching, hospital” comes closer to the minimum average cost of
production in an efficient hospital than the average cost of physi-
cians’ services approaches the minimum average cost in an opti-
mally scaled physician practice (Hadley 1991).

If, however, the hospital payment system did not attempt to
mimic the average cost of a Medicare case, there would be a strong
argument for “bundling” the payment for all aspects of the patient’s
care—including physicians, acute-care hospitals, and long-term
care—into a single lump sum. Paying separately for physicians, hos-
pitals, and nursing homes maintains the fiction that these treatment
sites are separate and unrelated. In fact, patients and their providers
may wish to substitute more resources toward one setting and less
toward others. A bundled payment would make it easier to select
the optimal treatment pattern.

Capitation

Under a capitation system, physicians are paid a predetermined
amount for each patient for whom they are responsible. As applied
to Medicare, physicians could be capitated separately from other
providers of Medicare services (for example, with separate rates for
hospitals and nursing homes), or a single capitated entity could be
responsible for all services covered by Medicare. 

My colleagues and I have analyzed Medicare capitation exten-
sively in a book (Dowd, Feldman, and Christianson 1996) and
numerous articles. Capitation was introduced into Medicare on a
large scale by the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA). Final regulations to implement TEFRA were published in
January 1985. Under TEFRA, prepaid health plans (mostly health
maintenance organizations, or HMOs) were paid 95 percent of the
cost of caring for an enrolled beneficiary had that beneficiary
remained in fee-for-service (FFS) Medicare. Since FFS cost was not
observed for beneficiaries choosing the HMO sector, it had to be
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estimated, and the estimate was obtained by calculating the cost of
FFS enrollees who were similar to HMO enrollees with respect to
age, gender, disability, Medicaid and institutional status, and county
of residence.

We identified several problems with the Medicare capitation pro-
gram as it was originally designed. One was that the administrative
method used to determine the payment rates had little to do with
HMOs’ actual costs of providing the statutory Medicare benefits
(Dowd, Coulam, and Feldman 2000).4 In most cases, the payments
were higher than HMOs’ actual costs, leading them to provide many
optional (that is, nonstatutory) benefits for little or no out-of-pocket
premium. Because HMOs were not permitted to give the overpay-
ments to enrollees in the form of premium rebates, some of the
additional benefits were inefficient, in the sense that beneficiaries
would not have been willing to pay as much as the benefits actually
cost (Feldman et al. 2001; Pizer, Frakt, and Feldman 2003). A sec-
ond problem was that the FFS system, with its open-ended expen-
ditures, was protected from competition with the capitated plans.

The Medicare capitation program has been modified many times,
and some of the problems we identified have been solved or at least
mitigated. Since 2003, premium rebates to HMO enrollees have
been permitted. Except for a “tax” that the HMO has to pay on the
payment reduction, these premium rebates solve the problem of
inefficient benefits in areas where the capitation payment is too high.

The capitation program was modified most recently by the Medi-
care Prescription Drug, Improvement, and Modernization Act of
2003 (MMA). As a short-term measure, the MMA added a new pay-
ment option of 100 percent of fee-for-service costs in 2004 and
increased all payment rates by the growth in per-capita FFS Medicare
spending in 2005. Since 2006, HMOs wanting to participate in Medi-
care have had to submit “bids” indicating the per-capita revenue at
which they are willing to provide Part A and B services to Medicare.
Medicare compares the bids against “benchmarks,” which must be at
least as great as per-capita FFS expenditures in each county and are
higher than FFS expenditures in many counties. The benchmark for
local plans (those choosing their own service areas) is a weighted
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average of the capitation rates for the service area. The benchmark for
regional plans (those operating in service areas defined by Medicare),
which otherwise operate under the same rules as local plans, is a
blend of the weighted capitation rate for the region and a plan bid
component that is a weighted average of all bids in the region.

Plans bidding less than the benchmarks are paid their bid, plus
75 percent of the difference between their bid and the benchmark.
Plans must then return that 75 percent to beneficiaries in the form
of extra benefits or Part B or Part D rebates.5 Plans bidding above
the benchmarks are paid the benchmark and must charge the dif-
ference between their bid and the benchmark to enrollees as an
additional out-of-pocket premium. 

The MMA bidding system for local plans—which are mainly
HMOs—is flawed on two accounts. First, although the language of
the MMA suggests a competitive bidding system, HMOs continue to
be paid at rates that are set almost entirely administratively, just as
they were before the MMA. The administratively set benchmarks in
the HMO sector result in wide variation in the difference between
the benchmark and average bids across counties. In counties where
bids are lower than benchmarks and the difference is large, HMOs
can afford to offer a rich package of premium rebates and extra 
benefits—even some with limited appeal to beneficiaries. In other
counties such benefits are not available. If HMO payments were
linked more tightly to average bids, the allocation of Medicare ben-
efits across plan types and counties would be both more equitable
and more cost-effective. In contrast, regional plans—including pre-
scription drug plans (PDPs)—are paid relative to a benchmark that
is a function of the average bid. In principle, at least, this crucial dis-
tinction should make price competition among PDPs much more
intense than among HMOs. 

The second flaw of the local bidding system, which is shared by
regional bidding, is that neither system solves the last problem iden-
tified by Dowd, Feldman, and Christianson (1996): Fee-for-service
Medicare is exempt from the competitive bidding system, at least
until 2010. In that year, a six-year demonstration of competitive 
bidding known as the Comparative Cost Adjustment (CCA) program
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is scheduled to begin in at least six metropolitan statistical areas
(MSAs). Demonstration sites will be chosen from among MSAs that
have two or more local private plans with at least 25 percent total
penetration. A benchmark local premium will be set by the enrollment-
weighted average of the bids by private plans and FFS Medicare. If a
plan—including FFS Medicare—bids above the benchmark, the ben-
eficiary will pay the difference between the plan’s bid and the bench-
mark. Although FFS beneficiaries will be partially protected from
competition by a restriction that their premium cannot change by
more than 5 percent in any given year, this program, if allowed to
proceed as scheduled, will bring FFS Medicare into the competitive
fray for the first time.6

Capitation has the potential to be a powerful method for deter-
mining how much to pay Medicare health plans, including tradi-
tional fee-for-service Medicare. In our book, we recommended that
Medicare take bids and set the government contribution to pre-
miums equal to the lowest bid submitted by a qualified plan in a
local market area (Dowd, Feldman, and Christianson 1996, 67).
Beneficiaries would be responsible for paying the difference
between the low bid and the premiums charged by higher bidders. 

Under a capitated payment system, Medicare does not worry
about how much to pay providers. That is left up to the health plans,
which are free to experiment with different payment systems, includ-
ing fee-for-service, salary, and risk-sharing arrangements with physi-
cians. Although it promotes such experimentation, however,
capitation cannot be a complete solution to Medicare’s problem of
paying providers. In the first place, capitated health plans do not
serve all areas of the country. In sparsely populated rural areas, in par-
ticular, low population density and high entry costs make it difficult
to form networks of health-care providers. (This is also a limitation of
the global budget system, discussed next.) In addition, in areas where
capitated plans compete with traditional Medicare, many beneficia-
ries will choose the traditional program. Finally, the politics of capi-
tation are extremely contentious, and it is questionable whether the
Comparative Cost Adjustment demonstration will be implemented at
all, let alone as a national payment system.7
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Global Budgets

From time to time, proposals have surfaced calling for “areawide
payment incentives” for physicians. Under these proposals, geo-
graphic market areas would be designated, and within them targets
would be set for total Medicare Part A and Part B expenditures.
Physicians in a given area would be rewarded or penalized depend-
ing on how close aggregate charges came to these targets. I refer to
these proposals as “global budgets” for all Medicare services in given
geographic areas.

The rationales behind these proposals have varied. In an early pro-
posal, Peter Fox (1984) argued that global budgets are the only way
to address the “blank-check mentality” associated with fee-for-service
Medicare. More recently, John Wennberg and colleagues have
observed that Medicare spending per capita in some regions of the
United States is more than twice as high as in other regions, with no
obvious improvements in compliance with the standards of medical
practice recommended by evidence-based medicine. Wennberg et al.
(2002) maintain that regional budget caps benchmarked to the low-
cost areas could save Medicare $40 billion per year after adjusting for
regional spending differences related to age, sex, and illness. 

These global budget proposals appear to be a logical extension of
capitation to a more expansive geographic area. This analogy is valid
in part, which implies that global budgets share the same drawbacks
as capitation payments to private plans in Medicare. Among them is
the administrative formula used to determine the payment level.
Fox (1984) advocated adjusting the target level only for the age
composition of beneficiaries within the area, with annual increases
initially tied to historical rates of increase in Medicare expenditures.
Basing the rates of increase on historical trends obviously would
build Medicare’s past inefficiencies into future payment rates, but
Fox thought the increases would moderate over time if the area-
wide incentives were successful. In Wennberg’s proposal, the capi-
tation payments would be based on the same factors (with the
addition of the regional illness burden) that were used until recently
to pay local HMOs.
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In addition to the problems with local capitation, the global
budget proposal is missing a piece. As Hadley said, “A basic flaw in
the design of the areawide incentive approach is that it lacks a
mechanism for forcing individual physicians to follow the group
incentive” (1984, 122). In the absence of compulsion, individual
physicians always will do better by pursuing their own financial
interests. This will contribute to the deficit; but since each physician
bears only a small part of that cost, he or she will disregard the
areawide expenditure target.

This concern was repeated recently by Glenn Hackbarth, chair-
man of MedPAC, in describing Medicare’s efforts to control Part B
spending through the sustainable growth-rate system:

The underlying assumption of an expenditure control
approach, such as the SGR, is that increasing updates
[that is, periodic adjustments to the fee schedule that
bring actual expenditures in line with budgeted expendi-
tures] if overall volume is controlled, and decreasing
updates if overall volume is not controlled, provides
physicians nationally a collective incentive to control the
volume of services. However, this assumption is incorrect
because physicians do not respond to collective incentives
but individual incentives. An efficient physician who
reduces volume does not realize a proportionate increase
in revenues. In fact, an individual physician has an incen-
tive to increase volume (Hackbarth 2005a, 3).

If physicians learn over time that their efforts to “game the
system” are self-defeating, they might learn not to disregard the
expenditure target. According to Pauly and others, “In a world of
foresighted physicians, the price (and volume) will immediately col-
lapse to as low a price as is needed to reach the target level of expen-
diture” (1992, 133). However, if physicians’ services are substitutes
or complements for other services (including hospital services),
adverse effects on total spending may result. For example, if price
reductions for physician services cause physicians to substitute more
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drug prescriptions for those services, total costs could be adversely
affected. In addition, it is doubtful that physicians could internalize
the incentives to keep their expenditures within the target. 

Wennberg and colleagues were aware that a global payment
system would generate “perverse incentive effects” (2002, W105).
They proposed, therefore, that Comprehensive Centers for Medical
Excellence (CCMEs), based on hospitals, provider networks, or
organizations representing regional coalitions, be established in
each region to manage the capitation payments. To qualify, a CCME
would have to establish best-practice models of medical care. Staff-
and group-model HMOS that employ salaried physicians would be
the best models for these organizations.

For CCMEs to constitute a national program, however, they
would have to be established in every region of the country. This
would be problematic because staff- and group-model HMOs have
not been able to thrive except in areas with high population and
physician densities. It would be extremely difficult to form these
HMOs in rural areas. 

Another problem is that successful CCMEs easily could become
local monopolists. In Feldman and Lobo (1997), we showed that
monopolists paid by global budgets may supply too few services,
resulting in long waiting lines.8 Waiting lines have developed in
such global budget organizations as the U.S. Veterans Administra-
tion medical service and foreign national health services (Feldman
1994). I do not see how they could be prevented in a regional cap-
itation system.

In practice, neither SGR nor its predecessor, VPS (volume per-
formance standards), has performed as hoped. From 1980 through
1989, according to Hackbarth (2005b), annual growth in Part B
spending per beneficiary, adjusted for inflation, ranged from a low
of 1.3 percent to a high of 15.2 percent, with a mean of 8.0 percent.
This is not a record to which to aspire. The SGR formula also pro-
duced volatile updates, Hackbarth wrote, which in 2003 led Con-
gress to replace the GDP factor with a ten-year rolling average of
GDP growth. Furthermore, volume continued to grow strongly
even in years when the updates were small or negative. Finally,
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growth in volume per beneficiary varied widely across services, with
the highest growth of 45 percent from 1999 to 2003 found in diag-
nostic imaging services (Hackbarth 2005b, 3, 5). 

Poor performance aside, a global budget program would face
exceptional political obstacles. Unless all doctors were included in
the CCME—which would defeat the purpose of promoting CCMEs
as “centers of excellence” for high-quality care—the excluded physi-
cians would be barred from participating in Medicare. This would
violate section 1802, title XVIII, of the Social Security Act (U.S.
Social Security Administration 2008), which states that any willing
provider must be accepted by Medicare:

(a) BASIC FREEDOM OF CHOICE—Any individual
entitled to insurance benefits under this title may obtain
health services from any institution, agency, or person
qualified to participate under this title if such institu-
tion, agency, or person undertakes to provide him such
services (42 U.S.C. 1395a).

To implement the CCME program, section 1802 would have to be
amended to exclude providers not affiliated with CCMEs. This
would cause a firestorm of protest from the medical profession and
from excluded hospitals whose survival would be threatened by
withdrawal of Medicare patients. One possible alternative would be
to designate the CCME as a “preferred provider” for Medicare (that
is, Medicare patients could use the CCME under preferred terms).
Medicare’s efforts to encourage entry of regional preferred provider
organizations (PPOs) have, however, not been successful to date
(Pizer, Feldman, and Frakt 2005). Further subsidies appear to be
needed to entice regional PPOs into Medicare, which could defeat
any cost-saving potential from the CCME program.
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4

Real Reform—Medicare Indemnities

Now that we have examined a number of proposals for reforms and
their shortcomings, it is time to propose something different: real
reform with Medicare indemnities. This chapter will introduce the
concept of an indemnity and explain why medical indemnities
would correct the perverse incentives created by the prevailing pay-
ment methods in health insurance. After describing how indemni-
ties have been used for long-term care and the Republic of Korea to
pay for medical care, I will offer a plan for designing a medical
indemnity for Medicare.

Introduction to Indemnities

An indemnity is a fixed amount of money paid to an individual after
the occurrence of a well-defined event. Indemnities are common in
automobile and homeowners’ insurance, which pay on the basis of
damages to the policyholder’s automobile or house. In the case of
automobile insurance, the policyholder typically receives an appraisal
of the damage from the insurance company in an amount sufficient
to complete the repair if a company-approved repair shop is used.
Sometimes the appraisal can be obtained by the policyholder him- or
herself by submitting several estimates from approved repair shops to
the company. After they agree on the appraisal, the company writes a
check to the policyholder, and then withdraws entirely from over-
sight of the actual repair. The policyholder is free to obtain the repair
from one of the approved repair shops, from someone else, or to
make no repair at all. Through these choices, the policyholder reveals
how much the repair is worth to him. 
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In the case of medical insurance, indemnity payments would be
made after a particular illness was diagnosed. Patients would then
be free to use the money to select the optimal course of treatment.
The payment could be limited to the care obtained from physicians,
or, as described in chapter 3 above, services obtained from multiple
providers could be bundled into a single payment.

The merits of indemnity insurance for health care were discov-
ered by a small number of policy analysts, including Mark Pauly,
Frank Gianfrancesco, and Jack Hadley. Their early explorations
were followed by Susan Feigenbaum’s proposal to model health
insurance on auto collision insurance. To my knowledge, Feigen-
baum’s 1992 proposal is the most recent for medical indemnities.

Mark Pauly (1971) described the perverse incentives created by
the prevailing payment methods in health insurance: “An individual
receives medical benefits only when he takes medical care, and the
more he gets, and the more costly and expensive the care is, the
larger the benefits he gets” (54–55). In contrast, a “pure” indemnity
would specify the payment of a particular number of dollars to an
individual with a given physical condition. Except for minor effects
resulting from an increase in his income, the individual would con-
sume the same amount of medical care as he would when paying
with his own money. As a consequence, he would have an incentive
to use the right amount of medical care and to shop for the best
prices and types of care offered by alternative providers. Providers
in turn would have incentives to become more efficient in order to
gain business from indemnified consumers.

Frank Gianfrancesco (1983) was the second economist to analyze
indemnity insurance for medical care. He added several more advan-
tages of indemnities to Pauly’s argument that they would create incen-
tives for patients to use the right amount of medical care. First, he
said, indemnities would make it easier for the insurer to predict its
expenses because the variation in outlays “is unaffected by the vari-
ability of individual expenditures within each claim category” (177).
This would lead to lower administrative costs. Second, indemnities
would lead to a more equitable distribution of insurance benefits
among similarly insured individuals because each would be paid the
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same amount. In contrast, most conventional insurance makes larger
payments to physicians who treat patients more intensively. This is a
variation of Pauly’s criticism of traditional medical insurance. 

Jack Hadley was the third economist to analyze indemnity insur-
ance for medical care. His definition of an indemnity was different
from Pauly’s. Hadley viewed the indemnity as a fixed payment for
each service, not a fixed payment triggered by the onset of a medi-
cal condition. He saw three advantages of per-service indemnities
over a Medicare fee schedule. First, indemnities would reward
patients for seeking care from lower-priced physicians; second,
indemnities would not eliminate price competition among physi-
cians; and third, indemnities would leave physicians free to change
their fees when practice costs changed. The third point was particu-
larly important because the difference between indemnity payments
and physicians’ actual charges could be a “barometer of how much
access and quality beneficiaries are receiving” (Hadley 1984, 126).

Hadley also thought that an indemnity payment system would be
easier to administer than the “customary, prevailing, and reason-
able” reimbursement method, in which insurers had to perform
complicated administrative calculations for every physician and
claim. Physicians would set their own prices (and possibly be
required to post them for customers to inspect), and billing arrange-
ments would be left up to the physician. “If the bill were less than
the indemnity, then the patient would receive the difference, less
any cost-sharing,” Hadley wrote (1984, 127). 

In 1992, Susan Feigenbaum argued that the “central problem”
facing our medical care system is that “consumers currently bear lit-
tle of the cost of their utilization decisions” (1). Like Pauly, she attrib-
uted this problem to a medical insurance system that reduces the
consumer’s out-of-pocket price and increases the demand for medi-
cal care. To remedy it, she proposed replacing medical reimburse-
ment insurance with a system of pure indemnities similar to auto
collision insurance. In her ideal system, the subscriber’s insurance
company would conduct “claims appraisals” similar to those per-
formed by an auto insurer. Upon determining that the patient’s diag-
nosis was valid, the insurer would issue a lump-sum payment that
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would be accepted by contracting providers as payment in full for
treatment. The critical distinction between the present insurance
system and her proposed model is that “by paying insureds directly,
diagnosis is divorced from the ensuing medical care, thereby reduc-
ing moral hazard on the part of providers and allowing subscribers
to benefit from acting as prudent purchasers” (Feigenbaum 1992, 3).

Feigenbaum was aware that recipients of auto collision indemni-
ties do not have to purchase any repair services, and she asked if there
were any situations where patients might be able to spend their medi-
cal indemnities on nonmedical goods and services. One such case
might be end-of-life medical care, where “one suspects that the same
dollars put in the hands of the ill might be spent in a substantially dif-
ferent way” (4). Feigenbaum suggested that the individual would have
to obtain “informed consent” before opting out of medical care. This
would reduce the chance that he or she could later appeal to public
or private subsidy programs to cover the cost of treatment. After
introducing my proposal for indemnities, I will turn Feigenbaum’s
question around and ask if there are any conditions under which
insured individuals might be compelled to buy medical care. I will also
discuss the problem of enforcing indemnity contracts.

Following Feigenbaum, several studies investigated the proper-
ties of an “ideal” insurance policy—that is, one that would equate
the marginal utility of a dollar paid at the point of purchasing medi-
cal care to that of a dollar paid at the point of purchasing insurance.
David Cummins and Olivier Mahul (2004) asked if the ideal policy
would have a deductible if there were an upper limit on coverage.
Kenneth Arrow (1971) had shown that if the insurer charges a
“loading fee” (a cost to process each claim), the optimal policy
would have a deductible to discourage small claims, followed by
full insurance above the deductible. Cummins and Mahul also
showed that an ideal insurance policy with a limit on coverage
would include a deductible and then full coverage up to the cap.
But, unlike in Arrow’s analysis, the policy would have a deductible
even in the absence of administrative expenses. The intuition
behind this result is that “raising the deductible reduces the pre-
mium and thus increases the amount of wealth available in states of
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the world when the policy limit constraint is binding” (Cummins
and Mahul 2004, 254).

Finally, in a very extensive analysis that summarized the earlier
literature, Robert Graboyes (2000) reviewed the potential for
indemnity insurance. Assuming only one disease and an exogenous
cure rate that varies in the population, he showed that it is never
socially or privately optimal to offer an indemnity larger than the
cost of treatment. 

Why Aren’t Indemnities Used in Medical Insurance?

If indemnity insurance is such a great idea, why hasn’t it displaced
traditional medical insurance? Pauly offered two explanations. First,
because indemnity insurance creates incentives for providers to be
efficient, and because providers also see patients with traditional
insurance, some of the benefits of indemnity insurance will be cap-
tured by patients with traditional insurance. Any costs associated
with the use of indemnity insurance “may exceed efficiency benefits
for the individual, even though the benefits to all individuals exceed
costs” (Pauly 1971, 56). Second, Pauly explained, there is a signifi-
cant private cost of using indemnity insurance—the inability to
specify precisely the severity of the condition for which a payment
is made.1 This leaves individuals exposed to the risk that they will
not receive adequate compensation after developing a severe case of
the condition. In contrast, traditional “cost coverage” insurance does
provide protection against severity risk. Pauly proposed an alterna-
tive approach to a “pure” indemnity, combining a set payment with
partial coverage of the risk that charges will exceed the indemnity
level. I want to withhold further description of these “partial indem-
nity” systems until I get to the discussion of how indemnities might
be designed for Medicare. 

Interestingly, Gianfrancesco made light of the problems with
indemnity insurance noted by Pauly, stating that “the information
necessary to classify patient claims is, for the most part, contained in
patient medical records” (1983, 182). He also thought it would be
easy to detect fraudulent submission of claims through misspecification
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of the information contained in the medical record. While it is too
early to discuss the issue of claims verification in detail, the evidence
from other insurance markets—especially automobile insurance—
suggests that verification can be difficult. A cursory examination of
the literature indicates that automobile insurance is rife with moral
hazard. For example, holders of car insurance policies with a “total
replacement” provision (the opportunity to get a new vehicle in the
event of theft or total destruction of the car within a specified period)
have a higher probability of theft near the end of this protection
period (Dionne and Gagne 2002). 

Despite Gianfrancesco’s assertions that it is relatively easy to
design an indemnity policy, indemnities are not used in medical
insurance, aside from personal accident policies that provide cover-
age for a few well-defined events (for example, a broken arm or loss
of an eye). Instead, almost all medical insurance “pays off” by sub-
sidizing the price of treatments obtained from licensed providers. Is
this because indemnities are impractical or somehow inferior to
standard medical insurance policies, or can we attribute their
absence to other reasons?

To answer this question, I relied on Feigenbaum’s history of
indemnities for covering lost income and medical expenses.2 As
reviewed by Feigenbaum, the evidence indicates that indemnities
once existed, but they were driven out of the market by the con-
certed opposition of hospitals and physicians who favored “tradi-
tional” insurance for financial reasons. Changing medical technology
might have played a role in the disappearance of medical indemni-
ties, but it was not the primary explanation.

Feigenbaum wrote, “In the first decade of [the twentieth] century
voluntary mutual societies underwrote large numbers of ‘sickness’
policies, offering workers a means by which they could indemnify
themselves for income losses due to adverse health events” (1).
Although some insurers provided similar coverage for medical costs,
only 1 percent of the $97 million in “sickness” benefits paid in 1914
went for medical care. The income loss from illness and accidents was
much larger and more threatening to a worker’s livelihood than the
paltry cost of medical care, which was largely ineffective, in any case.
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Feigenbaum offered two possible explanations for the decline of
sickness insurance. The first was the rise in cost and complexity of
medical care, which surpassed income replacement as an important
insurable event. Feigenbaum was skeptical of this explanation. She
observed that even in 1930, only 10 percent of benefits under then
existing “health insurance” plans were spent on medical care, while
90 percent went toward replacing lost income. 

Feigenbaum’s second explanation relied on a political-economic
argument: Sickness insurance declined because providers had a
vested interest in developing their own insurance plans that linked
benefits to subsidized medical care. The story of provider-sponsored
health insurance has been told elsewhere (Goldberg and Greenberg
1977; Frech 1996), so I don’t need to repeat it in detail here. Quite
simply, medical providers (first hospitals and later physicians) 
sponsored their own insurance plans, which divided up the geo-
graphic territory into noncompeting areas, with one Blue Cross and
one Blue Shield plan in each area. The admitted goal of the “Blues”
was to stimulate demand for hospital services and to reduce pay-
ment defaults (Feigenbaum 1992). At the same time, the provider-
sponsored plans pursued political protection from state legislatures
in the form of favorable regulations and exemption from state pre-
mium taxes. To compete with the “Blues,” commercial insurers
reluctantly adopted similar payment practices. Favorable tax policies—
first an exemption of health insurance from wartime wage controls
and later favorable income-tax treatment of employer-paid pre-
miums—cemented the link between health insurance and costly
subsidies for medical care. Indemnity insurance survives today only
in personal accident policies, some dental insurance plans, and
“dread disease” policies that offer lump-sum payments in the event
of diagnosis of certain diseases, such as cancer.

George and J. C. Herbert Emery offered a third explanation for the
decline of sickness insurance, focusing on the role of the voluntary
societies that offered this type of policy in the early part of the twen-
tieth century. In their book, A Young Man’s Benefit (1999), the Emerys
documented the role of friendly societies in providing “sickness”
insurance against income loss. These organizations once were a major
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source of such insurance in Canada and the United States. Medical
costs associated with illness were much less important than lost
income, as Feigenbaum had explained; and because neither com-
mercial insurance companies nor the government provided disability
insurance, voluntary fraternal organizations such as the Independent
Order of Odd Fellows (IOOF) provided income replacement when
an individual was sick and unable to work. 

The Emerys attributed the decline in the importance of frater-
nal insurers to diminished demand by their members for income-
replacement insurance as Canadian and U.S. households
accumulated wealth and developed the capacity to self-insure. The
Great Depression and subsequent poor labor market conditions in
both countries in the 1930s hampered this ability, which led in the
United States to the passage of government income-replacement
programs, such as Social Security Disability Insurance and work-
ers’ compensation.

Long-Term Care Indemnities

One way in which indemnities have been tried with some success—
at least in demonstrations—is to pay for long-term care benefits.
Long-term care provides a favorable setting for using indemnities
because the services each eligible person wants to use may be quite
different, and designing a service-based reimbursement approach to
meet these diverse preferences could be excessively complex. Fur-
thermore, such indemnities do not become obsolete as the nature
and scope of services change over time. As Robyn Stone (2001)
wrote in an informative discussion of long-term care indemnities,
“This model provides resources directly to individuals through a
cash benefit or some type of a voucher system. Receipt of the bene-
fits is triggered by some level of disability or other need for long-
term care.”3 Illustrating the flexibility offered by long-term care
indemnities, Stone continued: “The disability approach also pro-
vides resources that family caregivers can use to purchase comple-
mentary services or supports. They may decide, for example, to pay
for evening and weekend respite care, services that are generally not
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available through care packages defined by public programs or pri-
vate insurers” (99–100).

Stone reviewed several federal and state programs that use
indemnities for long-term care benefits. At the federal level, the U.S.
Department of Veterans Affairs’ Housebound Aid and Attendance
Allowance Program provides cash grants to veterans and their sur-
viving spouses who are disabled and need long-term care in the
community. According to Stone, “In 2001 a single veteran qualify-
ing for this benefit was entitled to a monthly payment of $518 in
addition to the regular pension of $775” (Stone 2001, 101).

At the state level, researchers at the National Council on Aging
identified numerous long-term care indemnity programs. According
to Stone, the most ambitious of these was the Cash and Counseling
Demonstration and Evaluation, initiated to test the efficiency of
“cashing out” Medicaid-funded home and community-based care
services. Participating states obtained waivers to allow the payment
of cash allowances in lieu of a service package. Preliminary results
of the evaluation indicated that “more than 90 percent of the par-
ticipants hired family members, friends, or neighbors to provide
personal care services. . . . More than nine out of ten participants
(including disenrollees from the cash group) indicated that they
would recommend the cash option to others seeking greater control
over their personal care decisions” (Stone 2001, 102). More detail
on this unusual and innovative program is provided in appendix 3. 

Stone also mentioned that a number of European countries,
including Austria, France, Germany, and the Netherlands, use the
indemnity approach to provide part or all of their long-term care
benefits. The largest program, in Germany, lets beneficiaries living in
the community select a cash indemnity, agency services set at twice
the value of the indemnity, or a combination of the two. Despite the
high “tax” on the indemnity compared with service benefits, 76 per-
cent of the eligible population chose the indemnity in 1998.

In a sympathetic review of Stone’s paper, Mark Pauly (2001) rein-
forced the idea that indemnity payments, in theory, are the best kind
of insurance to have because they provide maximum flexibility on
how to use the benefit, and they give the policyholder ideal incentives
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to consider the costs as well as the benefits of treatment.4 He noted,
however, a significant drawback of long-term care indemnities
(which Stone also recognized): the problem of verifying eligibility.
Pauly wrote that “insurers are terrified by the thought that if people
can make money from insurance and do not have to do anything that
healthy people would not do, there will be very substantial (and very
clever) excess claims” (2001, 110). This problem is especially severe
for long-term care, where many of the services (for instance, as-
sistance with cleaning and cooking) would be desired by healthy
people as well as those who are sick. Pauly noted that the private sec-
tor has been very reluctant to sell long-term care indemnity policies.

These observations point to a problem (possibly a dilemma) with
indemnities. The conditions under which indemnities make the most
sense are those in which individuals have a high degree of personal
discretion over the choice of a treatment plan. But some of the ser-
vices in these highly personal plans are likely to be “low-tech” items,
such as home care or alternative medicine. As Pauly noted, these are
also the types of services that are likely to be valued by healthy peo-
ple; thus, the verification problem arises. The types of conditions for
which indemnities are most practical (for example, a broken arm) are
easy to verify, but patients have less discretion over their treatment
plans and, therefore, may not value the freedom of choice offered by
the indemnity. Further discussion of this problem and possible solu-
tions may be found in chapter 7, which proposes a demonstration of
indemnities for Medicare.

Indemnity Health Insurance in Korea

Despite its lack of acceptance in the United States, indemnity insur-
ance is the most prevalent form of private health insurance in the
Republic of Korea. About 30–40 percent of the population was
enrolled in medical indemnity policies in 2002–3, increasing to 80
percent in 2006 (Kang, Kwon, and Yoo 2005). These policies pay a
lump-sum amount of money in the case of a well-defined illness,
typically for the first diagnosis of cancer. In 2005, 8 billion U.S. dol-
lars, or 1.1 percent of the Korean gross domestic product, flowed
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through indemnity insurance. This compares with about 24 billion
U.S. dollars in the Korean national health insurance (NHI) system.

One purveyor of indemnity insurance in Korea is American
International Group Inc. (AIG), which sells policies that pay a
lump-sum benefit if the insured is diagnosed for the first time with
cancer during the policy year. In addition to this core coverage, the
policies may provide daily hospital cash benefits and surgical
expense reimbursement. The policies can be purchased by individ-
uals or made available to employees as a fringe benefit. They can be
offered alone or in combination with other benefits.

The Korean health system has several unique features not found
in the United States that favor indemnity insurance. One of these is
its unified fee system. Direct negotiations (that is, contracts to set
fees) between hospitals and private insurers are not allowed. This
means that one of the drawbacks of indemnities—private insurers’
inability to negotiate prices with providers—is absent from the
Korean system. Another feature is Korea’s national health insurance
system, which started in 1989 with poor benefits. While benefits
offered by the NHI have improved, they still are not comprehensive.
Patients are exposed to large out-of-pocket costs and financial risks.
Thus, the indemnity insurance system in Korea is really a form of
supplementary insurance that sits on top of the NHI. It does not
totally replace it, as the indemnities proposed in this study would
do for Medicare physician fees.

Despite these differences, Korean-style indemnity insurance may
gain a foothold in the United States. Since 2006, the Conseco Insur-
ance Company has sold a supplementary policy that pays a lump-
sum benefit on the first diagnosis of cancer (Conseco 2008). The
policy offers two plan options which pay benefit amounts ranging
from $10,000 to $50,000.

My Proposal

Now that we have reviewed the principles and some of the history
and applications of indemnity insurance, I will offer my proposal for
Medicare indemnities. I will ascertain how much risk would be
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involved with indemnities, and how this risk could be reduced to a
manageable level. After discussing how the occurrence of a costly
event would be verified, I will explore the question of whether the
indemnity should be restricted to medical care.

The Primary Argument for Indemnity Insurance. I propose that
Medicare scrap the RBRVS physician payment system and replace it
with “Medicare indemnities” that would pay patients a fixed amount
of money depending on the diagnosis of a particular medical con-
dition. Patients would be able to use the indemnity to purchase
medical care from any provider under any terms and conditions the
patients and providers find mutually satisfactory. Under some con-
ditions, discussed below, they might be allowed to cash in part of
the indemnity, as well.

The primary reason I believe indemnities would be superior to
the current Medicare fee schedule is that they would reward patients
who seek less costly care. With an indemnity policy, the cost of
medical care is paid out-of-pocket, compared with the coinsurance
policy, where the patient pays only a fraction of the cost out-of-
pocket. Thus, the last dollar of medical care spent under the indem-
nity policy is worth one dollar to consumers, whereas the last dollar
of medical spending under the coinsurance policy is worth only a
fraction of a dollar. This is the same case made by Pauly in 1971:
Having received an indemnity payment, an individual would con-
sume the same amount of medical care as he would when paying
with his own money. As a consequence, he would have an incentive
to use the right amount of medical care and to shop for the best
prices and types of care offered by alternative providers.

Consider the situation shown in figure 4-1, which compares a
“budget-neutral” indemnity policy with a traditional insurance pol-
icy that uses coinsurance. Both policies start from the same con-
sumer budget, shown by the heavy black line. For a small premium
relative to the medical expense, the traditional policy reduces the
consumer’s out-of-pocket price of medical care (along the less
steeply sloped dashed line), leading to an increase in consumption of
medical care. In contrast, the indemnity policy for the same premium
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transfers income to the consumer but does not change the relative
price of medical care, as shown by the second dashed line, which is
parallel to the budget line.5 As a result, the consumer uses less
medical care than with the traditional policy and reaches a higher
level of utility. This is shown by the fact that the indemnity equilib-
rium point touches a higher indifference curve than does the equi-
librium point for the traditional policy.

How to Design a Medicare Indemnity. Many issues would need to
be addressed in order to design a practical Medicare indemnity. The
first of these is the question of how to set the indemnity in relation
to the expected costs of treatment. Gianfrancesco (1983) recom-
mended a process of “trial and error,” where the insurer attempts to
set the indemnity equal to the modal expenditure associated with
that category of service under traditional insurance. Patients who
seek care from providers who charge less than the modal payment
could keep the difference. 

When we add other payers to the market, however—for example,
patients under age sixty-five with private insurance—the situation

FIGURE 4-1 
INDEMNITY INSURANCE COMPARED WITH COINSURANCE

Source: Author’s calculations.

Medical care
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becomes more complicated. In some cases, the indemnity payment
might be more than enough to pay the physician’s total bill, while
in others it would be less than the modal expenditure, and patients
would be balance-billed for the difference. Which case is relevant
depends on the same conditions that determine the extent of bal-
ance billing under the current Medicare fee schedule. When physi-
cians have “low capacity,” and demand from other payers is added
to the model, the market price for the modal treatment may exceed
the indemnity payment, and Medicare patients would be balance-
billed. In contrast, when physicians’ capacity is high, patients would
be able to cash in the unused portion of the indemnity.

Because providers’ marginal costs and market demand condi-
tions vary among geographic markets, the indemnity payments
should be adjusted for these variations (Dowd et al. 2006–7). Medi-
care currently relies on three Geographic Practice Cost Indexes
(GPCIs) to adjust the fee-schedule prices for local variation in the
cost of physicians’ work, practice expense, and professional liability
insurance (Medicare Payment Advisory Commission 2003a).6

However, there are only eighty-nine GPCI local market areas for the
entire United States. This is well below the number of local markets
that would be defined by patients’ willingness to travel to obtain
physicians’ services. If Medicare moved to an indemnity payment
system, it would be necessary to explore new market definitions
that correspond more closely to geographic markets for physician
services. Dowd et al. (2006–7) also discussed demand factors, such
as illness burden and per-capita income, that influence Medicare
spending in local markets. Efficient pricing requires that adjust-
ments be made for these factors, as well as for differences in physi-
cians’ practice costs across markets.

A problem closely related to geographic adjustment is how to adjust
the indemnity for changes in medical technology. It should be noted
that all third-party payers, including competitive private insurers, face
the same problem.7 One possible response is for Medicare to observe
the adjustments that private payers make to their physician fees. 

With all of these adjustments, wouldn’t Medicare indemnities
wind up looking like the RBRVS system with its thousands of codes,
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which for all practical purposes has been captured by the regulated
industry?8 I suggest that the process of setting Medicare indemnities
could be simpler than that of determining the relative fees under
RBRVS. This hunch follows from the different purposes of the two
systems: Whereas the RBRVS claims to replicate physicians’ actual
costs, the indemnity system is designed to pay some portion of what
the doctor charges. To set the indemnities, Congress would have to
decide how much, on average, of the doctors’ charges patients
should be expected to pay. This decision would be less complicated
than setting prices that are supposed to measure the costs of thou-
sands of different services.9

I also suggest that a considerable percentage of all Part B spending
for physicians’ services could be captured by a relatively small num-
ber of indemnities. Table 4-1 shows the top fifty principal diagnoses
for Medicare-allowed charges by physicians and suppliers in 2002.

The top fifty diagnoses accounted for 54 percent of the $81 bil-
lion of Medicare-allowed charges by physicians and suppliers in
2002. In comparison, the top fifty “HCPCS” codes, representing the
types of services performed, accounted for 47 percent of allowed
charges (Centers for Medicare and Medicaid Services 2006, table
64). Thus, the types of illness represented in the Medicare popula-
tion appear to be somewhat more concentrated than the types of
services provided. This should make it easier to focus on setting the
indemnity payments—in contrast to the difficulty of trying to deter-
mine the cost of each service provided.

Another way of looking at this issue is to examine the causes of
death of Medicare beneficiaries (although this information is some-
what dated). Analyzing a six-year file of Medicare use and cost data
linked to death certificates, Riley and Lubitz (1989) found that
almost 70 percent of the 1.27 million Medicare beneficiaries over
age sixty-five who died in 1979 died from three major causes: heart
disease (40.9 percent), cancer (18.0 percent), and stroke (10.5 per-
cent). During the year prior to death, these beneficiaries spent 3.38,
6.62, and 3.68 times as much, respectively, as the average aged
Medicare enrollee.10 Therefore, from this perspective as well,
health-care spending in the Medicare population is concentrated on
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TABLE 4-1 
TOP FIFTY PRINCIPAL DIAGNOSES FOR MEDICARE-ALLOWED

CHARGES BY PHYSICIANS AND SUPPLIERS, 2002

ICD-9-CM $ million
Description of illness code allowed charges

Malignant neoplasm of colon 153 $488

Malignant neoplasm of trachea, bronchus, 
and lung 162 $1,096

Other malignant neoplasm of skin 173 $909

Malignant neoplasm of female breast 174 $958

Malignant neoplasm of prostate 185 $1,999

Thyroiditis 244 $252

Diabetes mellitus 250 $2,542

Disorders of lipoid metabolism 272 $682

Disorders of fluid, electrolyte, and acid-base 
balance 276 $286

Other and unspecified anemias 285 $1,084

Schizophrenic disorders 295 $323

Affective psychoses 296 $711

Other retinal disorders 362 $1,055

Glaucoma 365 $844

Cataract 366 $3,262

Essential hypertension 401 $1,924

Acute myocardial infarction 410 $332

Other acute and subacute forms of 
ischemic heart disease 411 $362

Angina pectoris 413 $428

Other forms of chronic ischemic heart disease 414 $2,546

Other diseases of endocardium 424 $617

Cardiac dysrhythmias 427 $1,419

Heart failure 428 $1,457

Ill-defined descriptions and complications 
of heart disease 429 $189

continued on the next page
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Acute, but ill-defined, cerebrovascular disease 436 $733

Acute bronchitis and bronchiolitis 466 $203

Allergic rhinitis 477 $213

Pneumonia, organism undefined 486 $506

Asthma 493 $430

Other diseases of lung 518 $782

Chronic renal failure 585 $1,392

Calculus of kidney and ureter 592 $130

Other disorders of urethra and urinary tract 599 $551

Hyperplasia of prostate 600 $382

Other dermatoses 702 $683

Chronic ulcer of skin 707 $519

Rheumatoid arthritis and other inflammatory
polyarthropathies 714 $557

Osteoarthrosis and allied disorders 715 $1,850

Other and unspecified arthropathies 716 $230

Other and unspecified disorders of joint 719 $844

Other and unspecified disorders of back 724 $1,416

Peripheral enthesopathies and allied 
syndromes 726 $401

Other disorders of soft tissues 729 $443

Nonallopathic lesions, not elsewhere classified 739 $417

General symptoms 780 $1,993

Symptoms involving respiratory systems/
other chest symptoms 786 $2,662

Symptoms involving digestive system 787 $741

Symptoms involving urinary system 788 $389

Other ill-defined and unknown causes 
of morbidity and mortality 799 $273

Fracture of neck or femur 820 $507

Total top fifty diagnoses $45,012

SOURCE: Centers for Medicare and Medicaid Services 2006, table 63.
NOTE: ICD-9-CM is a classification system of morbidity data that is used for indexing
medical records, medical care review, and basic health statistics. The three-digit codes
shown here could be further subdivided to a fourth decimal place for finer detail.

continued from page 41
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a fairly small number of diseases. Of course, there can be wide vari-
ation in the cost of an illness depending on severity or disease stage,
so these data are not meant to be definitive.

How Much Risk Is There, and How Much Is Acceptable? The
primary advantage of indemnity payments is that Medicare patients
will face the full marginal cost of consuming expensive medical care.
The primary drawback is that patients, especially those with low
incomes, could be exposed to a substantial risk that the cost of their
treatment will greatly exceed the indemnity. This point was made by
David Cutler (2002, 36), who wrote, 

If there is variability in disease severity within indem-
nity groups which cannot be contracted on—for exam-
ple variation in the particular intervention or in
recovery time—a fixed indemnity payment still
exposes the individual to substantial risk. Exposure to
this risk involves a welfare loss. As medical technology
has become more complex and optimal treatments
have become more differentiated, the ability to ade-
quately design such policies has declined.

To illustrate this problem, imagine that your automobile has been
damaged, and the insurance adjuster presented this report to you:
“The average cost of your repair is $1,000, but it could cost any-
where between $200 and $10,000. Here’s your check for $1,000.
Good luck.” Auto insurance with this amount of risk to the policy-
holder wouldn’t last long in the marketplace. Why should we
expect that medical indemnity insurance, where the “repair” can
cost hundreds of thousands of dollars, will fare any better?

Before proceeding, we need to distinguish between “unavoid-
able” and “avoidable” medical expenses. Part of the reason the cost
of the auto repair could vary so much is that some policyholders
may install unnecessarily expensive parts. The decision to spend
$10,000 might be avoidable in the sense that a perfectly decent
repair could be done for $2,000. The difference between $10,000
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and $2,000 represents avoidable expenses. Unfortunately, neither
the measures of central tendency nor the measure of risk in reported
medical expenditure data distinguish between avoidable and
unavoidable expenses. Therefore, reported medical expenditure
data will overestimate the actual risk to which patients are exposed,
but the size of that overestimate is unknown.

With this caveat in mind, Lynne Penberthy and colleagues (1999)
reported on the initial treatment costs for elderly Medicare benefi-
ciaries diagnosed with breast, colorectal, lung, or prostate cancer
from 1985 through 1988. Their findings are shown in the first three
columns of table 4-2. 

The coefficient of variation (standard deviation divided by the
mean) of cost is smallest for colorectal cancer and largest for breast
cancer. The variances of cost per case, shown in the next to last col-
umn of table 4-2, are at least $100 million for all cancers. The larger
the variance, the more risk the patient faces when he or she accepts
an indemnity payment equal to the average cost per case.11

To determine how much patients would be willing to pay to avoid
100 percent of this risk, I used an estimate of risk aversion from the
RAND Health Insurance Experiment (HIE). As reported by Susan
Marquis and Martin Holmer (1986), patients in the HIE were will-
ing to pay between forty-two and fifty-five cents to avoid each one

TABLE 4-2 
INITIAL TREATMENT COSTS FOR CANCER IN ELDERLY MEDICARE

BENEFICIARIES AND ESTIMATES OF THE COST OF RISK-BEARING

Type of Number Mean Standard Variance Total cost of
cancer of cases cost deviation of cost risk-bearing

Breast 1,952 $12,141 $10,434 $108,868,356 $33,722–$44,160

Colorectal 2,563 $24,910 $14,870 $221,116,900 $68,491–$89,691

Lung 3,331 $21,351 $14,813 $219,424,969 $67,967–$89,004

Prostate 3,179 $14,361 $11,216 $125,798,656 $38,966–$51,027

SOURCES: Number of cases, mean cost, and standard deviation from Penberthy et al. (1999);
risk aversion from Marquis and Holmer (1986); variance of cost and total cost of risk-
bearing from author’s calculations.
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thousand dollars of risk (in 1982 dollars). I converted their estimates
to 1985–88 dollars, matching the period studied by Penberthy et al.,
and multiplied by the variances of cost per case to obtain estimates
of the cost of risk-bearing shown in the last column of table 4-2.12

According to my calculations, the cost of risk-bearing ranges from a
low of $33,722 for breast cancer (using Marquis and Holmer’s lower
willingness-to-pay estimate) to almost $90,000 (using their higher
willingness-to-pay estimate) for colorectal and lung cancers.13

I don’t claim that these calculations are accurate down to the last
dollar. Nevertheless, the message is quite clear: Patients who
received an indemnity equal to the average cost of treating these
common cancers would be exposed to unacceptably high risk that
their treatment cost would substantially exceed the indemnity pay-
ment. This means that a system of pure indemnity payments is not
likely to be viable for these types of cancer.14

This brings us back to Pauly’s 1971 article. For some conditions
that are “relatively straightforward” (58), Pauly thought that pure
indemnities might be feasible. For others where the range of treat-
ment costs is quite large, such as the cancers shown above, pure
indemnity insurance would need to be supplemented with a major
medical policy of some type. With admirable clarity, he wrote, “A
more reasonable approach might be one which combines a set
indemnity with partial coverage of the risk that the excess of charges
over the indemnity level will be large” (57). 

There are several ways to design this mixed indemnity. One is to
charge coinsurance on the excess of actual costs minus the indem-
nity.15 Another, recommended by Gianfrancesco (1983), is to
require a deductible before the excess charges are covered by a cat-
astrophic insurance policy. Because the patient’s ability to bear risk
might vary by income, the coinsurance or deductible could be
reduced or waived for lower-income patients. A third strategy is to
“carve out” certain services that are part of the treatment bundle and
continue to reimburse these through traditional health insurance.
The carved-out services could be those that comprise a minimum
treatment plan for the condition, or those that are especially risky,
such as emergency hospitalizations.
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An insurance policy with first-dollar indemnity coverage, fol-
lowed by a deductible and catastrophic coverage after the
deductible is met, sounds like the “donut hole” in Medicare Part D
drug coverage, but it is not.16 All of the money in the indemnity has
a marginal opportunity cost equal to that of cash, because the
patient can use the indemnity to buy nonmedical goods. The
deductible that follows the indemnity also has an opportunity cost
equal to that of cash. Therefore, all of the indemnity plus the
deductible has a full cash value to the consumer. This means that a
mixed policy with a $10,000 indemnity followed by a $5,000
deductible is equivalent to a policy with a $15,000 deductible.
Patients have strong incentives to use the first $15,000 of medical
expenses carefully, as they would if they were spending their own
money. In contrast, insurance coverage in Medicare Part D after pay-
ing a $275 deductible does not provide strong incentives for
patients to be careful consumers of prescription drugs.

A single indemnity payment covering expected lifetime treatment
costs would be very risky for patients with chronic conditions. In
such cases, the risk could be lessened by paying a series of indem-
nities in annual installments corresponding to the expected annual
costs of maintenance care, possibly supplemented with major medi-
cal insurance as noted above. 

Feigenbaum (1992) proposed a different solution to the risk-
bearing problem that does not rely on mixed indemnities. Accord-
ing to her recommendations, “Insurers would guarantee that their
settlement would be accepted as payment in full by contracted
preferred providers” (3). While interesting, this proposal has sev-
eral weaknesses. First, it seems to have been borrowed from the
analogy with auto repair shops, but there is an important differ-
ence between “auto repair” and “people repair.” The auto repair
shop has a good idea how much it will cost to fix and repaint a
bumper—there is not much risk in accepting this job. But physi-
cians may not know how much it will cost to treat a case of cervical
cancer—the risk of accepting this job is substantial. Simply trans-
ferring that risk from patients to physicians does not eliminate it,
although physicians might be able to pool the risk if they treat many
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patients with the same indemnified diagnosis. A second problem
with Feigenbaum’s proposal is that it resembles the physician
DRGs discussed earlier. Dividing the indemnity among multiple
providers is not a costless transaction. 

More important, this proposal does not really turn decision-
making power over to patients. Some patients might not want to
contract with a single provider for their treatment, and others might
not want to purchase standard medical treatment at all. The point
of an indemnity is to let patients manage their health care with 
dollars that have other uses on the margin.

On the other hand, Feigenbaum’s proposal would be useful for
patients who want to contract for a standard treatment at a set price.
She specified that physicians who accept the indemnity payment in
full would be “preferred,” which implies that this decision would be
voluntary on the part of the physician, rather than mandated by the
Medicare program. This means that it could be one option among
several available to patients.

Costly Verification. I have mentioned that verifying the occurrence
of the event covered by the indemnity could be a significant prob-
lem. How can an indemnity be designed to overcome it? One
approach discussed in the literature (Kaplow 1994) is to use a mul-
tistage verification process. The first stage would be a relatively
cheap and reliable determination whether the patient has suffered
the condition at all. This could be based on a verified diagnosis of
diabetes in a medical record, for example. The indemnity awarded
at this initial stage should be relatively small. However, patients
should have the right to appeal the initial determination. As
explained by Kaplow (148), “When there is an appeal, individuals
should receive higher payments only if their demonstrated loss
exceeds the initial award by a nontrivial, and perhaps substantial,
amount, so as to avoid what otherwise would be an excessive incen-
tive to appeal claims.” In the context of medical indemnities, the
appeal could be based on the severity of the disease or condition.
Essentially, this is a risk-adjusted indemnity. Similar determinations
already are used to establish the severity of long-term care needs,
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although severity-adjusted payments are made to the nursing home,
not directly to the patient, as would be done with an indemnity. 

Must the Indemnity Be Spent on Medical Care? Recall that
“pure” indemnities are fixed amounts of money paid to an individ-
ual after the occurrence of a well-defined event. After the individual
receives the payment, he or she is free to spend it on a repair or not.
Should the same principle be followed for Medicare indemnities? 

Feigenbaum (1992) discussed this question in detail. While she
generally favored letting patients decide how to spend their
money,17 she allowed that “there are circumstances when it may be
appropriate to demand that an insurance settlement be dedicated in
its entirety to medical care” (5). The list of such instances includes
treatment for infectious diseases that have serious public health con-
sequences, and settlements made on behalf of minors and mentally
incompetent patients. These examples involve either substantial
externalities where the government already uses its coercive power
to force individuals to use medical care (such as vaccinations) or sit-
uations where the decision-maker is presumed unable to exercise an
informed, independent decision regarding medical treatment. 

What about compelling informed adults to use medical care
when the benefits of treatment are purely private? Feigenbaum sug-
gested that terminally ill patients might “be required to obtain hos-
pice coverage” (5).18 She did not explain, however, why rational,
terminally ill adults should be required to use hospice services if
they expressly wished not to. 

At least three possible arguments can be made for Feigenbaum’s
position that a minimum level of coverage should be required. All
of them require that we lay aside the economist’s usual advice that
people should be allowed to do as they wish with an insurance set-
tlement. The first argument is that public medical programs, by
their very nature, involve an externality that arises because the pro-
gram transfers money to “recipients” from “donors” who have pref-
erences regarding how the money should be spent. If recipients
were free to use the money as they wished, the donors’ utility would
be lower than if the recipients had to spend some of the money on
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medical care. Therefore, letting recipients spend the money any way
they wish is not optimal for society as a whole.19 This argument is
most obvious with Medicaid, which transfers money from taxpayers
to poor and elderly recipients who meet federal and state require-
ments for subsidized medical assistance. Medicare also is financed
by taxpayers who subsidize medical benefits for the elderly and
some disabled beneficiaries. Political support for these programs
might be reduced substantially if beneficiaries were free to spend
their indemnities on nonmedical goods. 

The second argument for requiring the indemnity to be spent on
medical care is that contracts in which patients eschewed any use of
medical care might not be enforceable. Imagine that a terminally ill
patient who refused all forms of medical care, including hospice
care, and spent her indemnity on other goods, collapses at the door
of a hospital. Would she be turned away? It is difficult to imagine
that she would be denied access to all medical care. Quite possibly,
she would be treated and referred to a hospice, so society would
wind up paying twice—once for the indemnity and again for the
charity hospice care.

Can patients be prevented from spending their money on other
goods and then seeking charity care? Clark Havighurst (1995) has
proposed that patients and health plans, such as Medicare, be per-
mitted to write binding ex ante contracts that specify the rights and
responsibilities of each party. In this case, the beneficiary could be
required to sign a contract stating that he or she will not seek char-
ity care for the condition that was indemnified. I feel uneasy about
dismissing Havighurst’s position, but I doubt that society would
have the stomach to enforce such contracts. Let me explain why.

Havighurst placed most of the blame for the lack of contracts that
bind consumers to follow economizing health-care choices on the
courts. For example, he wrote that judges are “reluctant to deny
coverage to any patient with a sympathy-inspiring claim” (Hav-
ighurst 1995, 22). Such antipathy on the part of courts creates a
chilling effect on contract drafters. Nevertheless, Havighurst
believed that health plans could use three contracting strategies to
authorize rational economizing in the provision of health care. First,
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they could attempt to specify more clearly the particular services or
circumstances in which subscribers do not deem the marginal ben-
efits of medical treatment to exceed the marginal cost. Second, in
cases where particular decisions are disputed, the dispute could be
settled by an independent third party. Third, the plan could take
advantage of clinical guidelines to specify when care is not war-
ranted. Havighurst believed that “courts would generally respect
contracts of the sort proposed” (308).

I am much less sanguine about the enforceability of such con-
tracts, not because of antipathy of the courts, but because of the pub-
lic opprobrium that would be heaped on a health plan (including
Medicare) that denied medical care after the fact, even if the patient
had agreed a priori to such denial. In other words, Havighurst did not
foresee the backlash against managed care that was looming on the
horizon in the mid-1990s, centering on the fear that patients in 
managed-care plans would not receive the services they needed when
they were sick. In a survey of managed-care enrollees (Blendon et al.
1998), a majority (55 percent) said they were at least “somewhat wor-
ried” that if they were sick, their health plan would be more con-
cerned about saving money than about what was the best medical
treatment; only 34 percent of those with traditional health insurance
felt this way. Americans’ worst fear about managed care is that their
plans won’t take care of them when they are sick. Like it or not, the
public perception of managed care is driven by “outlier” events—
patients who died or were severely injured after their health plan
denied coverage for a certain treatment. Such extremely negative per-
ceptions would make unacceptably high the penalties for health-care
plans that would try to write economizing contracts. 

Short of discovering a mechanism that would give patients incen-
tive to purchase a minimal amount of medical care, I think that the
Medicare indemnity would have to specify a minimum treatment
plan for at least some cases, one of them being Feigenbaum’s exam-
ple of terminal illness in which the beneficiary would be required to
use hospice care.20

Another approach to solving this problem would be to require
proof of the patient’s ability to pay out of pocket before issuing the



REAL REFORM—MEDICARE INDEMNITIES 51

indemnity. For example, only patients with assets above a certain
minimum level might be allowed to “cash in” the indemnity. This
approach has two drawbacks. One is political—it would create the
impression that only the rich have this privilege; the other is that it
makes little sense to allow patients to cash in the indemnity while
restricting an equal amount of their other assets.

The third reason for restricting the indemnity to medical-care
spending is that it would reduce the potential for fraud and abuse.
Of Medicare beneficiaries, 78 percent have at least one chronic
medical condition, and half have three or more (Anderson 2002).
These individuals account for almost 90 percent of total Medicare
spending. Putting the problem quite simply, if they were indemni-
fied for their chronic conditions but could spend the money any
way they wanted, being diagnosed with a chronic condition could
trigger large and quasi-permanent annuity payments. The incen-
tives for patients and physicians to make false claims would be over-
whelming. These incentives could be reduced by restricting the
indemnity to be spent on medical care.

Before leaving this question, I should note that I don’t think unre-
stricted indemnity payments should be outside the bounds of the
debate over Medicare reform. In 1996, a demonstration of unre-
stricted indemnities actually was undertaken at the Medical College
of Virginia in Richmond. In this experiment, terminally ill cancer
patients were randomly assigned to traditional fee-for-service care or
to an indemnity where they received $18,000 to spend on anything
they wanted. The $18,000 figure was selected because it represented
the average cost of six months of chemotherapy. If patients random-
ized to the indemnity group wanted chemotherapy, they had to pay
for it from the $18,000. According to Thomas Smith, MD, director
of cancer education at the Massey Cancer Center at MCV, “Our main
concern is how to get patients involved in their own medical deci-
sions at the end of life” (Jenks 1996, 865). Unfortunately, as related
by Graboyes (2000, 7), “For regulatory and other reasons, the peer
group offered this option was small and produced fewer results than
had been hoped for.” Consequently, the findings from this interest-
ing and potentially pathbreaking study were never published.
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To learn more about the problems encountered by the study, I
contacted Karen Swisher, professor of health law and bioethics at
the Medical College of Virginia and principal investigator of “Effects
of Case Management Alternatives on the Cost of Care and Quality
of Life for End Stage Non-Small Cell Lung Cancer Patients,” spon-
sored by Trigon Blue Cross/Blue Shield of Virginia. According to
Swisher, community physicians in Richmond wanted to be paid to
recruit patients for the study; the investigators did not want to pay,
so they relied on their faculty colleagues at MCV to recruit patients.
Unfortunately, these salaried physicians were more interested in
recruiting patients into their own research studies than assisting in
this one. Ultimately, only one patient was enrolled in the indemnity
plan. The patient used the money to buy a beach house, but
demanded more aggressive care when the illness progressed. The
insurance plan that covered this patient relented, and the patient got
the aggressive care. This sample, albeit of one patient, illustrates the
problem of enforcing contracts with patients to forgo medical
care—even if patients agree to these contracts a priori.

In addition to the recruitment problem, this study was not a trial
of pure indemnities because the only medical services that were
carved out of the patient’s insurance policy were those considered
by the investigators to be “futile”—that is, medical care that pur-
ported to cure or extend the life of the terminally ill subject. Medi-
cal care for all conditions not related to the patient’s cancer, as well
as palliative care (such as pain relief), were covered. Therefore, this
experiment could be considered to be a mixture of an indemnity
and a regular medical insurance policy.
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Medicare Supplementary Insurance 
Must Go

For my proposal—or any proposal that uses prices to signal patients’
preferences—to work, Medicare needs to impose some patient cost-
sharing. As I discussed in chapter 2, private Medicare supplementary
insurance removes cost-sharing for as many as 78 percent of all el-
derly and disabled Medicare beneficiaries. The effect of this price dis-
tortion has been documented by numerous studies. Sandra
Christensen, Stephen Long, and James Rodgers (1987) reported that
Medicare supplements were associated with a 23.8 percent increase
in spending for Medicare Part A and 24.3 percent for Part B. 

Part of this increase in Medicare spending could be due to
“adverse selection,” meaning that the individuals who purchase
Medigap policies are sicker than those without Medigap. At first
glance, this seems unlikely, because the elderly who purchase Medi-
gap policies are younger and in better self-assessed health than
those without supplements (Ettner 1997). These findings do not,
however, rule out the possibility that these individuals have unmea-
sured characteristics that are associated with greater need for medi-
cal care. Two studies have attempted to control for unmeasured
selection into Medigap. First, Susan Ettner (1997) examined spend-
ing differences between elderly individuals without Medigap and
those who got Medigap insurance through an employer. She argued
that getting Medigap through an employer reduces the importance
of individual selection. Her findings indicated that persons with
“basic” Medigap coverage (that is, policies that do not cover pre-
scription drugs or nursing home care) spent $281 more in Medicare-
reimbursed services in 1991 than those without Medigap. Policies
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with either prescription drugs or nursing home care or both were
associated with $760 of additional Medicare reimbursement. 

Second, Adam Atherly used an econometric technique to model
the choice of both individual and employer-provided Medigap plans.
After correcting for unobserved selection into these policies, Atherly
found that “individual supplemental plans without prescription
drugs increased Medicare expenditures by $914 annually, while those
with drugs increased Medicare expenditures by $491. Employer poli-
cies also increased Medicare expenditures ($207 [1995 dollars] with-
out drug coverage and $447 with drug coverage). Reviewing the
literature, Atherly concluded, “The only consistent finding across the
studies is that supplemental insurance policies are associated with
increased expenditures” (2002, 137, 139). 

Based on these results, it is clear that Medigap insurance removes
price as a factor influencing the demand for medical care among
elderly policyholders. Furthermore, once the Medigap policy has
fulfilled Medicare’s cost-sharing requirements, approximately 80
percent of the additional physicians’ expenses and as much as 100
percent of the additional hospital expenses are paid by Medicare.
According to Frech (1999, 115), “The most important immediate
reform of Medicare would be to prohibit or discourage Medigap
policies that fill in Medicare’s cost-sharing.” Therefore, at long last,
let’s get rid of private Medicare supplements. 

The 2003 Medicare Modernization Act (Public Law 108-173)
took a giant step in this direction by prohibiting Medigap plans
(except those purchased through an employer group) from selling
coverage supplementing the Medicare Part D drug benefit. As of
January 1, 2006, no new “Medigap Rx policy” could be sold, issued,
or renewed to Part D enrollees. This applied to individuals who
were not enrolled, as well, except that continuation was permitted
for those who purchased a Medigap Rx policy prior to that date. 

In an earlier analysis, Bryan Dowd, Jon Christianson, and I
(1996) explained several ways to get rid of Medigap. One would be
to end the current federal subsidy of Medigap premiums. Each time
a patient with Medigap uses a covered Medicare service, approxi-
mately 80 percent of the cost after the statutory deductible for Part
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B and 100 percent of the cost after the deductible for Part A is paid
by Medicare, leaving the Medigap plan to pay only the remaining
amount. We suggested that Medigap premiums could be taxed by
an amount equal to the effect of the Medigap policy on basic Medi-
care fee-for-service costs.

A second way to end the subsidy would be to end Medigap insur-
ance itself by requiring Medigap insurers to become comprehensive
health plans that take financial responsibility for covering the full
cost of basic Medicare benefits, just like Medicare HMOs. Those
insurers could then sell any package of supplementary benefits they
wished, at whatever premium the market would pay, but they
would be responsible for 100 percent of the costs. This analysis still
is relevant. 

It might be argued that Medigap insurance would disappear on
its own if we moved to a Medicare indemnity system because there
would be no demand for covering deductibles and coinsurance if
these were replaced by an indemnity. Patients might demand sup-
plemental insurance, however, to cover the difference between the
indemnity and their treatment costs under a “worst case” scenario
(see chapter 4 on management of risk under an annuity system). If
a patient who purchased such a policy experienced a less-serious ill-
ness, he or she might decide to spend the whole indemnity, rather
than cashing part of it, in order to qualify for additional subsidized
spending under the supplementary policy. Any time we let the sup-
plementary policy cover the same condition that is covered by the
primary insurer, the supplement will create perverse incentives for
overspending. Thus, while the demand for supplementary insur-
ance to cover “front-end” expenses would presumably disappear
under an indemnity system, the existence of supplementary insur-
ance as secondary payer would continue to be a problem unless
steps such as those outlined above were taken. 
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Physician Market Power and Indemnities

In this chapter I will describe another barrier to the successful
implementation of indemnities: Physicians have market power to
charge prices higher than their marginal costs. Without correcting
this problem, patients would be overmatched by providers in the
marketplace. I argue, however, that three steps can be taken to make
the market more competitive.

Evidence of Market Power

One objection certain to be raised against Medicare indemnities is
that patients, like sheep turned loose amid a pack of wolves, would
be hopelessly overmatched by providers in the marketplace for Part
B services. As Kathryn Langwell put it, “Proponents of direct price
controls believe that the market for health services is irretrievably
flawed” (1993, 5). Karen Davis and Sara Collins, for example,
remarked in a recent article that “Medicare’s long-term relative suc-
cess in holding down spending is partly a result of its structured
payment systems and regulatory controls” (2005–6, 57). According
to proponents of this view, patients would wind up paying far more
for Medicare Part B services under an indemnity program than they
do with the current system of price controls.

I would like to discuss this objection from two different perspec-
tives. First, is the market for physicians’ services competitive? Sec-
ond, if it is not competitive, what should we do about it?

Plenty of evidence shows that while the market for physicians’
services does not fit the model of pure monopoly, it is far from com-
petitive. This evidence was summarized nicely by Frech (1996),
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who drew the following contrast: If the market were perfectly com-
petitive, an individual physician who raised his or her price by a
small amount would lose 100 percent of his or her patients to other
physicians; but if each physician were a pure monopolist, the same
price increase would result in no loss of patients to other physicians
(the only loss of patients experienced by a pure monopolist would
occur because some patients would make fewer visits). These con-
trasting cases can be framed in terms of the “price elasticity of
demand,” which measures the percentage change in quantity
demanded divided by a 1 percent change in price. Individual physi-
cians in a perfectly competitive market would face infinitely elastic
demand curves, while pure monopolists would face demand curves
that have the same price elasticity as the total market demand for
physicians’ services. 

The RAND Health Insurance Experiment (Newhouse et al. 1993)
found that the elasticity of demand for outpatient visits to physi-
cians and other health providers was approximately –.33 (that is, a
1 percent increase in price was associated with a .33 percent
decrease in quantity demanded).1 Thus, if individual physicians
were pure monopolists, each would have faced a demand curve
with a price elasticity of –.33.

Frech (1996) reviewed the results of studies that have estimated
the price elasticity of demand facing individual physicians. While
the results were not uniform, in every case the price elasticity was
much greater in absolute value than –.33. “Except for the elderly
with comprehensive insurance, the estimates from all sources range
from –1.75 to –5.2. For primary care physicians, the range of
directly estimated elasticities is tighter, from –1.75 to –3.32” (Frech
1996, 79). 

These findings reject the model of pure monopoly, but they also
suggest that the market for physicians’ services is far from competi-
tive. According to economic theory, profit-maximizing physicians
facing these demand conditions could mark up their prices any-
where between 19 percent and 57 percent above their marginal
costs.2 Markups of this size would be considered very substantial by
antitrust agencies (U.S. Department of Justice and Federal Trade
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Commission 1997), which look upon 5 percent markups as evi-
dence of sellers’ market power.

More recently, Barry Selden, Chulho Jung, and Roberto Cavazos
(1998) used an econometric technique to measure the extent of
monopoly power in the market for physicians’ services. The idea
behind their technique is quite simple. When the demand curve for
any product rotates around the point where it crosses the marginal
cost curve, price and quantity will not change in a competitive mar-
ket. If the market is a monopoly, however, and the demand curve
becomes steeper (that is, less elastic), price will increase. The
authors measured the amount by which the price of physicians’
services increases when the demand curve becomes steeper, and
they concluded from these measurements that the price elasticity of
demand was –2.96. Interestingly, this was close to the midpoint of
the range of earlier estimates reviewed by Frech. Selden, Jung, and
Cavazos (1998, 799) concluded that physicians have “nontrivial”
market power, which “suggests that conventional policy tools could
reduce costs in this market.”

Subjective and spotty, but nevertheless suggestive, evidence also
indicates that physicians’ market power is on the rise vis-à-vis pri-
vate health plans. Among other bits of evidence, the proportion of
physicians who do not contract with any managed-care plan rose
from 9.2 percent in 2000–2001 to 11.5 percent in 2004–5 (O’Mal-
ley and Reschovsky 2006). Among physicians with such contracts,
the use of capitation, or fixed monthly payments for each patient
regardless of the amount of care provided, was declining (Strunk
and Reschovsky 2002).3 Finally, case studies of contract negotia-
tions between managed-care plans and health-care providers have
indicated “a growing recognition by plans that the balance of power
now clearly favors providers” (White, Hurley, and Strunk 2004, 1).
Physicians and hospital systems have consolidated to achieve nego-
tiating leverage with health plans. 

In sum, the current market for physicians’ services is not com-
petitive, and subjective evidence indicates that physicians’ market
power vis-à-vis private health plans is increasing. What should we
do about this mess? 
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The regulatory response would reduce the overall level of Medi-
care fees. But this does not solve the problem of market power, and,
given the limitations on balance billing, most economic models pre-
dict that lower fees eventually would squeeze Medicare patients out
of the market because physicians would supply more services to
more remunerative private patients. Sooner or later, we would
expect to see signs of lower Medicare quality (for example, shorter
visits and longer waiting times to get appointments) and more
physicians refusing to accept Medicare patients. These predictions
are consistent with evidence that physicians’ willingness to accept
Medicare assignment is highly related to reimbursement levels. In an
early study, for example, Lynn Paringer (1980) found that a 1 per-
cent reduction in reimbursement levels would result in a 0.5–1.5
percent reduction in the assignment rate, controlling for other fac-
tors. Likewise, Janet Mitchell and Jerry Cromwell (1982) found that
a 1 percent decrease in the Medicare prevailing charge reduced
assignment by 1.47 percent. 

More recently, Kurt Gillis and David Lee (1997) examined the
importance of reimbursement and other factors in determining
physicians’ willingness to accept new Medicare patients. Among
general and family practitioners, they found that the fee index had a
large positive effect, with a 10 percent increase in the index associ-
ated with an increase of roughly five percentage points in the likeli-
hood of accepting all new Medicare patients. The fee level did not,
however, have a significant effect on general internists’ willingness to
accept new Medicare patients. The authors noted several possible
explanations for this finding, such as the lack of variation in the fee
index for internists and the importance of Medicare revenue for this
specialty, with the implication that an internist may have difficulty
operating a viable practice without accepting new Medicare patients.

Regarding quality of services, MedPAC’s official position is that
the level of payments to physicians is positively related to their abil-
ity to furnish high-quality services (Medicare Payment Advisory
Commission 2003b). Another problem with reducing Medicare fees
is that Medicare doesn’t exist in a vacuum. Virtually all types of
medical care used by Medicare beneficiaries, with the possible
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exception of treatment for end-stage renal disease, are also used by
individuals with private insurance. My colleagues and I (Dowd et
al., 2006–7) analyzed the problems that arise when there are multi-
ple payers (for example, Medicare and private insurance) and a
monopolistic provider. The monopolist will supply services to each
payer so that the marginal revenue from privately insured patients
equals the Medicare fee and the marginal cost of services, assuming
that marginal costs are the same in both markets. Now suppose that
Medicare used its buying power to determine the fees it pays to doc-
tors. Even if Medicare set the right price (that is, one that resulted
in physicians supplying the quantity of services that Medicare
wanted to buy), the private price would exceed the marginal cost
because of monopoly power in the private insurance market. Con-
sequently, Medicare cannot use its buying power to solve the prob-
lem of providers’ market power when there are multiple payers in
the market.

Three Steps toward a Competitive Market

It would take three steps to make Medicare more competitive: First,
patients must have good information about prices and quality of
physicians; second, they must have an incentive to act on that infor-
mation; and, third, providers must act as price-takers and must not
be able to collude to set prices for their services. 

A great deal has been written about consumer information in
health-care markets, much of it focusing on how to present infor-
mation in a way that patients understand and trust (see Lubalin and
Harris-Kojetin 1999 for a review of the literature). Presenting good
information on price and quality would, unquestionably, be a chal-
lenge to a Medicare indemnity program. But isn’t information a
challenge in today’s price-controlled world as well? I would argue
that the answer is yes.

Some might say that consumers don’t need good information in
today’s price-controlled world because 99 percent of charges allowed
by Medicare are taken on assignment. Consequently, even if patients
had some cost-sharing in their Medicare insurance policies, they
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would pay the same out-of-pocket prices regardless of their choices
of providers. This argument is wrong for several reasons. First, it
applies only to the price of each service, not the price of the set of
services comprising the treatment for a given condition. Some
providers might treat the condition more intensively than others,
leading to more coinsurance or copayments for the patient. 

More important is that controlled prices can hide differences in
quality among physicians. Some years ago, Frank Sloan and I (Feld-
man and Sloan 1989) analyzed how price controls work in a mar-
ket where physicians are monopolists and their services vary in two
dimensions—quantity and quality. As a reference point, we began
by fixing quality. The monopolist would produce too little of the
good and sell it at a profit. A regulatory agency, however, could con-
trol the monopolist’s price at the competitive level, leading to the
socially optimal outcome. Now let quality vary as well. Because the
regulator has only one instrument (price) to hit two targets (quality
and quantity), it is forced to make tradeoffs. Specifically, if the regu-
lator forces the monopolist to cut price in order to increase quantity,
quality will fall. For example, doctors may cut their visit lengths and
boost the number of visits or other billable services such as labora-
tory tests. If price is cut to the level where quantity is just right,
quality will be too low.

Now imagine that different physicians face different demand and
cost conditions. Then, at the “right” price for quantity, quality may
be much too low for physician A, somewhat too low for B, and so
forth. The patient may know that he or she will pay the same out-
of-pocket price to both physicians (because they both accept assign-
ment), but the quality of care may vary significantly. In fact, the
price controls will cause quality to vary among physicians. This
means that the current regulatory approach without good informa-
tion on quality is just as flawed, and possibly more so, than a Medi-
care indemnity system without good information.

Information on quality matters to patients, even in today’s Medi-
care program, with its flawed (or nonexistent) price signals. On
March 3, 2006, the New York Times reported an extraordinary news
story about Medicare patients. Several years ago, Medicare approved
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a popular but risky surgical procedure for patients with advanced
emphysema. Many experts predicted that tens of thousands of
patients would sign up for the operation, which can cost more than
$50,000, including months of rehabilitation. Instead, after seeing
the results of a clinical trial that showed no lengthening of life for
most patients and a surgical mortality of nearly 10 percent, patients
and the doctors who referred them to surgeons stayed away in
droves. From January 2004 through September 2005, only 458
Medicare patients filed claims for the surgery, at a total cost of less
than $10.5 million to Medicare. The Times (Kolata 2006) quoted
Scott Ramsey, MD, an internist and health economist at the Univer-
sity of Washington, as saying, “You could have knocked me over
with a feather.” The significance of this news story is that Medicare
patients will pay attention to information on quality. Even though
many of them could have signed up for the surgical procedure 
without any out-of-pocket cost-sharing, few did so. 

Of the three steps toward a competitive market, the second—
creating incentives to act on information—is the easiest to imple-
ment, since indemnities would have the same value to beneficiaries
as cash (provided that the unused portion could be cashed in). In
fact, the creation of Medicare indemnities might lead to a “virtuous
cycle,” in which less and less antitrust enforcement would be
needed to maintain competition. (As explained in chapter 5, Medi-
care supplementary insurance would also have to be eliminated so
Medicare patients would pay the full market price of Medicare Part
B services.)

The third step—ensuring that providers do not have market
power—requires strong enforcement of the antitrust laws. I would
like to rely on Deborah Haas-Wilson’s analysis of the role of
antitrust in health care. She writes, “Enforcement of the antitrust
laws . . . is a potent weapon against anticompetitive behavior (col-
lusion or consolidation in order to raise prices) on the part of hos-
pitals, physician organizations, and insurers” (2003, 5). Antitrust
enforcement can also be seen as a signal that such behavior will not
be tolerated, so it acts as a deterrent by attaching a legal risk to
anticompetitive acts.
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Haas-Wilson mentioned several instances in which antitrust
enforcement has been brought to bear against physicians. In one
case, the U.S. Federal Trade Commission charged a physicians’
independent practice association (IPA) in Jacksonville, Florida, with
conspiring to fix the prices its members charged to third-party pay-
ers. An IPA is an association of independent physicians formed for
the purpose of integrating the clinical practices of its members. The
FTC alleged, however, that the main purpose of the Jacksonville IPA
was to facilitate price agreements among its members without their
practices being integrated. The physicians agreed to dissolve the
IPA, not to deal collectively with third-party payers, and not to fix
prices. In another case, the FTC charged a corporation of ten sur-
geons in Broward County, Florida, with conspiring to fix fees they
charged at trauma centers in two local hospitals. This case also
resulted in an agreement to dissolve the physicians’ corporation.

The FTC generally has a good record in its efforts to stop illegal
price-fixing by physicians. My recommendation is in agreement
with Haas-Wilson’s: “Competitive markets are in the public interest
in most cases, and in order to maintain this healthy competition, it
is essential to have consistent and careful health care antitrust
enforcement” (Haas-Wilson 2003, 190). Let’s rely on antitrust
enforcement rather than flawed regulatory approaches that merely
suppress physicians’ monopoly power. 

As an interim step while the problem of physician market power
is being addressed, beneficiaries might be able to purchase medical
care through the networks of large private insurers, and even of Medi-
care itself, if they want. This would allow them to take advantage of
these insurers’ purchasing power to obtain more competitive prices.
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Let’s Give It a Try: 
A Demonstration of Indemnities

Thinking about the risky surgical procedure for emphysema
described in the 2006 New York Times article cited in the previ-
ous chapter, let’s imagine that some patients who qualified for
the procedure had been given a Medicare indemnity worth a
fraction of its $50,000 cost, as well as good information about the 
costs and benefits of alternative treatments for emphysema.
Would any of them have chosen the surgery? If Medicare patients
with back pain—a condition for which expensive surgical treat-
ment of questionable value is available—were given an indemnity
equal to a fraction of the cost of back surgery and good informa-
tion about the costs and benefits of alternative treatments, would
they continue to use questionable surgical procedures at stagger-
ing rates?1

There is one way to discover the answers to these questions with-
out making major changes in the Medicare payment system prior to
knowing whether changes are advisable: Medicare can conduct a
demonstration of indemnity payments for Part B physicians’ ser-
vices. The demonstration would test several critical design features
of an indemnity system: what medical conditions should be cov-
ered; how the indemnity should be set; how risk should be man-
aged; whether beneficiaries should be paid to participate in the
demonstration; and whether the indemnity should be restricted.
Except for the question of paying beneficiaries to participate, these
questions were discussed in a more theoretical fashion in chapter 4.
Here, I will offer practical suggestions for incorporating them into
the demonstration.
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What Medical Conditions Should Be Covered?

The choice of medical conditions to include in a demonstration of
indemnities could be based on several factors. One could select con-
ditions for which there are “traditional” but expensive treatments of
questionable value. Patients with conditions of this type (for exam-
ple, lower back pain) might choose medical management over sur-
gery if they had to pay for surgery out of their own pockets. In fact,
they might not choose traditional medical care at all, but instead opt
for alternative or nontraditional therapies, such as chiropractic care.
Another criterion for choosing a condition is that Medicare Part B
spending for it should be substantial. This might be decided by set-
ting a minimum percentage of total Part B spending for inclusion of
a condition in the demonstration. 

In chapter 4, however, I pointed out that conditions allowing for
a large amount of personal discretion over how to spend the indem-
nity are likely to be difficult to verify. Healthy people might claim to
have these conditions because they value for other reasons the
items, such as chiropractic care, that comprise the nontraditional
treatment. To test for this problem in the demonstration, Medicare
might select some conditions with severe verification problems
(back pain is a good candidate), and some where verification is not
a serious issue, such as cancer. Comparisons could also be made of
trends in the rates of claims for discretionary and nondiscretionary
conditions in experimental and control sites. 

It would be valuable to include, in addition, some conditions for
which moderately priced and efficacious treatments are available,
along with chronic conditions to test the use of indemnities paid over
various time periods, such as annually. What would Medicare
patients with these conditions choose if they were given indemnities? 

How Should the Indemnity Be Set?

In 1983, Gianfrancesco proposed setting the indemnity by trial and
error, starting at the modal expenditure associated with a given cate-
gory of service under traditional insurance. Since that time, insurers,
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including Medicare, have become much more adept at using admin-
istrative data to calculate the average costs of insured groups. Conse-
quently, trial and error would no longer be required to set the
Medicare indemnity payments.

A more relevant problem is where to set the indemnity with ref-
erence to the average cost of care under traditional insurance. I have
argued that this cost probably overstates the efficient indemnity,
because some of the traditional cost is “gold-plated.” For Medicare
to attack this problem head-on, however, might raise objections that
the indemnity demonstration is simply a disguised attempt to cut
doctors’ fees. Instead, as a starting point, Medicare could set the
indemnity payment at the traditional level and observe how much
beneficiaries were cashing in, on average. There is no efficiency loss
when this occurs (because cash transfers are efficient), but Congress
might decide that such an arrangement is inequitable.2

In chapter 4 I recommended that the indemnity payments be
adjusted for local variation in medical-care prices, perhaps making
use of the Medicare Geographic Practice Cost Indexes as a start-
ing point. Since the current GPCIs might not be accurate enough
to measure the cost of services that would be used under an
indemnity plan, consideration should be given to including the
cost of alternative medicine and home care in the geographic
adjustment formula. Physicians’ capacity could be another geo-
graphic source of variation. In areas where capacity is high relative
to the sum of Medicare and private demand, the indemnity pay-
ment could be reduced somewhat, yet still cover the full cost of
care. These factors suggest that demonstration sites could be
selected based on variation in local market conditions, including
input prices and the “tightness” of local supply and demand. Tech-
niques for setting the indemnity payments could be tested in
“tight” versus “loose” local markets.

How Should Risk Be Managed?

For many medical conditions, the variance of cost will exceed the
amount of risk that patients can manage on their own. Partial
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indemnities may be appropriate for these conditions, but pure
indemnities are not. In such cases, how should risk be managed? As
a starting point, I recommend that Medicare undertake as part of its
demonstration an up-to-date analysis of the cost of treating common
medical conditions, as well as the amount of risk that patients are
willing to bear. Measures of patients’ willingness to bear risk should
be contingent on their income and wealth.

As I discussed above, several designs could be used to construct
partial indemnities. These include charging coinsurance on expenses
above the indemnity and requiring a deductible above the indemnity
before a major medical policy kicks in. In addition, if Pauly (1971)
was right, pure indemnities could be used for “relatively straightfor-
ward” conditions. It might be advisable to test each of these designs
in a demonstration. The following technical material provides specific
illustrations and advice on how to manage risk.

Suppose that the probability density function of health-care
expenses (x) in the population with a given medical condition is
given by equation (2):

f (x) = αe-ax, x > 0
(2)

x = 0 elsewhere

This is known as an “exponential distribution,” which has the prop-
erty that the cumulative distribution function of expenses is:

F (x) = 1– e-ax, x > 0
(3)

F (x) = 0 elsewhere

The mean, variance, and coefficient of variation of this distribution
are given by:

E (x) = 1/a
(4) V (x) = 1/a2

CV(x) = (V(x))1/2 / E(x) = 1.0

In other words, the variance of spending in an exponential distri-
bution is equal to the square of its mean, and the coefficient of vari-
ation equals 1.0. A distribution of this type is “skewed to the right,”
with a long tail of very high-cost cases—thus it is a realistic way to
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describe medical-care spending in a population, and it fits the data
in table 4-1 reasonably well (see chapter 4).

Now, suppose that the mean expense for a given condition is
$10,000. If each eligible person were given an indemnity of this
size, we could use the formulas above to calculate how many peo-
ple would experience costs greater than the indemnity and how
much they would have to pay out of pocket. For example, if the
indemnity were set at the mean expense, then 37 percent of the eli-
gible population would have costs that exceed the mean, and, on
average, they would have to pay $10,000 out of pocket.3 In other
words, they would be exposed to a significant amount of risk.

This information could be used to design a mixed indemnity pol-
icy with a deductible. Using this example again, suppose there were
a $1,000 deductible after eligible expenses exceeded the indemnity.
Of the eligible population, 37 percent would have to pay something
out of pocket, and 33 percent would exceed the deductible. For
simplicity, assume that all 37 percent with positive out-of-pocket
expenses would exceed the deductible (although this is actually an
overstatement of their risk).4 The mean out-of-pocket expense in
the whole population would therefore be $370 (assuming expenses
above the deductible were fully covered), and the variance of out-
of-pocket expense would be $233,100.5 Based on Marquis and
Holmer’s (1986) estimates of the cost of risk-bearing, we can deter-
mine that each eligible beneficiary would be willing to pay between
$98 and $128 not to have a deductible. The point of the demon-
stration would be to test whether this cost is worth it in the sense
that the value to beneficiaries of self-directing the first $10,000 of
their expenses would be greater than $98–$128. 

Should Beneficiaries Be Paid to Participate 
in the Demonstration?

Enrollees in the RAND Health Insurance Experiment were guaran-
teed that participation would make them no worse off than refusing
to participate. This was accomplished by participation incentive
payments (also known as “hold-harmless” payments) equal to the
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maximum loss they risked by changing from their existing coverage
to the experimental plan to which they were assigned (Newhouse et
al. 1993). In a demonstration of Medicare indemnities, a similar set
of hold-harmless payments would maximize beneficiaries’ incen-
tives to participate and might even become part of a functioning
indemnity program.

Unlike enrollees in the RAND Health Insurance Experiment, how-
ever, participants in the Medicare indemnity demonstration could
not be held “absolutely harmless” against risk. To see why this is the
case, imagine the worst thing that could happen to a participant.
Even if the indemnity were risk-adjusted, the worst outcome would
be to have expenses that far exceed the indemnity. In order to hold
patients absolutely harmless against this risk, Medicare would have to
pay 100 percent of the maximum possible expense. This would make
it impossible to design a demonstration of indemnities because they
would have to be set at the highest level of expense. In addition, a
demonstration of this type would be prohibitively expensive.

Despite this difference from the HIE, participants in a demon-
stration of indemnities could be held “relatively harmless” by being
offered a deal that should be acceptable to all of them a priori: The
maximum deductible in the Medicare indemnity policy, less a risk
premium calculated for each service, would never exceed the ben-
eficiary’s out-of-pocket cost for an equal amount of covered services
in the traditional Medicare program. For example, in 2008, a ben-
eficiary in traditional Medicare with $10,000 of covered services
would pay a deductible of $135 and 20 percent coinsurance on the
remainder, or $2,108 in all. He or she could be guaranteed that the
deductible in the Medicare indemnity policy would never exceed
$2,108, less a risk premium of approximately $100. This clearly is
a “good deal” because it does not include any risk premium for tra-
ditional Medicare, nor does it consider the possibility that the ben-
eficiary’s coinsurance payments could greatly exceed $2,108 in
traditional Medicare.

In addition to encouraging participation, a useful side effect of
these hold-harmless payments is the opportunity they would provide
to measure the degree of risk aversion among Medicare beneficiaries.
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If the Marquis-Holmer (1986) risk premium were not large enough
to achieve the target level of participation, it could be raised until the
target was reached. Along the way, the degree of risk aversion for each
beneficiary could be determined.

Should the Indemnity Be Restricted?

The question of whether the indemnity should be restricted is prob-
ably the most intensely ethical one to ask about indemnities. As I
discussed in chapter 4, a continuum of possible answers to this
question ranges from no restrictions at all to restricting the indem-
nity to being spent on medical care (that is, making it into a medi-
cal-care voucher). Intermediate positions would carve out certain
services from the indemnity and require that these be covered by tra-
ditional Medicare. For example, patients with terminal cancer might
be required to have hospice benefits. This design was used by the
aborted Virginia Commonwealth University cancer indemnity trial
that I discussed in chapter 4, which covered medical care for all con-
ditions not related to the patient’s cancer, as well as palliative care.
As I argued previously, unrestricted indemnities would be unen-
forceable because society wouldn’t have the stomach to refuse medi-
cal care after the fact, even if the patient had signed a voluntary,
informed contract to forgo medical care. However, if policymakers
can agree on a set of minimum benefits that cost less than the
indemnity, on average, and if patients want to cash in the rest, then
I see no reason to prevent them from doing so. Even if a demon-
stration accomplished nothing else, it would provide an opportunity
to have an open and frank discussion about how much medical care
society wishes to compel individuals to use.
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Conclusion

Health economists generally agree that the goal of Medicare physi-
cian reimbursement is to simulate a perfectly functioning competi-
tive market. Almost no one believes, however, that the current
RBRVS fee schedule accomplishes that goal. Rather than undertak-
ing meek reforms that attempt to find the elusive “just prices” for
Medicare, I have proposed scrapping the Medicare physician pay-
ment system altogether and letting patients manage their own medi-
cal care with cash indemnities. 

My proposal is likely to be unpopular among some segments of
both the “left” and the “right.” Among the left, many do not think
elderly and frail patients can be trusted to make their own medical-
care decisions. In response, I think that patients are the best man-
agers of their own medical-care decisions. The Cash and Counseling
Demonstration and Evaluation discussed in appendix 3 provides
encouraging evidence that people with disabilities and their 
advocates would prefer to replace Medicare’s list of covered services
with a more flexible approach that lets patients choose the services
they need.

Others might trust patients to spend their own money for televi-
sions and automobiles but not for medical care, because the medi-
cal marketplace is flawed. Patients are overmatched by suppliers,
particularly by physicians. There is no question that medical-care
markets are flawed. The main problem is that physicians have mar-
ket power to charge fees higher than their marginal costs. While it
would be tempting to use Medicare’s buying power to reduce fees,
this approach will not address the flawed market conditions. My
analysis of physicians’ market power in chapter 6 would be equally
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valid in a world of indemnities or one in which Medicare pays
physicians by a fee schedule. 

Some on the right may be disappointed that my proposal does not
address Medicare’s financial problems. This is a deliberate omission.
My proposal is intended to be equally valid whether Medicare is run-
ning a large deficit or a surplus. In addition, I am not proposing to
“privatize” or eliminate Medicare, as some would recommend.
Indemnities would strengthen Medicare by providing more value for
the billions of dollars it spends each year on physicians’ services.
Finally, my proposal is not a “penny-pinching” scheme for reducing
physicians’ fees. I have even suggested that when physicians’ capac-
ity is high, the indemnity might exceed the cost of care, and patients
could cash in the unused portion of the indemnity. This is a proposal
for smarter Medicare payments. It’s time to give it a try.
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Appendix 1
A Model of Efficient Physician Prices

Baumgardner’s defense of competition was based on the argument
that the “efficient competitive equilibrium prices that RBRVS seeks
to mimic will clear the market for the respective procedures” (1992,
1028). He provided an elegant statement of this idea in mathemat-
ical terms. 

Imagine there are two Medicare procedures, A and B, with prices
PA and PB. If we denote consumers’ willingness to pay for services
as “V” and providers’ willingness to supply services as “U,” the con-
dition for efficient pricing is:

(A1) VA / VB = PA / PB = UA / UB

Equation (A1) says that the ratio of consumers’ marginal willingness
to pay for services equals the ratio of relative prices, which in turn
equals the ratio of physicians’ marginal willingness to supply the ser-
vices.1 At the efficient prices, consumers will be indifferent between
spending PA for another unit of A or PB for another unit of B, and
providers will be indifferent between producing another unit of A
and receiving PA or producing another unit of B and receiving PB.

The competitive equilibrium condition in the market for Medicare
physicians’ services can be shown by a graph whose axes measure
production of services B and A.2 The bowed line (known as the “pro-
duction possibilities curve”) that connects B' with A' indicates the
maximum amounts of B and A that can be produced from the physi-
cian’s given resources, which primarily comprise his or her practice
time. The slope of the production possibilities curve indicates the
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marginal rate at which service B can be transformed into service A. A
physician who wants to maximize his or her utility would never pro-
duce at any point inside this curve because he or she could get more
income (which increases utility) by moving to the curve. 

The first fundamental theorem of welfare economics states that a com-
petitive market will get us to the efficient outcome described by
Baumgardner without any government intervention (Rosen 2002,
38). If utility-maximizing physicians face prices shown by equation
(A1), they will locate where the marginal rate of transformation
between B and A is equal to the price ratio; utility-maximizing
patients will locate where the price ratio is equal to the slope of an
indifference curve from their consumption of B and A. Because both
physicians and patients face the same prices in a competitive market,
their independent decisions will lead them to point (A0, B0), shown
as the competitive equilibrium in figure A-1.

This elegant theory breaks down when providers have market
power, or when consumer demand is not fully informed, rational,

FIGURE A-1 
COMPETITIVE EQUILIBRIUM IN THE MARKET

FOR MEDICARE PHYSICIANS’ SERVICES

Source: Author’s calculations.
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or voluntary. The appeal of price controls arises because they appear
to be a way to correct the market failures in Medicare. If the market
is not competitive, however, the very factors that distort relative
prices also distort the relative amount of work embodied in each
service that forms the RBRVS. 

To illustrate the problem of finding the “right” relative price (that
is, the competitive equilibrium price ratio) by using price controls,
I want to consider two cases: first, when beneficiaries face the mar-
ket prices for services A and B but the supply side is not competi-
tive; second, a more realistic case, when beneficiaries have
supplementary insurance for service B that reduces the out-of-
pocket price of that service to zero. Both cases present difficult, if
not intractable, problems for finding the right prices. 

Case 1. Suppose beneficiaries face the market prices for services A
and B, but physicians have market power that allows them to mark
up the price of B relative to the price of A. This means that the slope
of the price line, PA/PB, becomes flatter, as shown by figure A-2. 

FIGURE A-2 
PRICE CONTROLS BASED ON MONOPOLY RESOURCE COSTS

Source: Author’s calculations.
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Because the price of service B is too high compared with the com-
petitive equilibrium, demand shifts from B toward A, which is
shown by the point labeled “monopoly equilibrium” in figure A-2.
Compared with the competitive equilibrium, the monopolist pro-
duces too much of service A, and too little of B. 

At the monopoly equilibrium the slope of the production pos-
sibilities curve, which measures the ratio of marginal costs, changes
in the opposite direction to the change in the price ratio—that is, the
marginal cost of service A rises relative to that of B. Therefore, while
the price of service B is too high, its marginal cost is too low. If
RBRVS fees were set according to the distorted marginal costs of A
and B, demand would “overshoot” the competitive equilibrium,
with too little of A and too much of B being produced. This is shown
in figure A-2 by the point labeled “price control equilibrium,” which
lies to the upper left of the competitive equilibrium point. Another
way of stating this conclusion is to say that the “distortions” in prices
and marginal costs move in opposite directions, with neither corre-
sponding to the competitive equilibrium price ratio.

As Baumgardner said, “For RBRVS to get the right prices, the rela-
tive marginal utilities at the efficient quantities must be determined”
(1992, 1028). Recently, my colleagues and I (Dowd et al. 2006–7)
suggested how to accomplish this task. Medicare could estimate
econometric models for the quantity of Medicare services in each
market that would include measures of provider competition. Medi-
care might find the right price by predicting quantity in each market
with the competition variables set to represent high levels of provider
competition. Medicare could also examine market areas, identifying
those that score well on measures of health outcomes and consumer
satisfaction with access to and quality of physician services. More
competitive markets, with less distorted prices, might score higher on
these measures. I am not sure if our suggestion is practical, but it is
consistent with the point made in figure A-2, that relative prices and
relative marginal costs in a monopolistic market are both flawed. 

Case 2. Suppose beneficiaries have insurance that insulates them
from the market price of service B but does not cover service A.3 If
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the insurance policy has some cost-sharing, as was intended in Medi-
care, the price distortion caused by insurance might actually move
the market closer to the competitive equilibrium when the insured
good is supplied by a monopolist.4 If, however, providers have
monopoly power over service B and beneficiaries have a Medicare
supplement that reduces the out-of-pocket price of service B to zero,
both the relative price of service B and the quantity of B will be too
high.5 This outcome is shown by the monopoly equilibrium at (A1,
B1) in figure A-3.6 If fees are set according to either the relative price
or the relative marginal cost of the services, production will be sub-
optimal. To move the market toward the competitive equilibrium,
some mechanism must be found for basing fees on an external source
of information, such as prices in more competitive markets. 

Baumgardner (1992) mentioned another problem that would arise
in trying to find the right prices. This is the possibility that in report-
ing how much “work” is involved in producing each service, physi-
cians might report a number proportionate to the average disutility 

FIGURE A-3 
MONOPOLY EQUILIBRIUM WITH FULLY INSURED BENEFICIARIES

Source: Author’s calculations.
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of production instead of the marginal disutility of production. The
average cost of service B relative to A is shown by the slope of a line
that connects the observed quantities of B and A. In competitive
equilibrium, this would be the slope of line B0A0. At the observed
point, the average cost of B rises while that of A falls—that is, B1Al
is steeper than B0A0. This means that observed average costs are not
good indicators of average costs at the competitive equilibrium.

To complete this example, I want to emphasize how little can be
inferred from observing the market equilibrium point. All we know
is that more of service B is produced and consumed relative to A;
we do not know whether the observed outcome lies to the right or
left of the competitive equilibrium. Given the lack of a reference
point, it is not even clear whether the relative price of B is too high. 
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Appendix 2
Why Did Medicare Physician Payment

Reform Take So Long?

Almost no one liked Medicare’s initial “customary, prevailing, and rea-
sonable” method for paying physicians (see chapter 1). Why, then,
did it take over twenty-five years from passage of the Medicare legis-
lation to full implementation of the RBRVS payment reform?
Although it is difficult to isolate the importance of individual causes,
several possible explanations are worth discussing. 

Medicare Part B is like an unruly younger brother to Part A—you
have to take him along, but he’s always getting into trouble. Medi-
care almost didn’t have a Part B. President Lyndon B. Johnson’s pro-
posed Medicare program was a mandatory plan to cover hospital
costs for the elderly. The American Medical Association opposed
including physicians’ services in Medicare on the grounds that it
would cost too much, leading to government controls on physi-
cians’ fees (Feldstein 1999, 330). The AMA favored a means-tested
program funded by general revenues. Congressional Republicans
introduced a bill patterned on the AMA’s proposal, calling for vol-
untary coverage of physicians’ services.

In early 1965 the Medicare legislation languished in the U.S.
Congress, with the House and Senate unable to agree on a bill. The
legislative logjam was broken by Wilbur Mills, the powerful chair-
man of the House Ways and Means Committee. After Mills com-
pleted his review of the major health insurance bills before his
committee on March 2, he made a surprising request to Wilbur
Cohen, who coordinated the legislative activities related to Medicare
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for President Johnson. Mills took the Republican proposal for vol-
untary physicians’ insurance, which he dubbed “Part B,” and com-
bined it with Johnson’s hospital insurance plan, which he called
“Part A.” Part B would remain voluntary, but heavily subsidized from
general revenues. Mills asked Cohen and others in the administra-
tion to draft a bill that included both parts A and B (Berkowitz
2005–6). Less than four months later, Johnson signed the Social
Security Amendments of 1965 that created Medicare and Medicaid.1

From the beginning, Part B was less important than the more
expensive Part A insurance program for hospitals. This was apparent
as Congress addressed hospital payment reform in 1983 by creating
the Prospective Payment System (PPS). PPS replaced cost-based
reimbursement with prospective payments based on the classification
of a patient’s discharge into one of 470 diagnosis-related groups.
Physician payment reform, in contrast, was addressed in a piecemeal
fashion by patching together a series of stopgap measures, such as the
1984 payment freeze (see chapter 1). 

Another factor that complicated physician payment reform was
the widespread belief that relative payments were out of line, with
“procedural” services being favored over “evaluation and manage-
ment” services. Hsiao and colleagues were explicitly aware that “if
Congress replaces the current payment system with an RBRVS-based
fee schedule, there could be significant increases in the fees for some
office, hospital, nursing home and consultation medical services,
while some surgical fees could decrease by 10 to 35 percent” (1991,
234). The Physician Payment Review Commission also believed
there were “wide payment differentials among types of procedures,
localities, specialties and sites of care that cannot be explained by
differences in the costs of physicians’ practices” (1989, 11).

While the prospect of having “winners and losers” from imple-
mentation of the RBRVS may have rendered organized medicine
unable to speak with one voice to support or oppose physician pay-
ment reform, the possibility of losing created strong opposition from
the procedural specialties. On February 9, 1988, the Wall Street Jour-
nal reported on the “bitter battle” underway between doctors who
provided cognitive services and “proceduralists,” such as surgeons
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and radiologists. The newspaper claimed (with some justification)
that the radiologists had “cut their own deal” with Congress that
allowed them to have their own relative value scale, with no relation
to the fees paid to other specialties (Schwartz 1988).2 Another Wall
Street Journal article (Ruffenach 1988) on September 9, 1988, 
mentioned that the medical community was “deeply divided” over
the objectivity of Hsiao’s study. James Moorefield, chairman of the
economics commission of the American College of Radiology, was
quoted as being “cynical and suspicious about the process.” Pre-
dictably, the American College of Surgeons opposed the RBRVS,
while the American Academy of Family Physicians supported it
(Tolchin 1989). 

These explanations notwithstanding, I would like to emphasize
another reason Medicare physician payment reform took so long to
bring about: The Reagan administration was skeptical about, if not
outright opposed to, the idea of a physician fee schedule for Medi-
care. This fact was alluded to by the press (Ruffenach 1988; Rich
1988), but I do not believe its importance has been addressed ade-
quately to date. 

The most candid public expression of the administration’s posi-
tion was offered by William Roper, MD, administrator of the Health
Care Financing Administration, in testimony before the House
Ways and Means Committee on May 24, 1988. In his presentation,
Roper attempted to draw several distinctions between physicians
and hospitals that made Medicare physician payment changes far
more difficult than the hospital PPS:

• There were only 475 DRGs for hospitals, compared with
roughly 7,000 procedures and services for physicians.

• Whereas hospitals could average gains and losses across many
cases, physicians’ smaller caseloads and greater specialization
would make it more difficult to average away gains and losses
from changes in Medicare payment.

• The sheer number of Medicare physicians’ bills was staggering.
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• National physician databases did not have the level of detail
and comprehensiveness of hospital databases.

Roper went on to say that no fee schedule—no matter how carefully
constructed—could be expected to deal with the critical issue of
“volume and intensity” of Medicare services. This phrase referred to
the widespread belief that physicians would react to cuts in fees by
increasing the complexity of services in order to maintain their net
income. Roper asked, “Is it worth investing the lion’s share of our
analytical, administrative, and political resources to substitute one
fee-for-service payment system for another, leaving Medicare’s most
important issue—increased volume and intensity—untouched?”
(Roper 1988, 8). 

While saying it was too early to judge the RBRVS proposal, Roper
stated that capitation payments offered the greatest promise for suc-
cessful long-term reform of Medicare physician payment. Less pub-
licly, Roper had expressed this position several years earlier. In a
paper prepared for the Domestic Policy Council, Roper (then a
White House health policy advisor) wrote that the relative value
scale was a stopgap measure and that the long-term goal was to
move toward a system of capitation. Not only would capitation
address the problem of volume and intensity (there would be no
gain to this strategy if payment per capita were fixed), but it also
would be less regulatory than a system of price controls. On Octo-
ber 23, 1985, the Domestic Policy Council decided against propos-
ing physician DRGs or a national fee schedule.

It is clear that the centerpiece of the Reagan administration’s health
policy reform proposals was capitation. The Tax Equity and Fiscal
Responsibility Act of 1982 (TEFRA) opened the door to prepaid
health plans that could accept capitation payments for enrolling
Medicare beneficiaries. Final regulations to implement TEFRA were
published in January 1985. Health-plan capitation—not the DRG
system or RBRVS—was the primary health policy accomplishment of
the Reagan administration (Feldman 1988; Dowd, Feldman, and
Christianson 1996). 
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Appendix 3
Lessons from the Cash and Counseling

Demonstration and Evaluation

For years, people with disabilities and their advocates have argued
that disabled individuals could improve their quality of life and/or
meet their needs at less cost if they had control of the money to buy
services for themselves. Starting in December 1998, some of them
got a chance to do just that—and the results were promising. At that
time, four states that had obtained waivers from Medicaid began to
enroll volunteers in an experiment. Participants were randomly
assigned to either a “cash allowance” group or a control group, thus
avoiding bias that might arise from voluntary enrollment of people
who would be most likely to benefit from the cash program
(Mahoney, Simone, and Simon-Rusinowitz 2000).

Much has been written about the Cash and Counseling Demon-
stration, so I will not provide an exhaustive review. Instead, I
would like to focus on several features of the program that might
be relevant for a proposal to offer similar indemnity payments 
in Medicare.

In the first place, it is worth noting that the demonstration was a
bipartisan effort. It was started by a Democratic administration and
carried forward by a Republican one. Funding was provided by the
Office of the Assistant Secretary for Planning and Evaluation of the
U.S. Department of Health and Human Services, and the Robert
Wood Johnson Foundation (RWJF). Jim Knickman, vice president
in the research and evaluation team at RWJF, explained that “the
idea of providing cash benefits or near-cash benefits instead of 
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service benefits grows from the concept of consumer direction, con-
sumer-directed care and patient-centered care” (Knickman 2005). 

It is also noteworthy that disability advocacy organizations have
been very supportive of the indemnity benefit concept. Two of
them, the National Counsel on Aging and the National Association
of State Units on Aging, released a set of talking points entitled,
“Myths and Realities of Consumer-Directed Services for Older 
Persons” (Squillace and Firman 2002). Among the myths they
attempted to debunk were that “older adults are not interested in
consumer direction” and that “older individuals are ‘vulnerable’ and
‘need to be protected.’” The positive reception of consumer-directed
long-term care benefits by advocacy groups contrasts with the 
generally negative reception of consumer-directed health plans for
individuals under age sixty-five by liberal organizations.

Moreover, advocates of those who care for disabled persons sup-
port the indemnity concept because it promises to pay family care-
takers for their time. According to one source, the bulk of caregiving
is provided by female relatives (Simon-Rusinowitz, Mahoney, and
Benjamin 1998), whose ability to be self-supporting is limited by
time away from the workforce. The burden of unpaid family care-
giving is especially hard on low-wage workers who may have to
forgo employment.

While it is not clear that support for indemnities would transfer
from long-term care to Medicare, it is at least a hopeful sign that the
idea of long-term care indemnities was seen as a nonpartisan effort
to increase consumer choice, not as an attempt to cut benefits. 

The research and evaluation team in the Cash and Counseling
Demonstration was sensitive to the problem of “woodworking”—
that is, verifying eligibility for the program (Simon-Rusinowitz,
Mahoney, and Benjamin 1998). To be eligible, each person had to be
enrolled in Medicaid, meet age and eligibility requirements, and
require personal assistance services. Next, the value of the indemnity
was calculated carefully for each person by one of two methods. For
consumers who had been in the Medicaid waiver program for the
previous six to twelve months, expenditures were averaged. For
those not in the program that long, the dollar value of the waiver 
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was calculated (Frogue 2003). Through this process of tailoring 
the indemnity to the client, large positive windfalls were avoided,
thereby lessening the incentives for opportunistic behavior by
patients and their caregivers. 

Would the option of hiring previously unpaid family caregivers
lead to lower quality of care and patient satisfaction? Apparently not,
according to the research team (Simon-Rusinowitz et al. 2005).
Among a sample of 436 clients in the “cash allowance” group in
Arkansas, researchers found that approximately three-quarters were
paying a family member to provide care and one-quarter were pay-
ing a nonfamily member. Not surprisingly, family caregivers were less
likely to have received training in personal care, but clients with a
paid family member reported receiving equal or greater assistance on
all measures of assistance for which data were collected (such as help
with shopping, and help with bathing or showering). Over 96 per-
cent of consumer-directed clients in both groups reported they were
satisfied with how they got along with the paid worker, but clients
with a paid family member were more likely to be satisfied with the
overall arrangements for care (99 percent versus 91 percent, p < .01).

Among the notable design features of the Cash and Counseling
Demonstration, consumer-directed clients had the opportunity to
use fiscal intermediaries to handle bookkeeping and payroll services
on their behalf. Almost all of those in Arkansas chose this option
(Simon-Rusinowitz et al. 2005). This feature also might be impor-
tant in a demonstration of Medicare indemnities. 

Summarizing the findings from their research, Simon-Rusinowitz
et al. wrote: 

Overall, the experience of clients and their family
workers in the consumer-directed CCDE in Arkansas
appears to be quite positive in every area that has been
of concern to policymakers. The majority of consumer-
directed clients hired family workers, and those clients
received equal or greater services, and experienced less
unmet need, as compared to clients who hired non-
family workers (2005, 103). 
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In 2003 the U.S. Department of Health and Human Services
began the Independence Plus Initiative, another demonstration of
long-term care indemnities that expands and modifies the Cash and
Counseling Demonstration (Crowley 2003). One goal of this new
initiative is to conduct a more thorough evaluation of consumer-
directed long-term care, especially to assess the adequacy of indi-
vidual budgets and the quality of care that consumers purchase with
self-directed funds. The Independence Plus waivers allow states to
self-direct any Medicaid service, not just services on a defined list.
This program is underway in four states (Florida, Louisiana, New
Hampshire, and South Carolina), and, while it is too new to have
produced any conclusive findings, it indicates a continued high
level of interest in long-term care indemnities.
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Notes

Introduction

1. Doctors may charge up to 9.25 percent more than the allowed pay-
ments. But this just means that the total price is 1.095 times the controlled
price. 

2. Medicare spending is taken from Medicare Trustees, 2007 Annual
Report, 5, http://www.cms.hhs.gov/ReportsTrustFunds/downloads/tr2007.
pdf. In considering how much of the Medicare budget is “price-controlled,”
I included payments for hospital and physician fee-schedule services but did
not count any of Medicare’s $6 billion in administrative expenses for
Parts A and B, nor the unaccounted costs to doctors and hospitals of
complying with the price controls. GDP is taken from U.S. Department
of Commerce 2006.

Chapter 1: History of Medicare Physician Payment Policy

1. In insurance industry terminology, the “usual” fee stands for what is
usual in the provider’s practice; the “customary” fee is customary in the com-
munity; and the “reasonable” fee is reasonable for the situation (Casto and
Layman 2006, 6). The adaptation of these terms to Medicare is explained by
Showstack et al. (1979).  

2. Robert Ball, the first administrator of Medicare, reflected on the CPR
system: “We had considerable concern about such a plan but decided it was
better than not covering physician services at all and that this was our only
chance. So the administration supported it. We also had a naïve faith that
when we had more experience with the program, we could get reasonable
changes made in the law” (1998, 34). 

3. See appendix 2 for a discussion of why Medicare physician payment
reform took so long to come to fruition. Also see Joseph Newhouse (2001)
for a discussion of the politics surrounding implementation of the Medicare
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RBRVS. Although it was enacted by OBRA89, implementation of the fee
schedule was put off for three years, until 1992, because of opposition from
procedure-oriented specialists whose fees would be reduced. Full imple-
mentation of the RBRVS did not occur until 1996.

Chapter 2: Goal and Flaws of Medicare Physician Payment Policy

1. This claim has been made or discussed by many authors. For exam-
ple, see U.S. Congress, Office of Technology Assessment (1986), Lee and
Ginsburg (1988), Physician Payment Review Commission (1989), and
Hsiao and Dunn (1991). 

2. The “just price” is a theory of ethics in economics that attempts to set
prices based on standards of fairness rather than supply and demand.
Thomas Aquinas used the just price theory to argue against “usury” (charg-
ing any interest on loans). In the context of the RBRVS, what appears to be
just to one patient or doctor may not appear so to others.  

Chapter 3: Not-So-Real Reforms

1. The first group of Medicare patients comprises those for whom the
doctor agrees to accept “assignment,” meaning that he or she accepts the
Medicare fee as payment in full for Part B services; the second group
includes those whom the doctor balance-bills. Stephen Zuckerman and
John Holahan (1991) and Robin McKnight (2007) used a similar model but
did not allow physicians to charge different prices to nonassigned Medicare
patients and private patients. This restriction seems odd because all of the
textbook conditions for charging different prices in these two markets are
met: Medicare and private patients have different and identifiable willing-
ness to pay; physicians’ services cannot be resold; and physicians have mar-
ket power to set prices in both markets (Carlton and Perloff 1990, 437).  

2. “Participating” physicians agree to accept assignment on all their Part
B claims.

3. As discussed by Bryan Dowd et al. (2006–7), data from the
2000–2003 Consumer Assessment of Health Plans Surveys (CAHPS®)
showed that about 90 percent of beneficiaries seeking new physicians
reported small or no problems doing so, while special Targeted Beneficiary
Surveys (TBS) commissioned by the Centers for Medicare and Medicaid
Services (CMS) found that physician access generally was better for Medi-
care beneficiaries than for the privately insured population. These data sug-
gest that there isn’t much nonprice rationing in Medicare. Much of the case
for balance billing is based on a starting point that nonprice rationing is a
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severe problem. Beginning in 2004, MedPAC’s Reports to Congress also
began reporting comparisons of Medicare physician fees to those of private
insurers. Although Medicare’s prices were 66 percent of private fees in 1994,
they were 83 percent of private fees in 2001, primarily due to a decline in
private fees.  

4. Prior to 1997, the maximum payment to an HMO in a county was
based on 95 percent of an administrative formula known as the adjusted
average per-capita cost (AAPCC), which was equal to the average Medicare
reimbursement per beneficiary in the United States for that year, adjusted
for historical differences in reimbursements per beneficiary in that county
and the United States. The payment rate also varied with the enrollee’s gen-
der, age, reason for entitlement (age or disability), institutional status, and
Medicaid eligibility.

5. Medicare Part D, enacted in 2003 and introduced in 2006, covers pre-
scription drugs. 

6. See Dowd et al. (2005–6) for a discussion of the political obstacles to
past and future demonstrations of competitive pricing in Medicare.

7. As noted by Dowd et al. (2005–6), within months after passage of the
Medicare Modernization Act, seven amendments had been introduced in the
U.S. House of Representatives and three in the U.S. Senate to repeal the Com-
parative Cost Adjustment program in its entirety. In addition, twenty-five
amendments had been introduced to block the demonstration in specific
states or congressional districts. A political constituency for a competitive
pricing system that includes FFS Medicare may not presently exist.

8. Suppose that the CCME is a nonprofit monopolist that maximizes a
utility function depending on quantity and quality of care. The assumption
that quality belongs in the utility function is reasonable because CCMEs
will be selected, in part, based on their commitment to high-quality care.
Also suppose that patients have no out-of-pocket cost-sharing, which also
is reasonable for Medicare. If the CCME’s budget increases, the quality of
care will rise, which in turn will increase patients’ demand. If the demand
response to higher quality is sufficiently elastic, more generous global
budgets may be accompanied by an increase in unmet demand and longer
waiting lines for service.

Chapter 4: Real Reform—Medicare Indemnities

1. In a later paper, Pauly returned to the same theme. Asking, “Why does
moral hazard characterize medical insurance?” he suggested again that the
reason was the difficulty of defining the severity of an individual’s illness
once the illness had occurred (1986, 640). 
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2. I appreciate Ted Frech’s pointing out that sickness “indemnities” were
not identical to true medical indemnities that were triggered by a diagnosis
on a once-and-for-all basis. Sickness indemnities provided a flow of income
conditioned on continuing inability to work and, therefore, were more akin
to disability insurance. Later in this chapter, however, I suggest that indem-
nities for chronic conditions might be paid out on a regular basis.    

3. Unfortunately, Stone refers to indemnity insurance as the “disability
model,” while using the term “indemnity insurance” to describe the 
traditional policy that reimburses providers for a defined and limited set
of services. 

4. Pauly (2000) also discussed optimal insurance and made the same
points. 

5. A parallel shift in the budget line indicates that the consumer has more
income, but he or she faces the same relative prices as before receiving the
indemnity. In contrast, traditional insurance reduces the relative price of
medical care. 

6. See Zuckerman and Maxwell (2004) for an analysis of the GPCI. By
law, the GPCI allows an adjustment for only 25 percent of the variation in
the cost of physicians’ work across local pricing areas. This limitation was
based on political considerations, to equalize physician fees in low-cost rural
areas with those in high-cost urban areas. There may be an economic justi-
fication, however, for not adjusting fully for local variation in the cost of
physicians’ work. If physicians are mobile in the long run, then the real rate
of return to training should tend toward equality across local areas. Any
observed differences in the cost of physicians’ work would be due to “com-
pensating differentials” (physicians need to be paid more to work in unat-
tractive areas, for instance) or to unmeasured differences in physicians’
quality and skill that vary systematically across local areas. Cutting the max-
imum adjustment down to 25 percent of the observed variation in costs
could be seen as a way of adjusting for compensating differentials.   

7. Medicare currently may approve new hospital inpatient technologies
for temporary add-on payments. For a period lasting two or three years, hos-
pitals may receive up to 50 percent of the marginal cost for patients using
the new technology. Upon the sunset of the add-on payment, the prospec-
tive diagnosis-related group rates are recalibrated to reflect the use of the
new technology. Since 2000, seven new technologies have been approved
for add-on payments. I am grateful to Lindsay Bockstedt for bringing this
point to my attention.

8. In 1991 the American Medical Association set up the RVS Update
Committee (RUC) to advise the Health Care Financing Administration (now
the Centers for Medicare and Medicaid Services) on new and revised codes
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for the nascent RBRVS payment system. By May 1994, the RUC had made
a thousand recommendations, of which 95 percent were accepted by the
Health Care Financing Administration. RUC’s successor, the Practice
Expense Advisory Committee (PEAC), reviewed the direct practice expenses
for over sixty-five hundred codes during its five-year lifespan from Novem-
ber 1998 to March 2004 (American Medical Association 2005). 

9. Mark Pauly noted that when Blue Shield plans were first established,
physicians were paid for services rendered to low-income patients accord-
ing to a fee schedule that was often slightly lower than their usual charges,
and they were free to bill high-income patients for additional amounts. Of
interest to my discussion, he added that “the description of procedures was
customarily rather broad” (Pauly 1971, 57).

10. These data represent total Medicare spending, not separated by Part A
and Part B.

11. Penberthy et al. (1999) also estimated regression equations to predict
cost per case and reported R2 values ranging from .38 (prostate cancer) to
.49 (breast cancer). Whether we should use the unadjusted variances from
table 4-2 or the smaller variances of the residuals from the regressions to
measure risk is a matter of debate. If the indemnity payments were adjusted
for factors that explain cost (comorbidity, length of hospital stay, type of
therapy, and ZIP-code-level income), then the variance of the regression
residuals would be appropriate. However, some of the regressors used by
Penberthy et al. were measures of treatment intensity, not disease severity,
so they would be excluded from any adjustment to the indemnity. To be
conservative, I used the unadjusted variances from table 4-2 to measure risk. 

12. The conversion involves multiplying Marquis and Holmer’s estimates
by the Medical Care Consumer Price Index (MCPI) in 1982 and dividing by
the average MCPI from 1985–88. The MCPI is taken from the U.S. Bureau
of Labor Statistics at http://www.bls.gov. Marquis and Holmer’s estimates
apply to the population who were less than sixty-two years old at the time
of their enrollment in the HIE. Some adjustment would have to be made for
differences in risk aversion among the elderly and the nonelderly, but the
direction of that adjustment is not clear a priori. Additional adjustment
would have to be made for nonlinearity in patients’ willingness to avoid risk.

13. A more complete calculation of the cost of risk-bearing would need to
consider the skewness and kurtosis of costs. These statistics were not
reported by Penberthy et al. (1999). 

14. The amount of risk remaining after receiving the indemnity would
depend on the distribution of expenses for each condition. While the details
of these calculations are complicated, it is nonetheless easy to state the obvi-
ous conclusion that an indemnity equal to the average cost does not 
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adequately protect patients against risk. On the other hand, the extremely
large total variances reported in table 4-2 imply that the distribution of risks
is skewed toward a small number of very high-cost cases. By capping the
patient’s cost-sharing liability with a deductible for expenses above the
indemnity, the risk from these rare and very costly cases could be reduced
significantly.  

15. The partial indemnity system recommended by Pauly resembles
“tiered provider” payments used by many health insurers, in which patients
pay less out of pocket if they go to a “preferred” provider who agrees to use
the plan’s fee schedule. The difference is that tiered indemnity payments are
not dependent on choice of provider, but on the patient’s total spending.

16. As of 2008, Medicare Part D beneficiaries have to pay the first $275 of
drug expenses out of pocket; then they have partial coverage with 25 per-
cent coinsurance up to $2,510 total expenses, followed by a $3,216 gap, or
“donut hole,” after which catastrophic coverage with 5 percent coinsurance
begins. This design was roundly criticized by Meredith Rosenthal (2004),
who argued that it is inefficient to put the deductible anywhere other than
the lower end of the distribution of medical expenses. Putting the deductible
higher up exposes the patient to more out-of-pocket risk for every dollar of
premium that is saved by the deductible.  

17. The following quote captures the gist of Feigenbaum’s argument in
favor of patient sovereignty: “When one realizes that almost 30 percent of
the Medicare budget is spent on acute care during an individual’s last year
of life and that an alarmingly high fraction of Medicaid outlays pays for nurs-
ing home care, one suspects that the same dollars put in the hands of the ill
might be spent in a substantially different way” (4). 

18. She meant that they might be required to use hospice services. Strictly
speaking, in an indemnity system there is no coverage for any service—the
patient is paid in the event of terminal illness, but there is no list of covered
services. 

19. To my knowledge this externality was first analyzed by Richard Zeck-
hauser (1971) in the context of public programs that transfer income to the
poor. Zeckhauser assumed that the donor’s utility depends on the recipient’s
annual income and the number of hours the recipient works in a year. There-
fore, holding program cost constant, the donor wishes to transfer income to
the recipient in a way that does not lessen the recipient’s incentive to work.
For those who are able to work, the optimal plan involves a lump-sum tax
and a heavily subsidized wage rate. In the Medicare context, donors would
be more than happy to increase the indemnity payment (thereby holding
beneficiaries’ utility constant) if beneficiaries would spend more of it on
medical care than on their own voluntary consumption.
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20. Examples of this type of paternalism abound in the economy. Among
them are restrictions on an employee’s ability to receive his or her pension
as a lump sum equal to the present value of expected lifetime benefits. Some
employers allow this type of conversion, but require that the employee pur-
chase a minimum annual annuity or invest the pension in one of a set of
selected investments. 

Chapter 6: Physician Market Power and Indemnities

1. My calculation is based on the finding by Newhouse et al. (1993, 42)
that outpatient visit rates to physicians and other providers were 67 percent
higher in a “free care” plan than one with a 95 percent coinsurance rate. The
arc price elasticity of demand implied by this finding is –.67 / [(.95 – 0) /
.475] = –.335.

2. The markup is specified as (P – MC) / P = –1/n where n is the price
elasticity of demand. So, for example, if n = –1.75, the markup is 1 / 1.75 
= .57. 

3. Robert Town, John Kralewski, and I found that physicians tend to
reject contracts with capitation payment when they have more market
power, controlling for other variables (Town, Feldman, and Kralewski
2006). The implication is that declining use of capitation could be due to
increasing physician market power.   

Chapter 7: Let’s Give It a Try

1. In 2003 Medicare paid for more than 16,353 spinal procedures, a
national rate of 3.2 per 1,000 beneficiaries (Gaul 2004). Local rates of spinal
surgery show wide variation, even within the same state.  

2. A similar situation would arise if Medicare dropped the requirement
that capitated health plans pay a tax on premium reductions. Premium
rebates would be an efficient way of transferring money to enrollees, but
they might not be equitable.  

3. The percentage of the population spending more than $10,000 is
given by 1 - F(10,000) = e–1 = .37. To find how much they would have to
pay out of pocket, we use another property of the exponential distribution.
If you truncate it (that is, chop it off) at any value b, the mean of the remain-
der of the distribution is b + E(x). In this case, we chop off the distribution
at $10,000, and since E(x) = $10,000, the mean of the remainder is
$20,000. This means that patients who exceed the deductible have to pay
$10,000 out of pocket, on average. See Cohen (1991) for further explana-
tion of truncated distributions.
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4. The minimum deductible is zero, and the maximum is $1,000. Dis-
tributions of this type are said to be “doubly truncated.” 

5. The variance of out-of-pocket spending is .37($1000-$370)2 +
.63(0-$370)2 = $233,100.

Appendix 1

1. Hadley (1991) refers to physicians’ marginal willingness to supply
services as their “marginal cost.” Baumgardner (1992) takes the view that
“cost” includes the disutility of providing services.  

2. Many discussions of Medicare physician pricing use “partial equilib-
rium” analysis, which looks at the supply and demand of one service at a
time. In partial equilibrium analysis, efficiency occurs when the price of the
service is at the level where supply equals demand. To determine the effi-
cient prices for multiple Medicare services, it is necessary to use “general
equilibrium” analysis. In general equilibrium analysis, consumers equate
marginal rates of substitution to the relative prices of services, and providers
equate marginal rates of product transformation to the relative prices. Effi-
cient allocation of resources in a general equilibrium framework is illustrated
by figure A-1. 

3. Medicare does not cover all services. Until recently, outpatient pre-
scription drugs were a good example. Most nursing home care is not cov-
ered by Medicare.

4. This point was first made by Michael Crew (1969). 
5. A monopolist facing fully insured consumers will be able to set an infi-

nitely high price. This outcome is too extreme because (a) physicians are not
pure monopolists, and (b) premiums for the insurance policy will be infi-
nitely high, driving customers away. Figure A-3 shows a high relative price
of service B, but not an infinitely high price.

6. I appreciate Joe Antos’s pointing out that while the “price control equi-
librium” in figure A-2 and the “fully insured monopoly equilibrium” in fig-
ure A-3 both lie to the upper left of the competitive equilibrium point, they
have different interpretations.

Appendix 2

1. The third layer of the 1965 legislation, passed simultaneously with
Medicare, was the Medicaid program for certain low-income individuals
and families who fit into an eligibility group that is recognized by federal and
state law. The combination of Medicaid with the two parts of Medicare led
one observer to refer to Medicare as a “three-layer cake” (DeParle 2000).
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2. The Omnibus Budget Reconciliation Act of 1987 (OBRA87) had
directed the Health Care Financing Administration to develop a separate
relative value scale (RVS) for radiology, anesthesiology, and pathology. The
American College of Radiology (ACR) played a major role in developing the
radiology scale, which was implemented on April 1, 1989. The radiology
RVS eventually was incorporated into the all-specialty RBRVS, but it main-
tained the intraspecialty relative values of the 1989 scale, rather than those
developed by Hsiao and colleagues. The only other specialty to preserve its
own intraspecialty relative values was anesthesiology. The ACR earned brag-
ging rights for maintaining a fee-for-service system, holding payment reduc-
tions to a level “smaller than was impending in 1987,” and achieving
“equitable payment within radiology—with equity determined by the
organized radiology community” (Moorefield, MacEwan, and Sunshine
1993, 324–25).
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