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Healthcare, the treatment and management of illness through the services offered by health professionals, didn’t emerge in the US until the 1930’s. Now, after almost eighty years, it has become one of the major concerns of the American population (more than 50%) and one of the most controversial subjects talked about by the US government. These concerns and controversies arise from the increasing costs associated with healthcare. These increasing costs are due in part because of the increases in medication prices, insurance premiums, government withdrawals, hospital fees, and physician fees. By looking particularly at the physician payment systems and the US organization of the health care sector, some of the reasons behind these rising costs can be determined. This will be done by establishing how and why the different methods of physician payments affect the quality of care and the overall health outcomes of the population. Then a closer look will be taken regarding why the current US government uses these methods they way they do. 

Together physicians, patients, government officials, and insurers impact what type of payment systems will be used by the US health care sector. Currently, “the physician payment system rewards physicians for the volume of services they provide” (Demchak). This leads to a growth in the overall amount of services provided by physicians where the appropriate services are not always promoted. With more services, physicians still have to fulfill their patents needs, but do it by providing less overall quality. Here physicians are seen rent-seeking, trying to meet with as many patients as they can, but decreasing the overall worth of each service. Now patient’s costs rise as the value of their care falls. This explains why, “recent consumer responses to change in relative prices of health care services demonstrated that price changes will affect consumer behavior, even when the prices to the consumers are totally unrelated to the cost of providing those services” (Drake). Patients want to decrease their out-of-pocket costs and are significantly driven by cost-saving incentives. These two opposing desires by physicians and patients are regulated by both the government and the insurance providers (Drake 124). Originally, back in 1965 the government financed 7.7% of physician services, but it was reported in 1990 that the government was responsible for financing 31.8% of physician services. The reason behind this increase was to promote access to physicians by removing patient’s financial barriers (Medicare and Medicaid). Even though individuals may still be left with out-of-pocket costs, government financing gives the opportunity for more individuals to receive care. On the other hand, insurers try to benefit physicians by competitively contracting them. Here physicians often receive re-distributed payments from their medical groups made possible by these insurance companies. All together these players affect the overall physician payment system.

Currently, according to the Godsen study, 23% of health plans pay physicians by salary, 35% of health plans pay physicians by capitation, and 36% of health plans pay physicians by a fee-for-service system. These three payment types affect the efficiency of the relationship between the health care costs of patients and the quality of service provided by physicians. 

Starting with the least used payment method, salary, it provides physicians with an annual salary based on a set number of hours per week per year. Here, no extra costs have been seen to be associated with the method, but physicians are not judged on their performance level (again giving physicians the disincentive to provide cost-effective treatments). The only way here for physicians to have incentives for particular performance “goals” is if a raise or bonus is associated with them. The second least used payment method, capitation, physicians receive payment for every patient for whom care is provided. This is an effective way for physicians to limit the number of services they provide, while at the same time holding a larger patient list size. Also, these physicians are allowed to provide a mix of services and in the long run this method has been shown to decrease patient’s total costs. As with the salary system, capitation doesn’t initiate quality of care and physicians may believe that they are actually at more of a financial risk with this system where they won’t be adequately compensated. The final most common method, fee-for-service (FFS), reimburses physicians for every item of care that they provide. Services are used to their full capacities and patients are not limit to these physician’s services. This does cause more physician visits, which may lead to the overuse of services and an increase in administration. Overall it doesn’t motivate physicians to provide care to improve quality or efficiency or reduce costs. Salary, capitation, and fee-for-service, being so different from one another, create multiple difficulties for the US health sector to decide what is most efficient and what is most beneficial to the countries population. When looking at all three payment methods, salary and capitation only have performance issues, while fee-for-service ends up causing a series of problems. The question is then, why is it then that the majority of physician payment methods in the US use fee-for-service?

Originally, fee-for-service was formed by the US government because it seemed as though it was a way to create an incentive for physicians to provide more services (Hickson 344). This motivated physicians to schedule more visits per patient and by doing so were able to see their patients more often. At the same time, when this system was formed, the idea that it would also encourage physicians to schedule visits in excess or schedule unnecessary screenings wasn’t accounted for. In the Hickson study, it was estimated that the average number of patient visits per fee-for-service physician was 112 and the average number of patients enrolled per fee-for-service physician was 43 (347). By comparing this to the average number of patient visits per salaried physician, 104, and the average number of patients enrolled per salaried physician 55, clearly indicates that fee-for-service physicians were arranging more visits than necessary. In the end after looking at other variables associated with the payment systems, Hickson’s study found that, “physicians given appropriate motivation (free-for-service reimbursement) and appropriate (less than full capacity of patients) can manipulate demand for care and consequently patient use for services” (350). With the American society being exploited like this, only policy (made by the government, voted on by citizens) and change can prevent these rent-seeking actions.   

 Looking at how fee-for-service physicians end up forming long-term relationships with their patients and seek their approval, it was due to patients’ information asymmetry. The physicians knew the costs that were associated with each service, but the patients alone were unaware of these expenses. This is an example of how, “fee-for-service squanders money on treatments that generate fees but no quality” (Eddy 162). Since these physician’s incomes are not based on their performance and because “the responsibility of the insurance company is to pay the bills…physicians are left alone to decide what care their patients should receive”, causing many patients receive excessive, impractical care (Eddy 163). With this comes the irrational behavior of physicians since there is no managerial control over them. Also, it creates what is known as an ex post moral hazard for insurers, where the insured party (patient) may ask their providers to pay for more of the unnecessary medical visits. This can then lead the insurers to increase co-payments and deductibles that increase out-of-pocket costs for patients. Overall it is both the physicians’ income incentives to maximize their services they deliver to patients and the administrators’ incentives to market low premiums that keeps the US health care system from maximizing its’ efficiency. Now, after many years of inappropriate physician practices, society has caught on and currently has placed a high demand on the health care system to maximize quality while at the same time minimizing costs.  

Today the nation is slowly shifting from the traditionally fee-for-service system toward a managed care (salary and capitation) system. It is critical for the United States to create the best possible health care system, while considering each player involved (physicians, patients, government, and insurers) in the sector.   Currently, “the quest for cost control has led to rapid growth of health maintenance organizations, independent practice associations, and preferred provider organization which often use alternative reimbursement methods to make physicians more cost conscious” (Hickson 348) and “pre paid group practices are expected to grow rapidly during the next decade, and this growth means that the proportion of salaries physicians should continue to increase” (Hickson 344). By making this transition toward managed care, physicians will be associated with an organizational framework that will help exert group discipline on physician behavior, eliminating one of the major problems that the fee-for-service method experiences. Even though, “advocates of fee-for-service accuse managed care of withholding effective treatments to save money or build profits” (Eddy 162), physicians involved in managed care organizations are responsible for the health of all the patients that pay dues. This indicates that salaried physicians, even with the pressures to both improve quality and reduce costs, will not overuse ineffective or harmful treatments. The improved quality comes from the physicians spending more time with each individual patient, which causes a decrease in the patients’ needs for additional visits, resulting in controlled overall expenses.  Along with this additional time, these physicians’ practices will be directly managed where the primary focus will be to, “maximize the overall health of its members within the limits of the available resources” (Eddy 169). By maintaining a budget while considering the quality of health care, patients’ optimal health can be met. This idea is based off of Figure 1, where it is seen that by increasing the patients’ costs doesn’t necessarily correspond to an increase in their overall health status. Instead the law of diminishing marginal return it observed where each additional cost (out-of-pocket) has less and less of an impact on the patient’s overall health status. 
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Figure 1


Since, a managed care health system is the best and most efficient option for the US health care sector; some other changes also need to occur. Both public and private health care divisions need to agree on one system because “if only public programs adopt this system, many physicians might cease to serve clients more appropriately” (Gabel 12). Also, with the two different payment systems (capitation and salary) they can be used in many ways. For example, they can be utilized by different providers or specialists. This could end up lowering overall costs since both physicians and patients will know the associated costs ahead of time. For example, when an individual goes to the dentist for a regular cleaning and is notified that they need some additional work done (cavity filling), they are given an estimate ahead of time of the overall cost of the extra services. This decreases the patients’ chances of being “overcharged” and physicians are also less likely to have rent-seeking desires. Overall, more patients are served rather than more actual services alone (seen in fee-for-service). 

 Another useful tool would be to create a pay for performance (P4P) measurement key. This idea was originally introduced by the Bush Administration in 2001. The idea behind this is to benefit those physicians who meet certain care quality measures; payments will be made to those providers who meet the criteria (determined by the payer). This will then help limit the number of procedures a particular physician can bill for during a given year and it will decrease the incentives for physicians to bill patients for as many services as possible (occurring in fee-for-service). Here, having this option, some financial incentives could also surface for physicians; capitation or salary could help reduce their overall practice costs in the long-run. Now, with their patients being accurately billed for the correct services, costs are controlled and inappropriate visits are eliminated. Currently, according to the Alliance for Health Reform, the US has 100 pay for performance programs operating nationwide and overall have encourage quality over quantity (3). The debating topic that still remains regarding these pay for performance programs is how exactly to go about measuring these performances. Once these parameters are deciphered this program can be and will be beneficial to the US.
Shifting from a fee-for-service based program to a managed care based program, the demands from both physicians and patients will be met. Costs will decrease, overall quality of care will increase, and physicians will be accurately compensated. The US health care sector, combining this transition with the payment method improvements, will allow both physicians and patients to together form an efficient, thriving economic division. 
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