By J. Daniel Beckham




Follow the Money

For much of the history of health care in America, the flow of dollars was direct and unimpeded.  Patients paid their doctors directly, sometimes with pigs and chickens.  Physicians weren't paid for services they provided in the hospital and primary care physicians were truly the jack-of-all-trades center of the medical universe.  Then three sentinel events occurred that had a profound impact on the way financial resources flowed.

1. The birth of insurance.  In 1929, Baylor University Hospital agreed to provide 1,500 schoolteachers up to 21 days of hospital care for $6 per person.  Other community hospitals in Dallas adopted the model.  They had a strong incentive.  The Depression was in full swing and hospital receipts per person had fallen from $236 to just $60.  Hospitals began to look at insurance as a means of ensuring stability and survival.  Despite continuing suspicion of insurance programs throughout organized medicine, a 1936 survey of physician attitudes toward the Baylor Hospital plan found overwhelming support.  The plan's payment of hospital costs made it easier for doctors to collect their professional fees.

The Baylor experiment eventually gave rise to Blue Cross.  Physicians were less friendly to the notion of insurance plans to pay for the care they provided.  The American Medical Association actively resisted such efforts and physicians who supported the concept were often drummed out of their medical societies.  The AMA was eventually indicted for violations of the Sherman Antitrust Act related to its efforts to suppress the Group Health Association.  Blue Shield soon emerged to cover physician services.  The growth of Blue Cross and Blue Shield were fueled by the prosperity of the '40s and '50s.  Doctors and hospitals soon discovered that insurers were essentially insensitive to the costs associated with care as long as thriving employers footed the bill.

2. A three-layer cake.  A second sentinel event demonstrated that the government could be just as cost insensitive as the commercial insurers, particularly when taxpayers were picking up the tab.  In 1965, the government baked its famous "three-layer cake."  Layer One was Medicare "Part A" for hospital care (a brain child of the Democrats).  Layer Two was Medicare "Part B" (a Republican contribution) to take care of the doctors and Layer Three, Medicaid, covered care for the poor.  Physicians and hospitals soon discovered they could make money under A and B.  Medicaid was a loser, and they avoided it.

Like an irrigation channel filled by a great rushing river, insurers and the government flushed huge amounts of money into what had become by the '80s arguably America's largest industry after defense.  When Medicare was passed, the U.S. was spending $42 billion on health care (8.4% of the GNP).  In 1992, the number had grown to $839 billion (or more than 14% of the GNP).  

One of the architects of Medicare, William Kissick, then a professor at the University of Pennsylvania School of Medicine and at The Wharton School, described Medicare as a system that is "undisciplined by markets, undisciplined by adequate regulation and undisciplined by public ownership and operation."

3.  The rise of specialists in the medical hierarchy.  A third sentinel event was the rise of specialists in the medical hierarchy.  In the 1930s, Arthur Dean Bevan, the president of the American Medical Association, advocated a ratio of generalist to specialist physicians of 9 to 1.  Continued growth of specialization in the sciences and the institutionalization of academic medical centers that emphasized specialty training gave impetus to an unimpeded flow of medical students into the specialties.

Also compelling was the growing earning power of specialists who were able to charge for procedures instead of relying upon income tied to office visits, which were the economic engine for primary care physicians.

In his book, No House Calls, Pete Gott, M.D., provided an interesting insight into the lack of market discipline that fueled the specialist's earning power:

"A few months ago, I had the privilege of participating in a surprisingly frank discussion with a heart surgeon.  This extremely qualified expert was, in the 1960s, a pioneer of the coronary bypass procedure.

"So you were one of the first surgeons to perform coronary bypass?" I asked.

"Yes," he replied.  "When I started, the operation was largely experimental.  Only a handful of surgeons were performing the procedure."

"How did you decide how much to charge?"

"Well," he answered, "none of us knew what a fair charge would be.  I hadn't any experience with the money side of the thing, so I went and talked to an older surgeon who was then the department chairman.  He told me to put in for an astronomical figure - I think it was $3,000 or $4,000 - and then see what the insurance companies thought."

"That was a lot of money in those days," I volunteered, remembering that I was charging $3 for an office call in the 1960s.  "What sort of reaction did you expect?"

"It's funny," he mused.  "We really believed we would be turned down flat, or at least they'd substantially reduce our proposal.  But they didn't.  They accepted it without blinking an eye."

"The whole $4,000?"

"Yes."

By 1992, the cost of a bypass procedure had risen to an average of $41,000.

Of course hospitals soon found that they too could set prices for procedures just about anywhere they wanted (particularly if the procedure was shrouded in the appeal of the latest technology).  With income tied to procedures and reimbursement unregulated, the earning power of specialists and hospitals exploded.  Meanwhile, the rate of increase for incomes of primary care physicians continued to generally mirror that of the American work force overall.

The flow of dollars to health care providers, once shaped by the same market forces that define the price of a refrigerator, became impeded by intermediaries.  Pools formed and hospitals, specialists and insurance companies drank deeply from them.  The number of specialists grew along with the size of the pool and so did the number of hospitals and the role of insurance companies.
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