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PREFACE

For decades, health care was like the weather—everybody
talked about it, but nobody did anything about it. Talk was easy;
politicians and analysts of all stripes agreed that we wanted a
health care system focused on preventing disease whenever
possible and treating it appropriately when necessary. Hand-
holding sessions between people of different backgrounds pledg-
ing to work together for these goals were easy to arrange.

In the past half decade, talk has turned into action. In 2006,
Massachusetts became the first state to guarantee near-universal
coverage, and the federal government followed suit four years
later. The Patient Protection and Affordable Care Act of 2010 was
the farthest-reaching piece of social legislation in half a century.

Alas, action is more controversial than talk. Conservatives
universally opposed the Affordable Care Act—not a single
Republican voted for it—and liberals nearly universally sup-
ported it. The public is just as divided as Congress. About 4o
percent of the population likes the Affordable Care Act, virtu-

ally the same share opposes it, and the rest are undecided. The

XV
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division between those on the left and right runs so deep that we
can’t even agree on what to call the bill. Is it the Patient Protec-
tion and Affordable Care Act or Obamacare?

What can possibly be said about health care after the Afford-
able Care Act controversy? A lot, it turns out. | want to return to
the question that motivated the consensus in the first place: can
we have a better-functioning health care system, and if so, what
would it look like? I have been researching this question for
some time, and I believe a better system is within our reach. |
describe what it would look like in this volume.

The book has two broad parts. In the first three chapters, I
discuss the central public policy concerns about medical care,
focusing on costs. Among the key lessons in this part of the book
1s the importance of creating value. Our goal should be not
merely to lower our spending on medical care, but to do so by
increasing the value that our dollars bring. Many existing pro-
posals are not likely to accomplish this.

In the remaining five chapters, I present the quality cure.
There are many interventions in health care that will raise the
quality of care and simultaneously lower its cost, but it will
require transforming the system to realize these gains. I discuss
the central building blocks of value improvement in health care:
use of information technology, realigned payment systems, and
value-focused organizations.

The book covers a lot of intellectual territory. As might be
imagined, there is a voluminous literature on many of the topics
I cover. I review the best of that literature, as I see it. I do not
address studies that I believe to be poorly designed or badly
executed. Thus, this book is not a comprehensive index of every
topic covered. Further, as befits a scholar, I draw my own con-

clusions from the data. Clearly, not all readers will agree with
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everything | write. [ try to indicate where other views differ
from mine, but I may not detail every instance. I ask forgiveness

in advance.

This is not a book about politics, but politics necessarily intrudes
on occasion. How can it not? On such a heated topic, it is incum-
bent upon an author to be forthright about his views. Here are
mine. I was President Obama’s senior health care advisor in his
2008 presidential campaign. [ advised him on many of the issues
that became part of the Affordable Care Act, and I was an infor-
mal campaign advisor in 2012. Before that, [ worked on President
Clinton’s health plan and advised the presidential campaign of
Bill Bradley. End of confession.

That said, this is not a book urging support for or opposition
to the Affordable Care Act. Americans have likely heard all they
want to about that topic. Rather, it is a look at the challenges that
policy faces in health care and how we can surmount them.

Politics did have an interesting role in the preparation of this
manuscript. I started working on this volume in 2011, before the
Supreme Court ruled on the constitutionality of the Affordable
Care Act and a year ahead of an election that focused heavily on
whether Obamacare should be repealed. At the time, I didn’t
know whether the book should take the Affordable Care Actas a
given or talk about its replacement. As the research and writing
continued, the Supreme Court upheld the law, and the Ameri-
can population voted Barack Obama back into the presidency. |
believe that is good for the country—and it had the side benefit
of making my analysis to that point still relevant.

Along the way, other changes occurred, as they always
do. Major legislative efforts to control costs were enacted in
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Arkansas, Massachusetts, and Oregon, and other states are con-
sidering similar changes. I had some role in drafting the legisla-
tion in Massachusetts and now in its implementation, so that
helped me refine my thinking. The early effects of the Afford-
able Care Act are being felt, and that too factored into my views.
Clearly, this book is topical. Fortunately, there is more to health
care than the day-to-day machinations of government policy.
There is an old Chinese proverb, “May you live in interesting
times.” On the legislative front, I very much hope the times will
become less interesting. The past few years have seen the most
substantive changes in health care legislation in a generation.
Our job now is to digest these changes and make the new system
work. One way to assess this book is as a road map showing how
the new system should operate. Just as I do for all maps, I hope it
is accurate.
David Cutler
Cambridge, May 2013



CHAPTER ONE

Cost, Access, and Quality

The 'Three Horsemen of the Apocalypse

“What do you think are the top two problems with the nation’s
medical care system?” In a June 2009 survey, approximately one
thousand Americans were asked this question. Over half the
respondents cited cost as one of their top two concerns. This mir-
rors results from April 2007 and March 2008, when the same
question was asked to a different group of people, but the same
answers were given.! Costs appeared in various guises—from
concern about prescription drug prices and the high costs of hos-
pital and physician care to overall insurance costs. One way or
another, the price tag of medical care is what worries people most.

Access comes in second. One-third of Americans worry about
people who do not have insurance coverage or people whose
coverage 1s not sufficiently generous. The third concern is the
quality of care. One in ten people cite poor service, lack of qual-
ity health care, or other quality problems in their top two agenda
items.

Cost, access, and quality are not just what Americans fear

about health care, but also what experts highlight as the core
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issues in our health care system. Analysts from both the Left
and the Right decry the high cost, limited access, and haphazard
quality of American medicine. According to an article written
by Stuart Butler of the right-of-center Heritage Foundation and
Henry Aaron of the left-of-center Brookings Institution, “For at
least 20 years, commentators have bewailed the lack of adequate
health insurance among growing numbers of Americans. For an
even longer time, analysts and experts have warned that health
care costs were rising unsustainably. Yet no consensus has
formed on what to do about these twin adversities.... Mean-
while, the ranks of the uninsured swell, health costs soar, and

”2

states and businesses cut benefits.”* Indeed, these two analysts
even wrote a paper together, arguing for liberal state experi-
mentation to address these problems.

Politicians heard the message. The much-maligned health
reform bill of President Obama’s first term, colloquially known as
Obamacare but officially named the Patient Protection and
Affordable Care Act—or simply the Affordable Care Act, as I
shall call it—was designed by President Barack Obama to address
these issues. As President Obama said when introducing his
health care legislation, “The plan I'm announcing tonight would
meet three basic goals. It will provide more security and stability
to those who have health insurance. It will provide insurance for
those who don’t. And it will slow the growth of health care costs
for our families, our businesses, and our government.” And
though Republicans criticized the legislation, they did not attack
those goals. According to Mitch McConnell, the Senate minority
leader, “Look, nobody is satisfied with the health care system as it
is. We've got serious problems that need to be addressed. Costs
are out of control. Too many people are being squeezed out of

the market.... We can do better. We can expand access to people



Cost, Access, and Quality | 3

with preexisting conditions. We can keep people from being
kicked oft their plans. We can lower costs and premiums. We can
do all of these things without undermining the things we do best
and without raising taxes that kill jobs in a bad economy.™ Politi-
cians know what people want, even when they can’t convince

people they have the answers.

Cost, access, and quality all need to be addressed. But these
problems are not equally difficult to solve. Start with access.
Fifty million Americans have gone without insurance coverage
for the entirety of a year,” and about as many are uninsured at
some point during a year. That means that every year, one in
three Americans experience some sort of an uninsured spell.

Uninsured people are without coverage largely because of
affordability and accessibility issues. The dominant response of
the uninsured, when asked why they don’t have coverage, is that
they cannot afford it In addition, many uninsured do not even
know how or where to buy coverage. The affordability concern
1s particularly salient because health insurance is so expensive.
The average cost of a family health insurance policy is about
$15,700, and a single policy is about $5,600.° That is an enormous
hurdle for all but the highest-income families.

On top of the large number of uninsured, even those with
insurance feel insecure: they worry that their insurance will not
cover the services they need, their premiums will increase if
they or a family member gets sick, or they will be dropped from
coverage entirely if their income falls (perhaps because they
lose their job) or their medical bills rise.

These access issues have real consequences. Twenty percent

of people indicate that there was a time during the past year
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when they or a family member needed medical care but did not
receive it; the most common reason is financial” And the Insti-
tute of Medicine estimates that 18,000 deaths per year could be
avolded if everyone had insurance.

Given the grave results of lack of access to care, it is ironic
that covering the uninsured is not nearly as difficult as many
believe. Some type of subsidy or tax credit is needed to make
health insurance affordable for those with moderate incomes. In
addition, a (virtual) location needs to be established where peo-
ple can shop for plans. In fact, designing a tax credit for health
insurance is relatively straightforward: such a credit would pay
for nearly the full cost of health insurance at very low incomes
and phase out as income increases. This is how virtually all pro-
posals for expanded health insurance coverage have operated
over the years. The conservative Heritage Foundation, which
has pushed for an individual health insurance system for as long
as any group, proposed a subsidy system like this in 1989." Gov-
ernor Mitt Romney and the Democratic Massachusetts legisla-
ture agreed on a specific formula in 2006."? The Affordable Care
Act (ACA) put it into federal law.

The ACA has two related coverage processes. Medicaid, the
existing federal and state program for the less fortunate, will
cover the very poorest Americans. Under the Affordable Care
Act, all nonelderly American citizens and legal residents whose
income is at or below 133 percent of the poverty line (roughly
$30,000 for a family of four) would become eligible for Medic-
aid.” Because of their particularly low incomes, coverage for
this group will be free. As interpreted by the Supreme Court,
states can choose to expand coverage in this way or forgo the
expansion. Assuming that all states proceed with the expansion,

an estimated 17 million people would be added to the program,
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TABLE I

Insurance subsidy in the Affordable Care Act

Income Family payment Typical family Typical

(% of poverty line) (% of income) payment ($) subsidy ($)
133-150 34 1,100 13,900
150-200 4-6.3 2,200 12,800
200-250 6.3-8.05 3,600 11,400
250-300 8.05-9.5 5,200 9,800
300-400 9.5 7400 7,600

~otE: The poverty line is about $22,000 for a family of four. The examples
assume a family insurance premium of $15,000, roughly the current national
average. The estimates of family payments and subsidy amounts are approxi-
mately at the midpoint of the income range.

on top of the approximately 35 million nonelderly people
expected to be covered without reform.”

The other coverage process applies to families with incomes
above 133 percent of the poverty line that do not have employer-
based health insurance. These families will receive sliding scale
tax credits to purchase insurance. Table 1 shows the amount that
families would pay and the corresponding subsidy. The lowest-
income families—those earning between 133 and 15 times the
poverty line—would pay 3 to 4 percent of their income for cov-
erage, or about $1,100. This share increases to 9.5 percent of
income for families earning up to four times the poverty line (an
income of about $88,000). A family at four times the poverty line
would pay about $8, 400 for insurance and receive a subsidy of
about $6,600. Above 400 percent of poverty, there would be no
subsidy for health insurance.”

People would receive these subsidies to buy insurance
through an exchange—an online brokerage for health insurance
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run by state or federal governments. In 2016, the exchanges are
expected to process insurance for 21 million people.'®

As noted earlier, this system is not hard to design. Versions of
such a scheme have been floating around for years. The major
issue with the program is funding.” The median family in the
United States earns $50,000 annually, roughly 250 percent of the
poverty line.”® Thus credits would be available to individuals
well into the upper half of the income distribution. This is
expensive.

Table 2 shows the financial consequences of this commitment
for the federal government. The coverage provisions of the
Affordable Care Act take effect in 2014. To avoid phase-in
effects, I show the costs in 2016. The left-hand column shows the
money spent under the Affordable Care Act in 2016 and the
right-hand column shows the funds used to pay for the outlays.
There is a slight excess of spending over revenues, but not by a
great deal. In 2016, the cost of the Medicaid expansion is esti-
mated to be $81 billion, and the premium subsidies account for
another $77 billion. There is an $8 billion cost for additional
coverage in the drug program for seniors and small-business
health insurance tax credits. The total is $166 billion of new
commitments.

To put these numbers in perspective, the Medicare program
is expected to spend about $700 billion that year, and federal
Medicaid spending (without the coverage expansions) would be
about $300 billion. In the overall scale of federal commitments,
the coverage provisions amount to about 4 percent of federal
government spending.”

There are ways of offsetting these costs, and the Affordable
Care Act employs many of them. High-income families can

afford to pay for some of these expenses. Accordingly, the Act
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TABLE 2

Budgetary impact of the Affordable Care Act, 2016

Outlays Sources of funds

Medicaid expansion ~ $81 billion Reduced Medicare, $64 billion
Medicaid, and

CHIP payments
Premium subsidies  $77 billion Provider fees $15 billion
Other” $8 billion Medicare tax $33 billion
Other* $47 billion
Total $166 billion Total $159 billion

source: Congressional Budget Office, Letter to the Honorable Nancy Pelosi,
March 20, 2010, www.cbo.gov/publication /21351. The Medicaid expansion and
premium subsidies are in table 4. Other outlays and sources of funds come
from table 2. Reduced Medicare, Medicaid, and CHIP is before the cost of
filling in the donut hole. The estimate of other sources is a combination of
“Penalty Payments by Employers and Uninsured Individuals,” “Associated
Effects of Coverage Provisions on Revenues,” and “Other Revenue Provi-
sions” from table 2 as well as $10 billion from the CLASS Act.

* Other outlays include filling in the Medicare Part D “donut hole” ($5 billion)
and small-employer tax credits ($3 billion). Other sources of funds include
penalty payments by employers and uninsured individuals, revenues from the
CLASS long-term disability act, miscellaneous impacts of coverage provi-
sions on revenues, and other miscellaneous revenue provisions.

increases the Medicare Hospital Insurance tax on very high
earners—a change that will generate $33 billion in revenue in
2016. Further, it increases the estimates of productivity growth
expected in the hospital industry (thus justifying less rapid pay-
ment increases), reduces overpayments to private plans that
enroll Medicare beneficiaries, and makes various other changes
to reduce spending on existing public health programs. All

told, this yields $159 billion in 2016. The net amount is enough to
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offset the costs of additional coverage. The Affordable Care Act
1s thus paid for.

But savings of this magnitude are not easy to obtain. Lower-
ing Medicare payments without similar changes by private
insurers will create a fee differential between Medicare and pri-
vate insurance that would, over time, cause providers to leave
the Medicare program. We have seen exactly this effect in Med-
icaid, where most providers will not accept enrollees who are in
the program because payment rates are so low.”’

Nor does paying the bill once end the problem. The trouble
with coverage costs is that they increase over time more rapidly
than the revenues used to pay for them. Tax revenue rises with
output, roughly at the rate of gross domestic product (GDP)
growth. Historically, medical care costs have increased about 1.y
to 2.0 percentage points more rapidly than GDP.* When spend-
ing rises more rapidly than revenues, programs become unsus-
tainable. Absent other policies, Medicare, Medicaid, and
exchange subsidies would soon outstrip our financing ability.

Figure 1 shows this situation. It is estimated that without a
change in the rate of increase in medical care costs, the entirety
of federal revenues would go to support health care and Social
Security by the middle of this century, with no money left for
defense, environmental programs, education, interest on the
debt, or the myriad other activities of the federal government.
The vast bulk of this dire scenario is attributable to rising health
care costs.

Of course, these costs need to be weighed against the benefits
of covering everybody. Medical care is so expensive and so nec-
essary for a fulfilling life that universal health insurance cover-
age 1s clearly the right step. My point is not that coverage is

unaffordable or even that it will become unaffordable; rather, the



Cost, Access, and Quality | 9

35 - X
Actual Projected
30
Revenues

% 25 A Other noninterest
O spending
B 20
o
o
@
c 15
8 Medicare, Medicaid, CHIP,
< 10 and exchange subsidies

5

Social Security
0
2000 2010 2020 2030 2040 2050 2060 2070 2080
Year

Figure 1. Forecast of the U.S. budget. Tax rates are assumed to be
constant, hence revenues as a share of GDP are constant after
recovery from the recession. Chart based on the extended baseline
scenario of the Congressional Budget Othce, CBO’s 2012 Long-Term
Budget Outlook (Washington, DC: Congressional Budget Office, 2012),
www.cbo.gov/publication/43288.

point is simply that addressing the access gap is not enough. We
will be able to maintain our commitment to universal coverage

only if we can solve the cost part of the equation.

Concern about access involves more than just whether a person
has insurance coverage today; it incorporates how insurers will
make pricing and coverage decisions in the future. For insur-
ance companies, covering the healthy is much more profitable
than covering the sick. When paid the same amount for every-
one, the smart insurer will always choose to cover people who
use less care; for the same money coming in, less goes out. The
consequence is an unfortunate dynamic: insurance companies

roll out the red carpet for the healthy but dump the sick. The
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minute a healthy person becomes ill, the carpet disappears, and
the person is encouraged to go elsewhere.

Of course, no one wants to be insured only when healthy.
The whole point of insurance is to be secure when illness arises.
Thus, the hot potato game of passing off the sick is as ineflicient
as it 1s unsettling. In economic parlance, this process is termed
“risk selection,” and it is one of the pathologies of insurance
markets.

This same dynamic explains why people find it hard to iden-
tify good insurance plans, even when they are in good health.
Insurers do not reach out to people readily, like sellers of other
goods. Rather, they wait in reserve, checking whether the per-
son is profitable to insure before offering a policy. Their mental-
ity is: don’t encourage people to sign up for insurance unless you
know they are healthy. This makes it difficult to comparison
shop.

Addressing the insurance runaround is straightforward—at
least conceptually. We can simply order insurance companies
not to deny coverage to the sick. By requiring that insurers cover
the sick on equal terms with the healthy, we can prevent people
from being tossed aside when they need care. Further, we can
require insurers to post their rates for all to see and allow people
to choose freely among different insurers.

The most popular parts of the Affordable Care Act do exactly
this. They require insurers to take all comers (termed “guaran-
teed 1ssue”), prohibit rescinding coverage when people get sick
(“guaranteed renewability”), limit premium variation between
the healthy and sick (“modified community rating”), and ban
lifetime limits on coverage. The law further requires states or
the federal government to set up an online insurance exchange

allowing people simpler access to insurance. Plans that want to
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sell to people would apply to the exchange, with rates essentially
the same for all.”> None of this is novel. It builds off regulations
that many states have already enacted and enforce.”* Even insur-
ance companies were not surprised to see these regulations.

But there is a catch: implementing these regulations can have
unintended consequences. Allowing sick people to get coverage
whenever they want invites healthy people to postpone obtain-
ing coverage until they really need it. Why buy coverage when
you are not in need, if you can get it the moment you fall sick? If
the healthy people drop out of the market, however, the rates for
the rest must rise; no insurer can cover the average price of the
most expensive people while charging premiums that are below
their cost. When rates rise, this encourages still more people—
the healthiest of the remainder—to drop out as well. The net
effect is a “death spiral’—fewer and fewer people covered at
higher and higher prices.** Without a mechanism to stop this
dynamic, regulation creates severe problems.

The only way to make insurance regulations work is to
ensure that almost all people are covered almost all of the
time—in sickness and in health. Some economists assert that
insurance regulations should not even be attempted unless
healthy people are required to buy coverage. The Obama Jus-
tice Department took this view when the U.S. Supreme Court
was considering the constitutionality of the requirement to buy
coverage in the Affordable Care Act.” It suggested to the court
that if it struck down the requirement that all individuals buy
health insurance, it also needed to strike down the regulations
that require insurers to sell to everyone on a fair basis. Others
believe the situation is not so dire, that with generous subsidies
we can prevent the insurance market from unraveling. In the

end, the Supreme Court upheld the requirement that all indi-
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viduals buy coverage, so the issue of whether the insurance reg-
ulations needed to be struck down was moot.

What all agree on is that for regulation of insurance coverage
to be successful, insurance must be generally affordable. Thus
insurance reform directly links to the issue of premium subsi-
dies; we can’t attempt one without the other. And that brings us

back to the costs of those subsidies.

In health care, all roads lead to costs. And those costs are big
numbers. The average American spends $8,000 annually on
medical care—including the amount individuals pay out of
pocket, the amount that insurers (or employers) pay for them,
and the amount that governments collect as taxes to support
public health care programs.”® As Figure 2 shows, this is over
twice the average of other rich countries.

Since the United States is richer than other countries, it ought
to spend more on medical care. But income alone does not
explain these differences. Even as a share of income, medical
spending in the United States is 5o percent higher than in other
countries.

Medical care used to be much less expensive. In 1960, medical
spending per person was about $9oo (adjusted for inflation)—
only one-tenth as much as today. As Figure 3 shows, in 1960, U.S.
spending as a share of GDP was relatively comparable to spend-
ing in other countries (only 10 percent higher). In the past five
decades, spending on medical care in the United States has
exceeded the growth of the economy by nearly 2 percentage
points annually. While growth in medical spending has
exceeded GDP growth in all countries, the gap has been larger

in the United States than elsewhere. The result is a growing
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Figure 2. Medical spending in high-income countries, 2009. Data
collected by the Organization for Economic Co-operation and
Development, Health at a Glance 2011: OECD Indicators (2011), table 7.1.1,
www.oecd.org/health/health-systems/49105858.pdf.

divergence in spending between the United States and similarly
rich countries; the gap in 2007 was §§ percent.

Most estimates suggest that this differential between medical
spending increases and GDP increases will continue over time.
The Congressional Budget Office and the actuaries at the
Department of Health and Human Services believe that growth
in health care costs will exceed income growth by 1 percent or
more for the indefinite future.”

Notice the emphasis on total medical spending, not just
Medicare or Medicaid. Costs for both public and private medi-
cal care programs are rising over time, at approximately the
same rate. The United States has a problem with medical care
costs, not solely a problem with government program costs.

The consequences of growth in spending on medical care

exceeding the growth of the economy are profound. Tax reve-
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Figure 3. Acute medical spending as a share of GDP, 1960—2008. Data
are from the Organization for Economic Co-operation and Develop-
ment, Health at a Glance 201: OECD Indicators (2011), table 7.1.1, www.oecd
.org/health/health-systems/49105858.pdf. “Other high-income coun-
tries” include those in figure 2. Because of differences in the treatment
of the residential component of long-term care services, data are
presented for acute care services only—generally hospitals, physicians,
and prescription drugs. Some countries changed the methodology for
estimating medical spending in various years. These breaks in the data
were adjusted for by increasing or decreasing spending in the year prior
to the break, assuming that spending in the year of the break grew by
the average of the year before and the year after the break. See David
M. Cutler and Dan Ly, “The (Paper)Work of Medicine: Understanding
International Medical Costs,” Fournal of Economic Perspectives 25, no. 2
(2011): 3—25, www.aeaweb.org/articles.php?doi = 10.1257/jep.25.2.3.

nue rises with the growth of the economy. If medical costs
increase more rapidly than economic growth, it means there is a
growing burden on the government. The burden is more acute
in recessions than in expansions, but it never disappears. At the
business level, sales for the typical firm are increasing approxi-

mately with the growth of the economy. Thus, when medical
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care increases more rapidly than GDP, employers encounter
financing difficulties with their health plans. Almost always,
these costs are passed back to workers, whose cash wages
increase less rapidly than their productivity.?®

Families then feel the squeeze of rising medical costs from all
directions: higher costs for health insurance, increased copays at
the doctor’s office, smaller increases in take-home pay, and tax
dollars that increasingly go to health care and away from educa-
tion, public works, environmental protection, and other areas.

The major 1ssue is whether this spending is worth it. Is the
money we increasingly put into medical care valuable or not?
And if the money is not worth it, how do we do better? The
value proposition, as economists term it, is the most important

question 1n all of medical care. I turn to it next.



CHAPTER TWO

The Value Proposition

Where does all the medical spending go? The common percep-
tion is that high spending involves excessive profits for insur-
ance and pharmaceutical companies, high advertising and mar-
keting expenses, and outlandish pay for health care CEOs. In a
survey conducted by the Consumers Union, 76 percent of par-
ticipants cited pharmaceutical companies as the reasons for high
costs, and 77 percent cited insurance companies. Only 59 and 47
percent named hospitals and doctors, respectively.!

In this case, people’s perceptions are wrong. Figure 4 shows
that pharmaceutical spending in total accounts for only 10 per-
cent of medical spending, and insurance company administra-
tive costs for only 7 percent. Far more important are hospital
costs (33 percent) and professional services (28 percent), which
include physicians and dentists.

If excessive profits were the cause of high spending, the solu-
tion to the health care cost problem would be easy. Advertising,
marketing, and CEO pay can be regulated and reduced. Sadly,
however, we need to go to the primary areas of health care utili-

16
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Figure 4. Distribution of medical spending, 2011. Data
compiled by the Center for Medicare and Medicaid Services,
National Health Expenditure Accounts, www.cms.gov/Research-
Statistics-Data-and-Systems/Statistics-Trends-and-Reports
/NationalHealthExpendData/Downloads/tables.pdf.

zation—doctor and hospital visits for the sick. Changing these
aspects of the medical system is hard.

The level of spending reflects medical care use, and so too
does the growth in spending. While insurance administrative
costs and prescription drug spending have increased over time,
they have done so at approximately the same pace as hospital
and physician costs. All health care is more expensive than it
used to be, regardless of the source.

Why, then, have costs increased? The fundamental fact about
the medical system is that over time it has become significantly

more advanced in its ability to treat the sick. Consider two
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examples from different areas of medicine: heart disease and pre-
mature infants.’ In 1960, when medical spending in the United
States was a bit more than one-tenth what it is today, treatment of
heart disease was not extensive. Standard treatment for a heart
attack consisted of bed rese—six weeks in a hospital bed, followed
by six months at home. Surgery was uncommon, and even medi-
cations that are used commonly today—drugs that lower choles-
terol or reduce blood pressure, for example—were unavailable.
Over time, medical researchers have developed new ways to
treat heart disease, especially in its more serious manifestations.
Diagnostic imaging of the heart muscle and coronary arteries
permits surgeons to experiment with new open-heart surgical
techniques. These techniques can reroute blood flow around
occluded arteries (coronary artery bypass grafting), or reopen
arteries that have narrowed (angioplasty, often with stent inser-
tion). Coronary care units specialize in monitoring the care of
such patients. And new, high-cost medications reduce disease
onset and recurrence. The result has been an explosion in medi-
cal spending. Treatment in the aftermath of a heart attack
jumped from very cheap to an average of $30,000 per person.
The same pattern is apparent in care for premature infants.
In 1960, such care was essentially nonexistent, and many prema-
ture infants died shortly after birth as a result of underdevel-
oped breathing capacity. Today, these infants are treated in spe-
cialized neonatal intensive care units, where they may receive
synthetic surfactant to open their tiny lung sacs, operations to
repair congenital anomalies, and medication and monitoring to
prevent infections. Again, this is expensive. The typical prema-
ture infant receives nearly $50,000 of medical care in the first
year of life. Furthermore, there may be later costs to address

complications from being born prematurely.



‘The Value Proposition | 19

Spending more on people who are sick (often) brings health
improvements. This is true for both cardiovascular disease and
low-birth-weight infants. The mortality rate from cardiovascu-
lar disease has declined by more than 5o percent since 1950, at
least partly because of this additional spending. Similarly, the
mortality rate for the smallest infants fell by so percent between
1950 and today.

These survival improvements are worth a lot. In a society that
has most of life’s necessities, people highly value their health. We
pay for safety devices that might never be needed, demand addi-
tional money to work in dangerous jobs, and support government
programs to reduce chemical risks—even when they drive up
the price of goods. By parsing the various decisions people make,
economists have been able to estimate how much people are will-
ing to pay to extend the life of a typical person. To make the esti-
mates comparable across age groups, the “value of life” (as it is
termed) is often expressed per year. What are people willing to
give up for an extra year of life? Across a wide range of studies, a
general estimate is that a year of life in good health is worth
about $100,000, with a range of $50,000 to $200,000.*

At these valuations, the benefit of medical advancement is
significantly greater than the cost. Reducing low-birth-weight
mortality adds about seventy years of life for many infants. Peo-
ple who are saved from heart attack death live for less time but
still a good while—generally about five years. The cost is high,
but so are the benefits.

Indeed, the benefits are so large that they generally swamp
the costs. Between 1960 and 2000, life expectancy has increased
by about five years because cardiovascular disease mortality has
declined. An economic valuation of this additional longevity is

about $500,000. This is significantly greater than the additional
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$30,000 spent treating each heart attack. Indeed, when econo-
mists do direct calculations of the costs and benefits of medical
advance, they generally conclude that the benefits of this care
are five to ten times the cost of the care.

Individuals have not done this calculation on their own, but
many sense the results. When people are asked whether they
want to address Medicare cost problems by cutting Medicare

spending or raising taxes, they generally prefer to raise taxes.’

If medical spending is so valuable, why is it commonly believed
that there is a cost problem? The problem is not that all cost
growth is excessive, but rather that some spending is unneces-
sary, and this unnecessary part is a large amount of money. The
United States spends about $2.5 trillion annually on medical
care. The best guess of health economists is that about one-third
of this total—nearly $1 trillion annually—is not associated with
improved outcomes. That is, we could eliminate about $1 trillion
in spending per year and still have better health. At the individ-
ual level, that works out to over $2,000 per person per year.

One way to see the magnitude of excessive spending is by
comparing the international data presented in the previous
chapter. As noted there, the United States spends more than
other countries on medical care. But the value of this additional
spending appears to be limited. Health outcomes are no better
in the United States than elsewhere—even for patients who suf-
fer a heart attack or have other acute diseases.® This is in marked
contrast to the increase in spending over time, where spending
is associated with significantly better health.

The difference between spending growth over time and

spending differences across countries is important. Over time,
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there is a lot more technology available in medical care than
there used to be. But at a given point in time, the knowledge
about what can be done is similar across countries. Thus, the
difference internationally is not what can be done (with the
exception of very poor countries, where access to technology is
a real constraint), but how much the technology is used and how
much is paid for it. By comparison with other countries, the
United States uses technology in lower-value settings and pays
more for the same care.

Let me be more formal. A number of recent studies have
looked in detail at the efficiency with which medical care is
delivered in the United States. This includes studies from the
Institute of Medicine, the former head of the Medicare and
Medicaid programs, and influential outside research groups’
The short version of their conclusions is shown in table 3. Exces-
sive costs are found in six areas:

Unnecessary Services. Unnecessary services are those services
that do not need to be provided but are done anyway. Nearly
$200 billion is spent annually on overused medical services.

The poster child for overused care is treatment of back pain.
Lower back pain is one of the most common and costly medical
conditions in the country. Eight out of ten Americans will expe-
rience lower back pain in their lifetime,® and 15 to 20 percent will
experience 1t in any given year. In 2005 alone, total spending on
spine care was $86 billion.” The care provided ranges from rela-
tively inexpensive (muscle relaxants, analgesics) to very expen-
sive (MRIs and spine surgery).

Back pain can be differentiated into simple and complex cases.
Simple back pain is limited in scope, while more serious
pain typically manifests itself also in other parts of the body,

including leg pain, fever, and dysfunctional excretion. Optimal
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TABLE 3

Excessive Medicare spending

Cost (in % of total
Area Examples $U.S. billions) spending

Poor care delivery

Unnecessary Back surgeries, elective 192 7
services inductions, stenting

Failures of care Medical errors 128 5
delivery

Failures of care Inadequate risk factor 35 1
coordination control, poor use of

chronic medications,
hospital readmissions

Excessive admin.  Billing and insurance- 248 9
costs related services

Inflated prices MRI prices 131 5

Fraud/abuse Home health care fraud 177 7

Total 910 34

source: Donald M. Berwick and Andrew D. Hackbarth, “Eliminating Waste
in U.S. Health Care,” Zournal of the American Medical Association (2012): E1-Eg4,
http://jama.jamanetwork.com/article.aspx?articleid=1148376. The table shows
midrange estimates of excessive medical care spending.

treatment differs for simple and complex back pain. Surgery is
generally not necessary if pain is due to something minor, such
as a pulled muscle. In this case, physical therapy is more help-
ful—and considerably cheaper.” MRIs, spine surgery, and the
like are generally necessary and appropriate only in more com-
plex cases.

Despite the evidence that back surgery is often not needed
for simple cases, simple back pain is typically treated far more

intensively than clinical conditions warrant. Spine surgeries are
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Figure 5. Back surgeries per 1,000 Medicare enrollees, 2010. Rates of
back surgery range from approximately 2 operations per 1,000
beneficiaries to over 6 operations per 1,000 beneficiaries. This
variation is not associated with patient need. Figures in parentheses
indicate the number of hospital referral regions in each category.
Kristin Bronner at Dartmouth helpfully provided the chart, based on
unpublished data.

conducted twice as frequently in the United States as they are in
other countries, and rates of surgery here have been increasing
over time." The back surgery operation rate also differs mark-
edly across areas in the United States. Figure 5 shows that for
Medicare beneficiaries, the rate of back surgery is highest in the
Pacific Northwest, the upper Midwest, and parts of the South
(Alabama in particular) and lowest in New England. The differ-
ence between high- and low-use areas is a factor of six to one.
This variation in surgery rates is not due to need. Studies

show that only one-tenth of the geographic variation in surgery
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is due to the nature of the patient population.”” Rather, the dif-
ferences are the outcome of haphazard processes. Primary care
physicians manage some people with back pain, while others are
referred to orthopedists, who more commonly order MRIs and
recommend back surgery.”

A second example of overuse is elective induction of preterm
birth. The medical literature is clear that elective induction of
labor should be performed only on women who are at over thirty-
nine weeks of gestation;" the consequences of earlier induction
include higher rates of cesarean sections and increased use of the
neonatal intensive care unit by the newborn baby.” Unfortu-
nately, early induction of labor is routine. As many as 4o percent
of inductions are performed before thirty-nine weeks of gesta-

tion.'

Many factors contribute to this overuse: convenience for
the mother or doctor and a desire to have the birth with a trusted
physician are some explanations. Almost certainly, women
undergoing preterm induced labor are unaware of the risks of the
decision; for many doctors, the risks are not a pressing concern.

A third example of unnecessary care is excessive use of stent-
ing (formally termed percutaneous coronary intervention, or
PCI). Coronary stents are often used when the arteries supply-
ing blood to the heart become occluded; the stent, when com-
bined with balloon angioplasty, keeps the artery wall open.
Over one million stents were inserted in 2004."

Some stent insertions are clearly valuable.”® Studies show a
reduction in mortality associated with stenting in the immedi-
ate aftermath of a heart attack.”” Use in other circumstances is
less clear, however. Many people have mild chest pain or have
had a heart attack in the past, and physicians fear there could be
a new coronary event in the future. Is prophylactic stenting

helpful for such patients? A number of clinical studies have
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attempted to determine the value of stent insertion in such
cases. Despite the general belief that stent insertion should be
helpful, the studies generally conclude otherwise.

Research published in 2006 and 2007 found that stenting was
no more effective than medical therapy in preventing death or
future heart attacks for people with stable coronary disease (sza-
bleis defined as disease that occurs during exertion and resolves
at rest).” Many cardiologists acknowledged these studies but
still held the belief that stenting improved quality of life. Alas,
that turned out to be untrue also. A study published in 2008
found that stenting did not have a significant positive effect on
quality of life either.”!

Despite these results, stent insertion is still common, even in
patients with stable coronary disease. As many as 85 percent of
stents are given to patients with stable disease, at a cost of about
$15,000 per stent (including surgical and hospital fees).””

These examples of unnecessary care highlight a central fact
about waste in medical care. It is not that entire classes of care
are unnecessary or inappropriate. Spinal surgery, induced labor,
and stent insertion are all extremely valuable services when
performed on the right patients. Rather, the point is that care is
appropriate in some cases but inappropriate in others, and the
medical system does a poor job of separating appropriate use
from inappropriate use. To use an analogy, health care waste is
like fat layered into beef. One cannot remove it by simply cut-
ting entire slabs. Rather, a delicate and deft knife is needed to
separate the good from the bad.

Inefficiently Delivered Services. Inefficiently delivered services
represent misuse of the health care system. They include
services during which errors are made or where poor infrastruc-

ture means that care is delivered incorrectly.
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Hospital-acquired infections (HAISs), or infections acquired
during medical care for another illness, are a primary example
of inefficient care delivery. It is estimated that about 4.5 HAIs
occur for every hundred patients admitted to the hospital. In
2002, nearly 99,000 people died of an HAIL Estimates suggest
that HATs cost about $40 billion annually.”?

A classic example of an HAI is a bloodstream infection asso-
ciated with a central line, known as a CLABSI. A central line is
a small catheter inserted into a vein in the neck, chest, or groin
to monitor the blood, inject medication, or provide nutrition. It
provides easy access to the bloodstream in patients who need
repeated injections or whose veins are hard to locate. But a cen-
tral line that is not inserted using sterile procedures or is not
changed regularly may induce infection. Without proper pre-
cautions, environmental bacteria—from the nurse’s or doctor’s
hands or a nearby surface—can contaminate the catheter or
needle before it enters the vein, allowing bacteria to enter the

bloodstream.**

Bloodstream infections are serious and may
result in death or a prolonged hospital stay.

There are protocols that medical personnel can follow to
essentially eliminate such infections.” Peter Pronovost of
Johns Hopkins University has pioneered the use of these proto-
cols and has demonstrated that institutions can use them to
essentially eliminate infections.*® The protocols basically
involve standardizing safe hygienic practice: ensuring that pro-
viders wash their hands, making sure the area is sterile, and
changing catheters and other instruments frequently. Still,
use of the guidelines remains low. The CDC estimates that
if the Pronovost protocols were universally followed and
CLABSIs were eliminated, the savings would be up to $9 billion

annually.”’
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In most areas of American industry, error rates have been
substantially reduced. To give an example, the accident rate for
Western-built airplanes (the number of hulls destroyed in every
one million flights) fell 42 percent from 2001 to 2010. The likeli-
hood of an accident is now one in every 1.6 million flights;* the
death rate from medical errors, by contrast, is the equivalent of
a medium-sized jumbo jet crashing daily.

Of course, health care 1s different from flying a plane or man-
ufacturing a car. Pilots fly the same route regularly, and manu-
facturers typically make one product for a lengthy period of
time before switching to another. In health care, however, the
product must be tailored to each customer. Thus some degree of
error is natural.

But the power of this excuse is limited. While individuals
make mistakes, good systems catch those mistakes before they
turn fatal. This is the whole point of the checklist for inserting
central lines. Let’s go back to the reduction in airline fatalities.
In his book Outliers, Malcolm Gladwell discusses how airlines
reduced accidents, focusing specifically on Korean Air’s fatal
1997 crash in Guam.” Korean Air Flight 8o1 was too close to
the ground before it landed, and as a result, the plane crashed
into a hill. Two hundred and twenty-eight passengers died.
While there were many causes of the crash, ineficient commu-
nication between crew members was clearly one.’® The first
officer and the flight engineer observed that Flight 8or was
too close to the ground, but their attempts to alert the pilot were
not forceful enough, and their warnings were not heeded. Even
the computerized Ground Proximity Warning System was
ignored.”

Consideration of flight deck culture shows why this was the
case. The Korean Air flight deck was very hierarchical. The
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pilot was in charge, and everyone else deferred to him. In the
flight in question, this obedience was critical to the outcome.
Without a team culture on the flight deck, the plane crashed.

Health care 1s like the Korean Airlines example. Doctors are
in charge, and everyone else is subordinate. In such a situation,
mistakes can have grave outcomes.”” But while airlines have
adopted a systemwide approach to improving quality, health
care has not. Whereas complete obedience to the pilot is no lon-
ger encouraged, total deference to a senior surgeon still is. This
explains why airline crashes have fallen dramatically, while
health care mistakes have been virtually unchanged. The result
1s a major health and financial loss.

Missed Prevention Opportunities. Missed prevention is underuse
of the health care system. By providing the right care earlier on,
we can improve health and often save money down the road.

There are three types of prevention: primary, secondary,
and tertary. Primary prevention refers to stopping disease
before it occurs; smoking cessation is one example. Secondary
prevention involves preventing chronic disease from becoming
acute. A patient who has high blood pressure can reduce the
probability of a stroke by taking medication to treat blood
pressure. Tertiary prevention involves keeping acute disease
under control. A patient who has congestive heart failure
may have missed opportunities for primary and secondary
prevention; however, he or she can still benefit from tertiary
prevention.

Tertiary prevention has the clearest cost savings. About 20
percent of Medicare beneficiaries who are discharged from a
hospital are readmitted within one month for a very similar
condition.” Often the patient did not see a doctor or nurse in the

intervening period, and many did not take medications appro-
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priately. Preventing readmission is not difficult. Ensuring under-
standing of medication recommendations and adherence to
them, as well as seeing a physician or nurse after discharge, can
prevent many readmissions. Many organizations around the
country have figured out how to do this and have very low rates
of readmission as a result.”* The savings from emulating this
nationally would be large. Estimates suggest that about half of
the $28 billion Medicare spends annually on readmissions could
be saved through known interventions, and three times that
amount could be saved by bringing readmissions down to the
levels of the best systems.”

The financial savings from primary and secondary preven-
tion are more speculative, because there are significant costs
and the benefits are diffuse. For example, smoking cessation
costs money (nicotine replacement therapy, for example) and
may lead to higher medical costs down the road (smokers rarely
live long enough to need long-term nursing home care). But
some studies do suggest possible savings from primary and sec-
ondary prevention.*

Excessive Administrative Costs. Administrative costs consist of
time and effort spent on the paperwork of health care—including
billing, referrals, and credentialing. A massive infrastructure sup-
ports these administrative tasks. There are 2.2 administrative
workers for every office-based physician, and there are 15 admin-
istrative workers for every hospital bed.”” All told, 14 percent of all
U.S. health care expenditures are for administrative expenses.™
This is twice the amount spent on heart disease and three times
the spending on cancer.

There is no doubt that this total can be reduced. The Institute
of Medicine estimates that administrative costs could be cut by

nearly $250 billion annually with no adverse consequences—
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Figure 6. Administrative complexity through the provider revenue
cycle.

indeed, quality of life for patients and physicians would
improve.*”

What are all these administrative personnel doing? Figure 6
shows a high-level typology of administrative costs** One part is
credentialing. The average physician submits eighteen credential-
ing applications annually (each insurer, hospital, ambulatory sur-
gery facility, and so on requires a different one), consuming sev-
enty minutes of staff time and eleven minutes of physician time
per application. Verifying eligibility for services is also costly.
Insurance information must be verified for twenty to thirty
patients daily, including three to four patients for whom verifica-
tion must be sought orally. Because people change insurance plans
frequently, and the cost sharing they are charged varies with the
plan and past utilization (e.g., how much of the deductible have
they spent?), the determination of what to charge a patient is espe-
cially difficult. Because of lags in claims reporting, providers often
have to collect additional money from patients after the fact.

Finally, significant time is spent on billing and payment col-
lection. On average, about three claims are denied per physi-
cian per week and need to be rebilled. Often claims are denied
because additional documentation is required (which cannot be
supplied electronically due to outdated computer systems), or
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because coverage status is uncertain. Three-quarters of denied
bills are ultimately paid, but the administrative cost of securing
payment is high. Indeed, the administrative burden has risen as
insurance policies have become more complex, while the tech-
nology of administration has not kept pace.

The administrative burden differs by payer. Medicare imposes
low administrative costs, as do most government-run systems in
other countries; there is no utilization review or preauthorization
requirement for Medicare-covered services. Billing is also straight-
forward. Private insurers impose higher administrative costs but
also pay more generously.

Prices Thar Are Too High. Prices for the same medical service
vary enormously across providers. Figure 7 shows one example:
the price of abdominal CT scans at different Massachusetts hos-
pitals in 2009. The highest-paid hospital receives nearly four
times more for an abdominal CT than the lowest-paid hospital.
Since an abdominal CT is relatively straightforward, this price
difference does not reflect important dimensions of quality.
Rather, it reflects market power. The hospitals charging more
are the most prestigious ones (Children’s Hospital, Massachu-
setts General Hospital), and the ones charging the least are the
less-esteemed facilities. In a series of reports, the attorney gen-
eral of Massachusetts has shown that big health care providers
command tremendous market power, translating into high over-
all spending and rapid spending growth.*

Building on this, estimates suggest that national medical
spending could be reduced by about 4 percent—or over $ioo
billion annually—if prices were lowered to competitive levels.

Fraud. Medical fraud costs the United States billions of
dollars every year** Much of this fraud is directed against

government insurance programs, though some also occurs in
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private insurance. One investigation revealed that providers
in Miami-Dade County in Florida were overreporting their
Medicare expenditures for durable medical equipment and
home health in order to get greater reimbursements.” Two home
health providers, ABC Home Health Care and Florida Home
Health Care, billed Medicare for $25 million of unnecessary or
fabricated services. On January s, 2012, three employees of Flor-
ida Home Health and ABC were sentenced to prison.* All told,
about 3 percent of medical care spending is estimated to be

fraudulent, although this estimate is uncertain.

Four of the six categories in table 3 are associated with poor pro-
vision of medical services (the exceptions are administrative
costs and fraud)—either too much care, too little, or care from
the wrong providers or in the wrong settings. It is useful to know
more about this misallocation of resources.

The basics of these mistakes can be seen in figure 8. Most
people start off life (at birth or at the onset of adulthood) in rela-
tively good health. As people age, they often acquire chronic
conditions. When those conditions are not managed well, the
situation becomes serious, requiring acute and postacute care.

People receive many kinds of care from a number of different
providers. Primary care physicians are a source of much routine
care, and specialists handle particular diseases. There are also
hospitals, pharmaceutical companies, labs, nursing homes, home
health agencies, durable medical equipment suppliers, and hos-
pices. Although people often need many of these services to
treat a particular condition, these providers are by and large in
separate physical settings and operate under separate organiza-

tional entities. This is part of the problem.
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Figure 8. The progression of health and medical care. This figure
shows how health progresses and when patients use medical care.

In figure 8, poor prevention is illustrated by transitions from
healthy states to less healthy states that are more frequent than
1s appropriate. Uncoordinated care is defined as substandard
management of patients given their health state.

Figure 8 also serves to characterize where the money goes in
medical care. Spending on people who are very sick—the acute
and postacute care noted in the figure—constitutes the vast bulk
of medical care. In the Medicare program, for example, half of
medical spending is related to a hospitalization within the previ-
ous six months.”” Essentially all the rest is used to detect and
treat chronic disease; only 2 percent goes for prevention.

The concentration of spending in acute situations explains
why spending is as high as it is, even when so many people do
not use much care. The top 1 percent of all health care users in a
year accounts for 30 percent of the health care dollars, and the
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next 4 percent use another 3o percent. The bottom 5o percent of
the population, in contrast, uses only 3 percent of the total health
care resources.*

This description of health care waste is depressing. Waste is
rampant and seems immune to easy solutions. But difficult prob-
lems are not impossible ones. In the next chapter, I examine

some answers to the cost problem.



CHAPTER THREE

The Cost Control Debate

“Which country has the best health care system in the world?” It’s
an easy question to ask but a hard one to answer. Imagine walking
into a bar during football season and asking the assembled crowd,
“Which team is the best this year?” You would receive a variety of
impassioned arguments but probably little agreement.

Economists are foolish, so they spend a good deal of time
debating these questions. In 2000, the World Health Organiza-
tion ranked France first and England eighteenth. The British
were mad. Argentina was ranked above Brazil; Brazil responded
by trying to eliminate funding for the World Health Organiza-
tion. The United States was ranked thirty-seventh. All in all, it
was not a happy episode.'

Getting away from specific countries and evaluating types of
systems is more manageable, though opinions are still not uni-
form. Broadly speaking, there are two dominant views about the
best medical care systems: the single-payer advocates and the
free marketeers. A summary of the differing beliefs of these two

groups is shown in table 4.

36
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TABLE 4

Approaches to cost containment

Consumer price sensitivity

Single payer Payment reform  Insurance choice Treatment choice
Restrict use Incentivize Give insurers  Increase cost
to eliminate better care from incentivesto  sharing when

waste, achieve ~ providersand ~ manage care  using services
administrative  consumers
efficiencies

The single-payer group is represented predominantly in left-
of-center organizations; Physicians for a National Health Pro-
gram is a leader.? Advocates of single-payer health care look
around the world and notice a common trend: countries in
which government is a bigger part of the medical care system
spend less than countries with more private involvement, and
their health outcomes do not seem to suffer. In a typical Euro-
pean country, health care paid for by the government averages
76 percent of total spending; in the United States, the compara-
ble share is 48 percent. Thus, for single-payer advocates, more
government involvement is the natural solution to health care
spending. As Physicians for a National Health Program puts it,
“Under the current system, expanding access to health care
inevitably means increasing costs, and reducing costs inevitably
means limiting access. But an NHI [National Health Insurance]
could both expand access and reduce costs.”

We saw earlier that the United States spends much more than
single-payer countries on medical care. Coupled with this is the
finding that health outcomes are no better in the United States

than in countries that spend less. Figure 9 shows the relationship
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Figure 9. Comparison of life expectancy and medical spending. The
regression line was estimated excluding the United States. Data are
from the Organization for Economic Cooperation and Development,
Health at a Glance 201r: OECD Indicators (201n), table 7.1.1, www.oecd.org
/health/health-systems/49105858.pdf.

between life expectancy at birth and medical spending as a
share of GDP across rich countries. Life expectancy is not an
ideal measure of the medical system—many factors other than
medical care affect longevity—but it is useful for this purpose.
There is a modest upward slope to the line and one big outlier:
the United States, where spending is much higher, but outcomes
are worse than average.

The important question is how other countries achieve these
outcomes. Just having the government pay for more of health
care doesn’t mean that spending will necessarily be lower. Medi-
care in the United States is more expensive than Medicare in
Canada, for example. How, then, do these countries spend less?

For simplicity’s sake, I'll refer to the high-government group of
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countries as “Europe” (objections notwithstanding, I have added
Canada and East Asia to “Europe”) and contrast Europe with
the United States. What do European countries do differently?

There are three major differences between the United States
and Europe. First, the United States pays more for the same ser-
vices compared with other countries. Branded pharmaceutical
prices are notoriously higher in the United States than else-
where,! but there is more. The cost of an MRI in Canada, for
example, averages about $300; the comparable number in the
United States is about $1,000.” These lower prices abroad partly
explain how countries like Japan can have more MRIs than the
United States but spend less than we do.

Physicians’ earnings differ even more. The typical specialist
physician in the United States earns $230,000 annually (table 5).
In Canada, a comparable physician earns $161,000, and in France,
the average is $131,000. Only in the Netherlands are specialists
paid more than in the United States. Differences in provider
incomes account for one-third of the difference in medical
spending between the United States and Canada. Further, the
United States has a higher share of specialists than do other
countries. All told, the United States spends nearly as much
more on higher physician earnings as on higher pharmaceutical
costs.’

We could certainly obtain some medical services, such as
pharmaceuticals, more cheaply. But paying doctors less is not so
easy. All high-income people in the United States earn more
than high-income people in other countries, and thus the pay of
physicians is not out of line relative to other highly educated
people. For example, the typical specialist in the United States
earns 1.37 times what the typical high-income earner makes (i.e.,

those between the ninety-fifth and the ninety-ninth percentile



TABLE §

Comparison of physician earnings across countries

Specialists
Ratio of earnings to: Ge.n.eral
Average practitioners:
earnings GDP per High ratio to high
Country (000s) capita earners” earners
United States $230 5.8 1.37 092
Australia $173 5.3 2.54 0.98
Canada $161 5.0 2.11 141
France $131 44 147 092
Germany $155 54 145 1.06
Italy $84 30 1.31 —
Netherlands $286 8.7 2.56 1.06
New Zealand $87 35 147 0.86
Norway $79 19 0.78 0.68
Portugal $79 43 111 0.69
Sweden $71 2.3 098 0.86
Switzerland $130 3.7 0.87 0.77
United Kingdom $114 3.7 0.80 1.02
Non-U.S. average $129 43 145 0.94
Ratio: U.S./non-U.S. 1.78 1.35 0.94 0.98

source: This chart is taken from my work with Dan Ly and is based on earn-
ings data from the Organization for Economic Co-operation and Develop-
ment. Data are in 2004 dollars and are adjusted to 2004 as described in the
Congressional Research Service. See David M. Cutler and Dan P. Ly, “The
(Paper)Work of Medicine: Understanding International Medical Costs,” Four-
nal of Economic Perspectives 25, no. 2 (2om): 3—25. Data on top earners are from
Facundo Alvaredo et al., 2011, Top lncome Database, Paris School of Economics,
http://topincomes.g-mond.parisschoolofeconomics.eu/. Adjustment to 2004
dollars is presented in U.S. Congressional Research Service, U.S. Health Care
Spending: Comparison with Other OECD Countries (2007).

* High earners are people in the 95th to 99th percentile of the earnings distri-
bution. Primary care and specialist incomes are reported combined for Nor-
way and Portugal and distributed between general practice and specialty
based on the differential in Sweden (for Norway) and France (for Portugal).
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of the income distribution; see table §). In European countries,
the average is .45 times. U.S. specialists are thus slightly under-
paid by this metric. The same is true for primary care
physicians.

Clearly one reason for high medical spending in the United
States is that income distribution as a whole is more unequal in
the United States, and health care uses many highly skilled
workers. There is little the health care system can do about
this—though overall income distribution is certainly responsive
to policy.

Greater administrative efficiency is a second reason that
single-payer countries spend less than the United States. The
high spending on administration in the United States, noted
previously, is greatly in excess of the costs in other countries.
The United States has 25 percent more health care administra-
tors than the United Kingdom, 165 percent more than the Neth-
erlands, and 215 percent more than Germany. To put the number
of administrative staff in perspective, note that on a per capita
basis, the number of clinical staff is no greater in the United
States than elsewhere. The United States has 1o percent more
physicians per capita than Canada but 25 percent fewer physi-
cians than the typical high-income country. Similarly, the
United States has only 8 percent more nurses per capita than the
typical rich country.

These administrative costs add up. Administrative cost dif-
ferences account for 39 percent of the difference in spending
between the United States and Canada. A good share of this
might be eliminated in a single-payer system—though there are
also other ways of streamlining these costs.

Additional care received is the third reason for higher spend-

ing in the United States. For any given condition, Americans are
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treated with more intensive care than people in Canada or most
other high-income countries. A heart attack victim in the United
States is more likely to receive a surgical intervention than is a
similar patient in Canada; treatment of mental illness occurs
more frequently (even given diagnostic symptoms); imaging is
much more readily performed in the United States.

There is no mystery behind this. The United States does
more than other countries because it has the resources available
to do so. In Ontario, there are eleven hospitals that are autho-
rized to perform open-heart surgery.® Pennsylvania has approx-
imately the same population as Ontario, but it has sixty hospitals
capable of performing open-heart surgery”’ There is simply no
way that Canadian hospitals could perform open-heart surgery
on as many patients as American hospitals do, even were they to
operate round-the-clock. Indeed, the rate of stent insertion in
Canada is half that in the United States."

The differences in availability of technology across countries
are startling. Considering just inpatient institutions, the United
States has the fifth-highest number of CT scanners per capita
(behind Japan and Australia), the second-highest number of
MRI scanners per capita (behind Japan), and the second-highest
number of PET scanners (also behind Japan)." Counting outpa-
tient institutions would move the United States up even higher.
The United States is the second-highest in stent insertions per
capita (behind Germany) and the third highest in bypass sur-
gery per capita (behind Belgium and Germany).

A single-payer system would reduce spending on treatments,
provided the availability of technology was reduced. Cutting
out existing treatments is hard, however. Whenever countries
close down hospitals or reduce facilities, the population becomes

upset, and support for the system falls.”” It is far more effective to
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limit the diffusion of new technologies over time. It is much eas-
ter to tell hospitals in Ontario without open-heart surgery capa-
bilities that such a program is not needed than to tell hospitals
that already have these capabilities to close their existing pro-
grams. Thus technology restrictions have increasing bite over
time.

The immediate fear about limiting the availability of tech-
nology is, of course, that necessary services will not be provided.
After all, there is no guarantee that physicians and hospitals
operating under technological constraints will eliminate only
unnecessary surgeries or images. In some countries, the ration-
ing works well. For example, outcomes after a heart attack are
similar in the United States and Canada, even though Ameri-
cans receive much more intensive treatment; there is enough
gray-area care where advanced technology need not be applied
that physicians in Canada do not have to cut into valuable care.
Indeed, patients in Canada are not even told they are being
rationed; there is simply different medical criteria for when
open-heart surgery is justified and when it is not. (Lest Ameri-
cans complain, rates of bypass surgery differ enormously across
the United States, and there are few complaints about rationing
in low-use areas.)

If rationing is not the fear, what is? There are three concerns
about moving to a single-payer system into the United States.
First, Americans are wary about government involvement in
medical care, and a single-payer system involves more govern-
ment than many people are comfortable with. There is an apoc-
ryphal story about a senator who was approached by one of his
elderly constituents and told to “keep the government out of my
Medicare” (oops, Medicare is a government program). Even the

Affordable Care Act’s individual mandate to buy private health
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insurance struck some people as too much government involve-
mentin health care. Single-payer health care goes a layer deeper.

More substantively, single-payer systems are not necessarily
good at encouraging people to receive good preventive care. As
noted previously, the United States is relatively bad at preven-
tion: rates of chronic disease treatment are low, and the system is
not good at working with people to schedule their cancer screen-
ings or renew their medications. It turns out that other countries
are similarly bad at this. As figure 10 shows, only 46 percent of
diabetics in the typical developed country receive their recom-
mended screening. The countries that do better are the ones that
deal with people in many different settings—on the phone, late
at night, and so on. Countries with more traditional ofhice visits
have low rates of appropriate chronic care. Just moving to a sin-
gle-payer system does not make chronic disease care work well;
bigger changes in the structure of health care delivery are
needed.

Finally, single-payer systems do not necessarily guarantee
equal access to all citizens. Doctors ration fairly in Canada, but
they do not do equally well in all countries. In Italy, for exam-
ple, the northern part of the country is more politically power-
ful than the southern part, and hence, medical resources are
greater in the north than in the south.”” In England, the wages
for nurses are not adequately adjusted for local price differences,
so there is a chronic nursing shortage in London but adequate
supply elsewhere."* Rationing without taking account of demand

is always problematic.

The free marketeers take off from this last point and run with it.

In the marketeer version of the world, governments are inher-



The Cost Control Debate | 45

100

2
& 80+
g
5 601 Average = 46%
(]
g 40
c
Q
(0]
o

0 -

& R R S & ® N &
Q\"é\ c}('b stb R & eq}‘b &\‘0(\ ' 0_,60 6‘@‘_&
?‘\) (@) C,)Q’ V ee,"\‘(\q’ b@(\ .\'Qé
3 ) &
< & N
Country

Figure 10. Share of diabetics who received recommended preventive
care services, 2008. The United States is about average in the share of
diabetics who received recommended preventive care services,
including HbA1c screening, lipid testing, and retinal exams. Rates of
diabetes control are much lower. Data are from Cathy Schoen et al,,
“In Chronic Condition: Experiences of Patients with Complex
Health Care Needs, in Eight Countries,” Health Affairs 28, no. 1

(2009): wi—w16, http://content.healthaffairs.org/content/28/1/w1
.abstract?’keytype = ref&siteid = healthaff&ijkey = cOSQSiy6fDlo.

ently inefficient, and markets are inherently wonderful. Thus,
the way to solve problems in medical care is to rely on the power
of the market. That means empowering consumers and disa-
bling governments. In the marketeer conception, health care is
no different from selling toothpaste or cars; putting consumers
in charge will yield the best possible outcome. Naturally, with
this point of view, the marketeers tend to be right of center.
Their members populate organizations such as the Cato Insti-
tute, the Heritage Foundation, and the American Enterprise

Institute.
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Marketeers come in two flavors: those who prefer a market
with very little insurance and consumers left mostly on their
own, and those who put faith in the power of private insurers to
steer people to the right outcomes. Let’s call the first group
direct marketeers and the second insurance marketeers.

The canonical medical treatment in the direct-marketeer
framework is Lasik surgery—the surgery that corrects vision
problems in people who are nearsighted or farsighted, or who
suffer from astigmatism.” There is relatively little insurance for
Lasik; mostly, people pay for the surgery out of pocket. Over
time, the price of Lasik has fallen, even as quality has improved.
Wouldn’t that be true of all medical care if consumers were in
charge?

According to Newt Gingrich, it would be:

The lesson of nearly four hundred years of entrepreneurial, tech-
nology and science-based free market capitalism is very clear. You
should expect to get more choices of higher quality at falling prices.
This is the opposite of the rationing mentality of some left-wing
politicians and the scarcity mentality of too many bureaucrats. We
need to bring these concepts into health and health care. We must
insist that doctors, hospitals, medical technologies, and drugs have
both quality and cost information available on-line so people can
make informed decisions. We can then shift the purchasing deci-
sion to the patient and his family so they can make their own cost

and quality trade-off decisions.'s

Of course, a moment’s reflection reveals the difference between
Lasik and open-heart surgery. One is performed after much
thought and time for shopping; the other is not. One is readily
amenable to measuring quality; the other requires more analysis.
One is a simple procedure; the other is complex. Move away from
Lasik, and the world suddenly becomes less clear. Dental care is



The Cost Control Debate | 47

not well covered by insurance, and the environment is leading to
healthier teeth, yet the costs of dental care have increased nearly
as rapidly as the costs of medical care.” Even veterinary costs are
increasing over time, at roughly the rate of human care, and very
few people have insurance for their pets.”

The tenuous extrapolation from Lasik to open-heart surgery
annoys many analysts. Arnold Relman, former editor of the
prestigious New England Fournal of Medicine, wrote, “A real solu-
tion to our [health care] crisis will not be found until the public,
the medical profession, and the government reject the prevail-
ing delusion that health care is best left to market forces....
Once it 1s acknowledged that the market is inherently unable to
deliver the kind of health care system we need, we can begin to
develop the ‘non-market’ arrangements for the system we
want.”"”

The 1dea that markets may not be perfect does that mean that
people do not respond to prices in medical care. They do. The
RAND Health Insurance Experiment, conducted in the 1970s,
showed conclusively that high cost sharing—either through
deductibles or coinsurance rates—discourages utilization.”” A
plethora of studies since then have confirmed the RAND results.
Rather, the problem is that people do not respond in the right way.

Consider the following study, a typical one in the literature.”
Researchers analyzed the medical spending and claims infor-
mation for 36,000 people in insurance plans with high cost shar-
ing, and matched them by health status to over 700,000 people
with more traditional insurance plans (to correct for differences
in health between the two groups). They then examined how
utilization differed between the two groups, attributing the dif-
ference (adjusted for health and demographic status) to the

insurance plan. People in higher cost-sharing plans used fewer
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services overall. All told, the high cost-sharing plan saved 4-15
percent relative to the traditional plan. This is a modest effect; it
is not huge (recall that the total amount of excess spending is
believed to be one-third), but it is not trivial either. Putting
everyone with insurance in a high cost-sharing plan would
reduce overall medical spending by about 10 percent.

Unfortunately, the services people deferred were not always
the unnecessary ones. Children in the high-deductible plans
were less likely to be immunized; age-appropriate women were
less likely to be screened for breast and cervical cancer; and
both men and women were less likely to be tested for colorectal
cancer. In the short run, deferring these services does not affect
health much; missing a single screening is rarely fatal. But over
time, this would worsen health and offset some of the initial
health savings. Breast and cervical cancer are more expensive
when detected later, and more likely to be fatal. Deferred immu-
nizations make infectious disease outbreaks more likely. There
are good ways to save money, but this is not one of them.

This study is not an isolated one; the result that cost sharing
leads to modest savings, split between necessary and unneces-
sary care, has been found in a variety of settings.”” One research
report even estimated that higher cost sharing resulted in higher
overall spending in the short run, as more people stayed off of
their medications and wound up being admitted to a hospital.”’
More often, the studies show that plans with higher cost sharing
save money, but not in ways that we would prefer.

On one level, this is irrational. Why should someone not get a
mammogram just because the cost of the scan has increased mod-
estly? (In some cases, the scan is even free, but the physician visit
to schedule it is not.) Isn’t the possibility of future breast cancer

enough to get people to go in for tests? But who said people were
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rational? Study after study shows that charging people more for
screening or for chronic care medications leads to fewer recom-
mended screens and reduced use of those medications.” Wishing
that people become better able to navigate health care when they
pay more for it will not make these decisions different.

The insurance marketeers have a solution for this. Recognizing
that people are not good at making medical care decisions on their
own, they posit that insurers can help them. A good insurance
company could figure out what services are valuable and what ser-
vices are not. If people would benefit from outreach to schedule
their screening or take their medications, then the insurance com-
pany could set up programs to do this. On the other side of the
ledger, if stent insertion is not needed for people with stable coro-
nary disease, the insurance company would not cover that use of
the technology. That, after all, is the magic of the market.

I have more sympathy for this view than for the direct marke-
teer view. Insurers are responsive to what their customers
want—more or less. The idea that insurers can help people
make sense of the medical care system is not crazy.

But so far, the evidence that insurers will be effective in this
task is missing. In the mid-1990s, insurers tried to steer people
away from some providers and toward others. The primary care
physician was going to be a “gatekeeper” who would “manage”
members’ care. They would do this by finding high-quality, low-
cost providers and increasing use of those doctors and hospitals.
Health maintenance organizations (HMOs) became all the rage.

The problem was that it didn’t work as intended. In most
HMOs, physicians were dictated to, rather than involved in the
care planning process. Physicians do not like their professional
judgment being questioned any more than the rest of us do.

Patients did not understand the rationale for the restrictions,
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and they rebelled. Even Congress joined the act, with repeated
bills proposing a Patient’s Bill of Rights (none of them ever
passed). By the late 1990s, people were sick enough of managed
care that managed care restrictions were loosened, and the
worst of the era was undone.

Reading the proposals of the insurance marketeers, one
would never know that we had lived through this history. Here
1s 2012 Republican presidential nominee Mitt Romney: “With
insurers competing against each other to provide the best value
to customers, efficiency and quality will improve and costs will
decline.”” The word HMO barely passes his lips. Here is the
House Republican Party arguing for another marketeer favor-
ite—turning Medicare over to private companies: “A defined
contribution system [as it is termed] is likely to result in lower
rates of health care spending growth, since insurers would be
competing on price as well as benefit design, and would be
directly accountable to patient demand for high-value, high-

726

quality services.”* I wish the evidence supported this.

There is a clear test of the insurance marketeer theory: Medi-
care 1s largely a public system, and employer-based insurance is
largely private. Thus, if the insurance marketeers’ theory is cor-
rect, the cost of Medicare should be rising more rapidly than the
cost of private insurance. It is difficult to test this exact prediction,
since longtime series data on insurance premiums are hard to
obtain, and they need to be adjusted for changes in who is covered.
But a related theory can be tested. If the insurance marketeer the-
ory is right, Medicare costs per beneficiary should be increasing
more rapidly than total national medical spending per person—
which reflects the average of public and private insurance.

Figure 11 shows this comparison. The prediction is wrong.

Aside from a few particular years, Medicare and total spending
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have grown at about the same rate. Medicare grew faster in 1973,
when it added coverage for people with kidney failure and dis-
abilities. In 1997, Medicare enacted payment reductions and
went after hospitals that were overbilling the government; the
result was a dramatic decline in spending. In 2006, drug benefits
were added to the Medicare program; spending growth spiked
in that year. On average, growth in the two programs has been
about the same. One can always believe that the future will be

different than the past, but it is best not to bet the house on it.

The point that single-payer advocates and marketeers both miss
1s that medical care is an extremely complex business, and the
operation of the business itself needs to change. Consumers are

not informed enough to make real shopping work, and insurers
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have not stepped in to substitute for them. Indeed, the relation-
ship between private insurers and providers is so acrimonious
that it is implausible to think that private insurers will bring
much standardization to medical care. Single-payer systems,
while having the virtue of predictable savings, do not provide
the incentives to always get care right. Thus a different model is
needed. Indeed, as medicine increases in complexity, the prob-
lem with the current system will only get worse.

In fact, there is an answer to the question about where the
best medical care is provided. It is not in a foreign country or a
single geographic location. Rather, the answers are scattered
about the United States, in organizations that have set their
sights on providing the best medical care at the lowest price.
There are many such organizations in operation. | take a tour of

a few of them next.



CHAPTER FOUR

The Quality Cure

Amid the depressing stories about the cost and quality of U.S.
health care, there are some distinct outliers. A number of health
care organizations across the country have made tangible strides
toward higher-quality, lower-cost performance. In this chapter,
I describe some of these successes and analyze what we can
learn from them about the strategies that lead to good outcomes
(see table 6).

. . .

Let’s start off with primary care, which is the backbone of any
health system. To see primary care done well, we head to Cali-
fornia and Kaiser Permanente. Kaiser Permanente is one of the
largest health systems in the world. The plan has nine million
members based largely in California and the Pacific Northwest,
but its reach extends to Colorado, the District of Columbia,
Hawaii, Ohio, and Georgia. Kaiser always had the reputation of
monitoring hospital use carefully, but its primary care lagged.

Keeping costs low too often meant having too few primary care
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TABLE 6

Examples of the quality cure

Annual Cost

Projected National

Provider Type of Care Specific Problem Intervention Savings Savings
Kaiser Primary Wasted primary care My Health Manager ~ $500 million $6.6 billion
Visits
Mayo Clinic Primary Specialist Curbside Clinics n/a n/a
consultations
Geisinger Acute Coronary artery ProvenCare®™ 5% of hospital ~ $400 million
bypass graft surgery Program costs
Intermountain Acute Elective inductions Women and Newborn $50 million $3.5 billion
<39 weeks Clinical Integration
Program
Virginia Mason Acute Back surgery Back Pain $1.7 million $45 billion

Collaborative




The Quality Cure | 55

physicians. In the 1990s and early 2000s, people were leaving the
plan because they found Kaiser too big and impersonal.

Kaiser responded by installing the largest private electronic
health system in the world. Built over six years at a cost of $4
billion, the EMR was finished in 2010. HealthConnect, as it is
called, is now present in 454 medical offices and 36 hospitals.'
The system permits patients to do many things online, ranging
from requesting refills and scheduling appointments at the low
end to viewing test results, sending secure e-mail to physicians,
and accessing complete medical records at the high end.” Behind
the scenes there is decision-support software that helps provid-
ers do what is best, as well as a host of analytic capabilities to
analyze how Kaiser and each of'its clinicians are doing.

Kaiser’s system has received a huge positive response from
patients, with over 8,000 registering to become part of the
online community every month. The ability to connect elec-
tronically has made a major impact on the way Kaiser provides
primary care.’ In 2011, there were 105 million visits to the Kaiser
website. Thirty million people viewed lab test results online, 12
million e-mails were sent to doctors and other care providers,
and 1o million prescriptions were refilled online. This use of
technology dramatically reduced the need for face-to-face
interactions. As a result, office visits have decreased as much as
26 percent; telephone and e-mail consultation increased by eight
and six times, respectively.’

Kaiser’s e-mail system has also produced tangible health
improvements. A 2010 study found that e-mail interactions led
to significant improvement on a variety of quality measures,
such as HbAi1c testing for diabetics, LDL screening for people
with high cholesterol, and blood pressure control. Kaiser is now

at or near the top of national rankings in chronic disease care.’
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The EMR system’s impact on costs is difficult to measure,
because nobody was laid off. Rather, the resources saved were
largely freed up to serve more patients. But there were material
changes. Because of the electronic record, most of an office that
was in charge of handling paper records was reassigned to other
tasks.® The consulting firm McKinsey estimated that the disease
registries alone would save $3 million annually by reducing
acute events.” Kaiser itself estimated that it would save $500 mil-
lion per year thanks to its streamlined system.* Expanded
nationally, just these savings would amount to $6.6 billion of
reduced spending per year.” On the competitive front, patients’
perceptions of Kaiser have improved markedly. Kaiser considers
the computer system a competitive advantage in encouraging
members to join and stay with its plan.

Of course, electronic capability isn't everything. Kaiser’s
payment model complements its I'T system. Physicians receive
a salary; thus they can substitute e-mail communication for
face-to-face visits as appropriate. In addition, physicians are
rewarded for measures such as workload, group contribution,
patient satisfaction, and quality, through a bonus that is up to §
percent of their salary.” Outside of Kaiser, in contrast, e-mail is
a money loser: there is no payment for e-mail communication,
and e-mail exchanges reduce the time for seeing patients face to
face, which 1s reimbursed. The typical primary care doctor
would struggle mightily to replicate the primary care system at
Kaiser.

The Mayo Clinic is another example of improved primary
care."! The Mayo Clinic is the world’s oldest and largest multi-
specialty group practice. Founded in the 1920s, the Mayo Clinic
1s based in Rochester, Minnesota, and has expanded to Jackson-

ville, Florida, and Glendale, Arizona, in recent years. The Mayo
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Clinic is known for excellent medical care, advanced medical
training, and cutting-edge research.

Early on, the Mayo Clinic adopted the idea that physicians
need to practice as a team, not a collection of individuals. As
early as 1910, William J. Mayo (the founder of the clinic) wrote,
“The sum total of medical knowledge is now so great and wide-
spreading that it would be futile for any one man ... to assume
that he has even a working knowledge of any part of the whole. ...
It has become necessary to develop medicine as a cooperative
science; the clinician, the specialist, and the laboratory workers
uniting for the good of the patient, each assisting in elucidation
of the problem at hand, and each dependent upon the other for
support.”’?

Teamwork is central to the Mayo Clinic model. A patient at
the Mayo Clinic has a “coordinating physician,” not a primary-
care gatekeeper. The physician coordinator can reach specialists
immediately for quick advice; a walk down the hall often substi-
tutes for a future appointment. Visits are scheduled with all rel-
evant specialists in sequence, and information flow is main-
tained through continuously updated electronic medical
records. As at Kaiser, physicians at the Mayo Clinic are paid for
good care, not more visits. The teamwork model is one reason
why the Mayo Clinic is nationally recognized as a quality leader

in both primary and acute care."”

. . .

If the goal of primary care is to provide people with access in as
many ways as possible, the goal of acute care is to help people
when they get very sick—to do what is needed when it is needed,
avoiding too much or too little. The best health systems
have taken exactly this approach. They give people the right
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care all the time—no less and no more. To see how they do
this, let’s start in central Pennsylvania. Geisinger Health
System is an integrated health provider serving a base of approx-
imately 2.6 million patients throughout Pennsylvania. It is
renowned for its focus on acute care, through programs such as

ProvenCare™

, a step-by-step process that seeks to improve
quality.

Consider the example of coronary artery bypass graft
(CABG, pronounced like the vegetable).* CABG is a surgery
performed on patients with severe heart disease who have had
or are at risk of having a heart attack. The procedure provides
additional blood flow to the heart by transplanting or “grafting”
arteries or veins from another part of the body to the heart.
CABG is a difhicult operation, with high operative mortality
and a premium placed on the right care at the right time.

In 2005, Geisinger decided to standardize CABG care in an
effort to improve quality and lower costs. It started by creating a
list of best practices in CABG. Physicians at Geisinger identi-
fied forty such best practices, based on 2004 guidelines from the
American College of Cardiology and the American Heart Asso-
ciation (figure 12). The list of best practice guidelines included
five different areas in the patient’s timeline of care: preadmis-
sion, during an operation, postoperative, discharge, and postdis-
charge. Each of the five categories includes up to twelve specific
process measures, such as screening for the risk of stroke and
administration of postoperative aspirin, beta-blockers, and anti-
biotics. Importantly, these best practices are based on clinical
criteria about what is best for patients, not economic criteria
about costs. At Geisinger, as at other institutions striving for
more efficient care, physicians are never put in a position of

denying care for economic reasons.
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Preadmission

» Discussion of treatment options/patient preferences
* Any necessary screenings (i.e., stroke risk)

Operative

* Administration of preoperational beta-blockers and antibiotics
* Peer consults

Postoperative
« Antibiotics, aspirin, beta-blockers, statins, anticoagulants
» Tobacco screening/counseling
* Plastic surgery consultations

Discharge

* Medications (beta-blockers, aspirin, stains)
* Referral to cardiac rehab

Postdischarge

* Patient follow-up
« Adherence to medications, cardiac rehabilitaion enrollment

Figure 12. ProvenCare®™ best care practice categories and examples.
Forty process steps were identified, disseminated, and built into the
electronic workflow.

In analyzing its CABG performance, Geisinger discovered
that it was good but not great. Geisinger had low mortality and
good morbidity outcomes, but it was implementing best practice
in only a little over so percent of cases. Clearly, there was room
to improve.

The workflow to achieve these goals was programmed into
the electronic medical record (Geisinger has had one since 1995).
When performing CABG, the right care is automatically
prompted, so that the default path for physicians is the one asso-
ciated with the highest quality. Doctors who choose not to com-
ply with specific prompts must document their reasons for not

doing so, and their compensation is tied to adherence (though
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compensation is not tied to specific patient outcomes for fear
that it might provide a disincentive to take on sicker patients).

Geisinger also sought to get patients more involved in their
own care through the “Patient Compact,” an agreement between
Geisinger and the patient to work together with the goal of
improving the quality of care. By signing the contract, the
patient makes eight commitments in the four areas of teamwork,
family involvement, adherence to important guidelines, and
prevention. The promises include asking questions so as to be
informed, fully disclosing relevant health information, develop-
ing plans for each stage of the process, and attending a cardiac
rehabilitation program following surgery.

The emphasis on the highest possible quality and patient
engagement led Geisinger to a new pricing model. Realizing
that quality improvement does not pay when money is collected
per service provided and that higher quality actually means
fewer services, Geisinger decided to establish a bundled pay-
ment. It would take a fixed fee and guarantee ninety days of
care. This amount would cover preoperative care, the proce-
dure itself, and any follow-up care—even that resulting from
complications. In essence, Geisinger invented the warranty for
health care.

After some ups and downs in the first six months, the pro-
gram turned out to be an immense success. Adherence to rec-
ommended processes increased to 10o percent—that is, Geis-
inger hit all its core targets all the time. Furthermore, Geisinger
kept its performance at that level. These changes led to material
benefits for patients. There were reductions in the numbers of
adverse events—including mortality and complications—
shorter lengths of stay and fewer hospital readmissions. The

magnitude of the health gains impressed everyone.
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The financial benefits were impressive as well. Hospital costs
for CABG fell by s percent after the program. Nationally, the
United States spends about $10 billion annually on CABG sur-
gery.” If the Geisinger experience could be replicated nation-
wide, the savings in CABG alone would be about $500 million
annually.

The ProvenCare’™ system was so successful that Geisinger
has expanded it to other conditions: angioplasty, hip replace-
ment, cataract surgery, erythropoietin use, bariatric (weight-
loss) surgery, and perinatal care (the first seven days after birth).
If the cost of all episodes of care could be reduced by 5 percent,
the savings to the health system would be in the hundreds of bil-
lions of dollars.

The Geisinger story is rare but not uncommon. Intermoun-
tain Health Care provides a similar example, focusing on the
problem of preterm birth. Let’s return to the example of prema-
ture elective induced labor, mentioned in a previous chapter.
Clinical guidelines are clear in their assertion that early elective
induction (before thirty-nine weeks) is not appropriate: it is
associated with higher risk of cesarean section for the mother,
greater NICU use for the baby, an increased chance of cognitive
defects and mortality, and higher risk for chronic diseases later
in life." Even so, about 14 percent of elective inductions occur
before thirty-nine weeks."”

The Intermountain Health Care System decided to tackle
this problem. Like Geisinger, Intermountain is an integrated
health system, composed of twenty-three hospitals and many
clinics throughout Utah and parts of Idaho.® Intermountain
developed the Storkbytes data system to measure what was
going on and help them address the problem. Intermountain’s

data at the beginning of the process showed that 28 percent of
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elective inductions were being conducted before the recom-
mended thirty-nine weeks.

In response, Intermountain formed a Women and Newborn
Clinical Integration program and made it the program’s goal to
address this issue. The clinicians started off by reviewing and
affirming that the guidelines about avoiding early elective
induction were clinically appropriate. The clinical evaluation
was based on patient outcomes, not economic appropriateness;
physicians were never asked to withhold care for economic
reasons.

To standardize practice around best care, Intermountain
worked to educate staff and patients about the risks of early elec-
tive inductions. Perhaps more importantly, the new policy was
programmed into the computer system as the default treatment.
The computer routinely refused physicians wishing to schedule
an elective induction before thirty-nine weeks of gestation; per-
mission was required from either the hospital’s chair of obstet-
rics and gynecology or an attending perinatologist.

Within a year of the program’s implementation, Intermoun-
tain found that preterm elective inductions dropped to below 3
percent of induced labor. In addition, the study found decreases
in complications associated with pregnancy and delivery, such
as postpartum anemia.” The savings from the program were
immense. Intermountain estimated that it saved $50 million
annually from this intervention. Given the magnitude of early
elective induction nationally, researchers estimate that applying
this decision rule across the country would reduce total medical
spending by $3.5 billion annually.”

One more example shows the power of the quality cure. The
example comes from Seattle, Washington, and concerns a seem-

ingly minor issue—the treatment of lower back pain. As noted in



The Quality Cure | 63

chapter 2, spine surgery is rapidly becoming the poster child for
overused care.” In addition to its financial cost, treating back pain
more intensively than is needed also involves significant time off
work—which is especially costly for people in their prime work-
ing years. And when people are off work, productivity suffers and
other medical conditions can arise (e.g., depression).”

For these reasons, appropriate treatment of back pain has
become a focus for employers interested in improving care. Vir-
ginia Mason Medical Center in Seattle took on the challenge of
lower back pain. Virginia Mason’s interest in back pain did not
arise by happenstance. In the early 2000s, Virginia Mason found
itself in a difficult position when employers complained about
the high cost and lengthy treatment time for routine back pain.”
Rather than pleading that nothing could be done or arguing that
the system was already ideal, Virginia Mason decided to rede-
sign the care process for the condition.

Virginia Mason started by meeting with benefit managers of
several large companies, including Starbucks, Nordstrom, and
Costco. Together, they came up with five quality indicators for
lower back pain treatment: low cost, evidence-based care,
patient satisfaction, quick and easy access, and minimal loss of
work time.** Virginia Mason tackled these goals with a produc-
tion-system approach. They set their objective as identifying
and fixing problems in the back pain “production system” in
advance and as they arose, rather than observing them only
after the fact.”

Using a simple triage system developed by physicians, Vir-
ginia Mason classified new back-pain cases into those likely to
respond to physical therapy alone (the vast majority of the cases)
and the smaller share of patients who needed more intensive

care. The first group was routed into same-day physical therapy.
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The latter group was sent to orthopedists, who had more time
for them without the first group of patients hogging the sched-
ule. Thus the severe patients were seen right away.”®

Since starting the program in 2004, the clinic has reduced
treatment times, increased patient satisfaction, and reduced
costs.”” Average treatment time fell from sixty-six days to twelve
days. Patient satisfaction is at 98 percent.”® MRI use for lower
back pain decreased by 23 percent, and cost per case fell by s5
percent.”’

Savings of this magnitude are immense. The national bill for
lower back pain is about $86 billion annually. Applying the Vir-
ginia Mason strategy nationally would thus save nearly $5o bil-

lion annually.

At first glance, these successes in health care seem very differ-
ent—a closed shop organization growing out of California, an
integrated physician group in Minnesota, and health systems in
central Pennsylvania, Utah, and Washington state. Geography
1s certainly not a deciding factor in doing well. Is there anything
that defines high-performing organizations?

Many analysts are uncertain about this, and this uncertainty
leads them to answer no. In the debate over the Affordable Care
Act, proponents of some parts of the bill (including me) argued
that having the federal government push transformation of the
health system could lead to large cost savings.*® Other analysts
thought the high-performance organizations were too unique to
be imitated, arguing that such organizations are not born
overnight.

But noting that these systems are unique does not mean

they have nothing in common. There are several features of
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high-performance organizations that can be imitated and
encouraged. The famous Russian novelist Leo Tolstoy started
his masterwork Anna Karenina with the observation that “happy
families are all alike; every unhappy family is unhappy in its
own way.” To bring Tolstoy to the modern age, we might
rephrase: successful businesses are (almost) all alike; every
unsuccessful business is unsuccessful in its own way.

Successful businesses come in two varieties. The first is very
small, local businesses that have a core of dedicated customers
and personal involvement from the owner. The boutique cloth-
ing store with just the right look for its dedicated clientele is one
example. The sole-practitioner pediatrician is another. People
enjoy interacting with these businesses because they have excel-
lent customer service, the quality of the product is often observ-
ably high, and the feeling of intimacy is valuable to the overall
experience.

Most medical care is not like the sole practitioner, however.
Most physicians are employed in larger groups,” and hospitals
are big, often multicenter institutions. Running a health care
system 1is closer to managing a chain of retail stores than a bou-
tique establishment. The problem is that health care organiza-
tions are not adept at this. They resemble a chain of clothing
stores that keeps sales information on note cards and runs the
employees ragged looking for the inventory in storage. At their
scale, this just doesn’t work.

There are principles that work for running complex busi-
nesses. Successful health care firms have figured these out.
Indeed, the Institute of Medicine recently gathered together
eleven people who run some of the highest-value health systems
in the country and asked them what lessons they had learned.

Their list is shown in table 7. They divided the essential



TABLE 7
CEO checklist for high-value care

Foundational 1. Governance priority (visible and deter-
elements mined leadership by CEO and board)
2. Culture of continuous improvement
(commitment to ongoing, real-time

learning)
Infrastructure 3. IT best practices (automated, reliable
fundamentals information to and from the point of
care)

4. Evidence protocols (effective, efficient,
and consistent care)

5. Resource utilization (optimized use of
personnel, physical space, and other

resources)
Care delivery 6. Integrated care (right care, setting,
priorities providers, and teamwork)

7. Shared decision making (patient-
physician collaboration)

8. Targeted services (tailored to resource-
intensive patients)

Reliability and 9. Embedded safeguards (supports and
feedback prompts to reduce injury and infection)
10. Internal transparency (visible progress in

performance, outcomes, and costs)

sourcke: Delos Cosgrove [president and CEO, Cleveland Clinic], Michael
Fisher [president and CEO, Cincinnati Children’s Hospital Medical Center],
Patricia Gabow [CEO, Denver Health and Hospital Authority], Gary Gott-
lieb [president and CEO, Partners HealthCare System], George Halvorson
[chairman and CEO, Kaiser Permanente], Brent James [executive director,
Intermountain Institute for Care Delivery Research], Gary Kaplan [chairman
and CEO, Virginia Mason Health System], Jonathan Perlin [president, Clini-
cal and Physician Services, HCA], Robert Petzel [undersecretary for health,
Department of Veteran Affairs|, Glenn Steele [president and CEO, Geisinger
Health System], and John Toussaint [CEO, ThedaCare Center for Healthcare
Value], A CEO Checklist for High-Value Health Care (Washington, DC: Institute of
Medicine, 2012).
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ingredients into four groups. Foundational elements include
making high-value care a priority and creating a culture of con-
tinuous improvement. Infrastructure includes electronic records
and the use of protocols. Care delivery priorities are the third
area; integrating care across providers and between providers
and patients is the heart of this component. Finally, the CEOs
stressed reliability and feedback, including embedded safe-
guards and transparency throughout the process.

The lessons in table 7 are specific to health care, but the prin-
ciples are general. Looking across all businesses in the economy,
successful firms tend to have three common organizational fea-
tures, shown in figure 13. First, successful firms use I'T exten-
sively. They know what goods they are selling, how much it
costs to make them, and how they can manufacture them most
efficiently. Wal-Mart, one of the most productive companies in
the world, was a pioneer in the use of information technology in
business. It introduced scanners at checkout counters, the uni-
versal product code (UPC), radio frequency identification tags
(RFID) for better inventory management, and electronic data
interchange (EDI) to connect buyers and sellers.”” These inno-
vations save time and money. With checkout scanners, for exam-
ple, Wal-Mart is able to reorder inventory without assigning an
employee to tally sales and make the connection.

Our good health care firms all use I'T extensively. Kaiser is
famous for its I'T system—$4 billion is certainly a lot to spend.
Both Geisinger and Intermountain Health Care stress the role
of their electronic records in ensuring that the best care is pro-
vided all the time. Indeed, I once asked the guru of Intermoun-
tain Health Care’s operations, Brent James, what he considered
the most important factor in Intermountain’s success. He cred-

ited the information infrastructure.
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Figure 13. The drivers of productive businesses.
Successful firms generally have three features in
common: they use I'T" extensively to evaluate their
practice; they align financial incentives to focus on
value creation; and they engage employees and
customers in quality improvement.

Second, successful firms reward doing the right thing—mak-
ing products that work and having satisfied customers. Whether
you agree with the Apostle Paul (“The love of money is the root
of all evil”) or George Bernard Shaw (“The lack of money is the
root of all evil”), we cannot ignore the role of money in how the
system works. In health care, this involves putting together
compensation packages that reward good care and blunt exter-
nal incentives for poor care. In some systems (Kaiser and the
Mayo Clinic, for example), physicians are largely salaried. In
other cases (e.g., Intermountain), physicians receive a perfor-

mance bonus based on high quality. The compensation systems
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are not the same at all of these institutions, but they all have this
in common: in none of the high-quality systems is a large share
of physician compensation related to how intensively a doctor
treats patients. Good organizations want physicians focused on
the best care, not just more care.

Third, successful firms empower employees, and even cus-
tomers, to make changes that improve productivity. Clearly,
senior leadership needs to be supportive. But good ideas do not
come exclusively, or even primarily, from the top; rather, they
come from frontline workers and even customers. In many man-
ufacturing firms, workers can stop the production process at any
time if they spot a problem or need additional material; elimi-
nating mistakes is the only goal.

In all the organizations described above, physicians and other
care personnel play a key role in making the system work, by
designing protocols and ensuring that they are followed or
revised as necessary. This guarantees that physicians buy into
the care process. Customer involvement is also key. Virginia
Mason was explicitly responsive to what its customers needed
from them. Similarly, Kaiser’s EMR was designed with the
enrollee in mind.

Information, reward structures, and decentralized decision
making are what set great performers apart from good ones.
Unfortunately, each of these ingredients is inadequate in health
care; fixing this inadequacy is the central challenge of health
care reform. In the next chapters, I show why performance in

each area is poor and how we can fix it.



CHAPTER FIVE

It’s What You Know

Information 1s vitally important in health care. When people
are ill, the first thing they want from the medical system is
information—what is wrong, and what can be done to fix it?
Treating physicians need to coordinate information from a vari-
ety of sources—textbooks, blood tests, and images, as well as
experience—to form a diagnosis. They must then refer the
patient to the appropriate follow-up care, based on their knowl-
edge of specialists and the patient’s condition. Specialists must
apply their own information sets to determine precise therapies
and the sequencing of those therapies. All of this must be done
in light of the patient’s preferences and cost sharing.

Viewed as a production process (how do we produce “health
restoration” given the sick patient and a variety of possible treat-
ments?), health care is among the most information-intensive
processes in the economy. And yet, the information basis on
which health care makes these decisions is among the least

sophisticated of any industry in the economy. Most records are
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not computerized, physicians are expected to keep relevant
medical knowledge in their head, and details about the benefits,
risks, and costs of different procedures are often maddeningly

hard to track down. Consider the following scenarios:

When you are referred by one doctor to another because
of an unresolved problem, how often do you have to
explain the full story again to the new doctor?

The last time a family member received surgery, were
they provided with the clinical outcome records of the
doctor who operated, or was the surgeon’s quality
vouched for entirely by word of mouth?

Have you or a family member ever had a test redone
because the results of the first test were lost or otherwise

not available at the appropriate time?

Too many people answer yes to these questions. This is
symptomatic of a medical system that is unable to effectively
store and access information. The result is higher cost than is
necessary and lower quality than is possible. For this reason,
easier and better access to information must be part of health
system improvement. Put simply, no industry ever got better
without knowing what it was doing.

Successful firms invest heavily in information technology.
The Wal-Mart example was highlighted in the previous chap-
ter. But Wal-Mart is not alone. American firms started investing
heavily in information technology in the late 1970s and early
1980s (figure 14). This investment picked up with the Internet
boom in the 1990s and has remained high. The average Ameri-
can firm spends about $2,700 per employee per year on comput-
ers and software. But health care is a laggard. In fact, it is one of
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Figure 14. Nonresidential computer and software investment as a
share of GDP, 1965—2o011. Data for the figure are from the National
Income and Product Accounts, available at www.bea.gov.

the lowest users of information technology among any industry

in the economy.

There are many types of technology in health care, so let’s start
with some basics. I'T systems are generally referred to as elec-
tronic medical records (EMRs) or electronic health records
(EHRS). The two terms are mostly interchangeable; for simplic-
ity, I use the term EMR.

An EMR is not a single set of computer code; there are layers
to what a system can do. One helpful typology of systems is dis-
played in table 8" An EMR has four functionalities. The first is
storing clinical information, including patient demographics,
physician notes, problem lists, and medication lists. Basic EMR
systems cover much of this—all but physician notes and nursing

assessments. A comprehensive EMR would cover all areas.


www.bea.gov

TABLE 8

Functions of an electronic medical record

Function Description Basic  Comprehensive
Electronic clinical information Patient demographics, problem lists, medication lists, v v
discharge summaries, advance directives
Physician notes, nursing assessment v
Results management Viewing lab reports, radiology reports, diagnostic v v
test results
Radiology images, diagnostic test images, and v
consultant reports
Computerized provider order entry Medications v v
Lab reports, radiology tests, medications, consultation v
requests, nursing orders
Decision support Clinical guidelines, clinical reminders, drug allergy v
results, drug-drug interactions, drug-lab interactions,
drug dosing support

source: Dustin Charles, Michael Furukawa, and Meghan Hufstader, ONC Data Brief* Electronic Health Record Systems and Intent to Attest
to Meaningful Use among Non-Federal Acute Care Hospitals in the United States: 2008—2011, issue brief no. 1 (Office of the National Coordina-
tor for Health Information Technology, 2012), www.healthit.gov/media/pdf/ONC_Data_Brief AHA_201m.pdf.
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Results management is the second functionality. This
involves storing reports and, in more advanced systems, images
as well. In a fully electronic EMR, there is no need for radiology
films (and thus no way for films to get lost). The third function-
ality is computerized ordering, which allows doctors to order
laboratory and radiology tests, medications, and consultations
electronically. Finally, decision support provides clinical guide-
lines and reminders, and safety checking of medication
prescriptions.

To translate these functionalities into their impact on care
delivery, consider the case of Betsy Lehman. Betsy was a thirty-
nine-year-old mother of two. She lived in Boston and was a
health columnist for the Boston Globe. In 1993, Betsy was diag-
nosed with advanced breast cancer. She chose to receive her
treatment at the world-famous Dana Farber Cancer Institute in
Boston, which at the time did not use electronic medical records.

Betsy enrolled in a phase one clinical trial in which she
received higher than normal doses of a chemotherapy agent
(cyclophosphamide).? Chemotherapy has certain common side
effects—nausea and vomiting, for example. Too much cyclo-
phosphamide can lead to heart failure. Betsy was supposed to
receive her chemotherapy regimen on four consecutive days.
The research fellow working in oncology that day calculated
the dosage that Betsy was to receive given her height and weight,
but he didn’t know if he was supposed to indicate the total dos-
age or the daily dosage (the total dosage divided by four). The
protocol the supervising physician had written down was
unclear, and the fellow opted to write down the total dosage.

The order was sent to the pharmacy, where two pharmacists
reviewed the order but did not correct or question the mistake.

Nurses thought the dosage was off but did nothing about it. The
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net effect was that Betsy Lehman was given the cumulative clin-
ical dosage of chemotherapy—already a high-dose regimen—
on each of four days, for a total of four times the intended
amount. Betsy had very bad nausea and vomiting, but more
importantly, her heart was damaged. The morning she was to be
discharged from the hospital, she went into cardiac arrest and
died.

The error made by the Dana Farber was not discovered until
months later, when researchers analyzing the data from the
clinical trial Betsy was enrolled in noticed the extremely high
dose of chemotherapy. It turns out that another patient fell vic-
tim to the same mistake. The other patient suffered severe heart
failure, though she survived the trial (she died two and a half
years later).

What caused Betsy’s death? On one hand, the death was
attributable to people—the physician who wrote the protocol in
a confusing way, the research fellow who did not ascertain the
correct dosage, the pharmacists who did not question the
instructions, and the nurses who saw but did not speak. Many of
them were punished. The research fellow had his Massachusetts
license suspended for three years; the clinical privileges of two
physicians were suspended; three pharmacists and sixteen
nurses were formally reprimanded.

But more generally, the system failed. There was no stan-
dardization about how to record clinical trials, no technological
way to check that medication administration was correct, and
no system in place by which individuals who believed some-
thing was wrong could stop the process until they were sure it
was right.

The realization that the Dana Farber had killed a patient
through medical error hit the hospital like a bomb. Within two
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years, the president of the hospital, the chief of medicine, and
many department heads had left. Fortunately for future patients,
the Dana Farber took this stunning loss and used it as motiva-
tion to entirely change the information system.

Within a short time after the accidental death, the Dana Far-
ber installed an electronic medical record with computerized
provider order entry and decision support. Today, no medication
1s administered without the order going through the computer
system. Pharmacists are not allowed to fill a prescription that is
not approved by the computer review unless they have seen a
study or clinical trial protocol that justifies the dosage. And the
nursing staff double- and triple-check the medication dosage
and identity of the patient. The Dana Farber is now among the
safest hospitals around. But it took a tragedy to make it that way.

Sadly, the Betsy Lehman case is just the tip of the iceberg.
Other errors have been caused by mistakes in reading handwrit-
ing, as happened in Texas in 1999 when a pharmacist misread a
physician’s handwriting and gave a patient a calcium-channel
blocker instead of a drug to treat chest pain. The patient died.” It
1s estimated that there are 7.1 million adverse drug events each
year and that universal adoption of computerized entry systems
would reduce this error rate by nearly go percent.* In 2000, six
years after Betsy Lehman’s death, the Institute of Medicine
estimated that between 44,000 and 98,000 people die annually

because of errors made by the medical system.’

After the widely publicized death of Betsy Lehman and the
Institute of Medicine study, one might imagine that hospitals
and doctors’ ofhices would rush to acquire electronic medical

record systems. Sadly, this did not happen.
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Figure 15. Adoption of EMR/EHR systems by office-based physi-
cians, 20o1—2012. Any EMR/HER system refers to a yes response to
the question “Does this practice use electronic medical records or
electronic health records (not including billing records)?” The basic
system 1is as described in table 8. For description of the data and
results, see Chun-Hu Hsiao and Esther Hing, Use and Characteristics of
Electronic Health Record Systems among Office-based Physician Practices:
United States, 2001—2012, NCHS data brief no. 111 (2012), www.cdc.gov

/nchs/data/databriefs/dbir.pdf.

Figure 15 shows the share of office-based physicians with any
electronic medical record (EMR) system compared to those
with at least a basic EMR system, as defined in table 8. Let’s
focus on 2000—2009, for reasons that will become apparent. In
the years 2000—2005, only 20 percent of physicians had an EMR
system. As late as 2008, 42 percent of physicians had some elec-
tronic capabilities, but only 17 percent had the basic set of func-
tionalities noted above. As a result, researchers had no doubt
that Betsy Lehman-type errors were still common.

Similarly, only a small number of hospitals had invested in
extensive I'T systems through most of the first decade of the
twenty-first century. As figure 16 shows, only ¢ percent of hospi-

tals had a basic EMR system in 2008. Per employee, hospital
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spending on I'T was only $1,900—30 percent below the average
for American industry.” This is more than a decade after Betsy
Lehman died and eight years after the Institute of Medicine

noted the ubiquity of medical errors.

. . .

Physicians and hospital executives do not deny the value of
EMR systems. There has been no serious argument that the
Institute of Medicine’s numbers on preventable deaths are mean-
ingfully off. Still, health care providers continually underinvest
in I'T. Why? Cost is the major reason cited by providers. A com-
plete electronic medical record system costs about $20 million
and about $3 million in annual operating costs.® Most hospitals
say they do not have the money for that. Indeed, the typical hos-
pital’s annual capital budget is about $10 million.” How is a hospi-
tal supposed to afford an EMR?

The cost objection is important, but let’s dig a little deeper.
Many technologies have costs, yet they are still purchased. Over
1,600 hospitals (roughly one-third of the total) have purchased
robotic surgery devices (like the da Vinci robot), at a sticker
price of $1 to $2.25 million, an annual maintenance cost of
$140,000, and a supply cost of nearly $2,000 per surgery."” Nearly
2,000 hospitals have a 64-slice CT scanner (a bit over $1 million),
and nearly goo hospitals have a PET scanner ($2.5 million and
up). A number of hospitals are now investing in proton beam
therapy for cancer, a $200 million technology with unproven
returns in its biggest market (treating prostate cancer). What
makes EMR systems different from these other technologies?

The surprising and unfortunate economics of health care is

that quality improvement of the kind delivered by the EMR
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does not pay. Unlike new diagnostic technologies or new forms
of treatment, information technology is a money loser.

To understand why this is true, consider the economics of
hospital investment in a new technology—informational, diag-
nostic, or therapeutic. A new medical technology can affect the
bottom line in three ways: it can lead to more business for the
provider; it can allow the provider to charge a higher price for
treating patients; or it can lower the cost of treatment. Sadly, all
three disadvantage information technology investments, espe-
cially relative to their diagnostic and therapeutic cousins.

First, let’s examine a therapeutic investment—the da Vinci
robot. The da Vinci robot is a machine with four robotic arms
controlled by a surgeon’s console. The robotic arms have a greater
range of motion than the human hand and can make subtler
movements than a human. For this reason, many surgeons prefer
it even for operations that can be done laparoscopically. So far,
the robot is primarily used for prostate removal surgery, although
there are other uses as well (hysterectomy and cholecystectomy
for example).

Patients are attracted to hospitals with da Vinci robots.
Recovery time is shorter than with traditional prostate removal
surgery, so most urologists recommend robotic surgery to their
prostatectomy patients. Increasingly, if a hospital wants to do
prostatectomy surgery—which is fairly profitable, by the way—
it needs urologists, and this requires a surgical robot.

In contrast, patients are unlikely to make their hospital choice
on the basis of an EMR system. Safety statistics are not rou-
tinely reported, and even fellow physicians rarely know them.
Indeed, I suspect most patients do not know whether their hos-

pital has an electronic records system before admission.
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The impact on prices is also different for I'T investments than
diagnostic and therapeutic investments. In the case of some tech-
nologies (although not the da Vinci robot), providers that adopt a
newer technology are able to charge more for it. For example,
cardiologists and hospitals are paid more for heart disease that is
treated with a stent than for heart disease managed without sur-
gical intervention. Because the amount paid is generally greater
than the cost of the stent, and stent insertion is relatively easy, the
economics favors the more technologically intensive care. In the
case of EMRs, however, payers generally do not reimburse more
for providers with an EMR (though perhaps they ought to).

The cost side of the ledger is trickier. In some settings, hav-
ing an EMR can reduce costs. The two errors at the Dana Far-
ber resulted in multimillion-dollar malpractice settlements;
having an I'T system in place would have prevented those errors.
But the greatest cost savings from an EMR system would not
accrue to the institution making the investment. Recall Inter-
mountain Health Care and the reduction in cesarean section
rates. Installing an electronic medical record and using it to
monitor appropriate induction of labor helped Intermountain
save $50 million annually. Cesarean sections are reimbursed
more generously than vaginal births, however, so cutting back
on cesarean sections reduced revenues to Intermountain. Insur-
ers saved money, but Intermountain did not. The same was true
at Virginia Mason when they reduced the number of MRIs and
orthopedic consults for lower back pain. The loss there was so
severe that Virginia Mason and the businesses that pushed it got
the insurance companies to pay more for physical therapy so
that Virginia Mason could at least do okay in that realm.

The net effect 1s that most clinical savings gained by operat-

ing hospitals more efhiciently are not realized by the hospital
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undertaking the investments. As a result, hospitals tend to ignore
efficiency. Researchers at the consulting firm McKinsey esti-
mated that the cost reduction to a hospital from installing an [T
system would offset only one-quarter to one-half of the installa-
tion price." The rest had to be found elsewhere. In an era of tight
constraints, this is a tough sell.

We can contrast the situation in medical care with that in other
industries. If an automobile company builds a car that does not
work, the customer returns the car, the manufacturer has to pro-
vide a new one for free, and the company absorbs the cost of ship-
ping, administration, and the like. On top of this, the upset con-
sumer will discourage his friends from buying there. In the case
of health care, however, the economics operate backwards. If a
patient is given a drug to which he is allergic, requiring a longer
hospital stay, the additional care to treat the infection is reim-
bursed—often highly. Further, it is often not obvious if the hospi-
tal did anything wrong or nature simply went in an adverse direc-
tion. Thus provider reputations are not as responsive to good and
bad care. The net effect is that I'T investment is significantly dis-
criminated against in health care relative to other industries.

There is another sense in which the economics of I'T invest-
ment in health care differs from I'T investment in other indus-
tries: in health care, there are spillovers across firms that are
largely missing elsewhere. The benefit to any provider from
investing in I'T depends to a great extent on what other provid-
ers do about I'T. Consider a patient who is seen at her primary
care physician’s office, referred to a specialist for more advanced
testing, and then admitted to a hospital for a surgical procedure.
For optimal management of the patient, the primary care physi-
cian, specialist, and hospital all should have shareable (termed

“interoperable”) medical records. That way, the specialist can
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have the patient’s history at hand, the hospital can know about
medications to which the patient is allergic, and the primary
care physician can track the surgery and monitor follow-up.

But medical records are not interoperable as yet, even when
they are electronic. The primary care physician, hospital, and
specialist are likely to have three different computer systems—
if they have I'T systems at all. As a result, there is little ability to
use the information stored in those systems to efhiciently treat
the patient. Economists term this a “network externality” the
benefits of one provider adopting an I'T system are higher when
others have adopted a compatible system. This is true of friends
who wish to share video games as well as medical care providers
treating patients.

In any system with network externalities, some organization
has to push the industry to invest in common standards. In the
case of retail trade, the pushing organization was Wal-Mart.
Wal-Mart demanded that its business affiliates operate compat-
ible computer systems or it would not work with them; essen-
tially all complied. In other cases, the government is the orga-
nizing agency. In the 1970s, it became clear that financial firms
needed a way to route money transfers electronically from one
organization to another. The National Automated Clearing
House Association, an organization of commercial banks, sav-
ings banks, credit unions, and savings and loan associations
aided by government, did this. The result has been enormously

beneficial.

By 2008, it was clear to most experts that the information struc-
ture in health care was in need of major intervention. Some-

thing had to be done, or the situation would never get better.
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Beginning in 2007, | became a health care advisor to then
senator Barack Obama, and later senior health care advisor to
his presidential campaign. There were several of us charged
with helping to formulate health policy for the new administra-
tion. In discussing strategy, we knew that we needed to address
the issue of health I'T. None of us thought that IT by itself was
going to cure the medical care system, but it had to be a part of
the solution.

Encouraged by Senator Obama, we thought bold. We pro-
posed to have the federal government spend $50 billion to incen-
tivize electronic medical records. The money would subsidize
doctors and hospitals that wanted to go the I'T route. We chose
$50 billion not because it would pay for the entire cost of the
electronic systems (estimates were that the United States would
need to spend $i50 billion to be largely wired), but because it
would pay for those providers who could not afford it and bring
out the dollars to which other providers had access.

Amazingly enough, Congress took the advice to invest in IT.
In early 2009, as part of the American Recovery and Restoration
Act (aka the stimulus bill), Congress passed legislation support-
ing health IT investment. That part of the law was termed the
HITECH Act, short for Health Information Technology for
Economic and Clinical Health. Providers receive extra pay-
ments from Medicare for using health IT systems, and eventu-
ally they will suffer losses if they do not. Estimates at the time
the act was passed suggested that HITECH would spend $30
billion on health IT, though already the amount spent has
exceeded expectations. The health I'T program was one of the
few bipartisan parts of that contentious legislation.

The HITECH Act was well designed. Rather than allocating

money to buy computers, Congress specified that I'T systems
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must be “meaningfully used.” Doctors had to use the equipment
to improve care, not just own it. The Office of the National Coor-
dinator for Health Information Technology (ONCHIT), was
charged with formulating the meaningful-use criteria. Dr. David
Blumenthal, who worked with me to develop the proposal, was
appointed head of the office.

The first round of meaningful-use criteria was released in
2010 (after much discussion over the previous year) and specified
basic functionalities such as computerized provider order entry,
checks for drug interactions and allergies, and clinical decision
support. Subsequent rounds will move toward complete use of
medical records in all activities and making records interopera-
ble across systems.

Following passage of the HITECH Act, and especially since
the promulgation of the meaningful use criteria, use of informa-
tion technology has soared. Between 2010 and 2011, hospital acqui-
sition of EMRs doubled (figure 16). Outpatient systems have
increased by nearly 5o percent in the past three years (figure 15). It
is likely that in the next few years, essentially all hospitals and most

physicians will have adopted electronic medical record systems."

. . .

Reducing errors and promoting coordination in care is one
aspect of information technology, but there are others as well.
Good health care requires that patients be involved in care deci-
sions, and information technology has enormous potential to
help us accomplish this.

Consider the following scenario: a sixty-two-year-old man is
diagnosed with localized prostate cancer after a biennial blood
test shows an elevated level of PSA (prostate-specific antigen).
The diagnosis is confirmed by biopsy. The man is trying to
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Figure 16. Adoption of basic EHR systems by hospitals, 2008—2012.
Data are from Dustin Charles, Jennifer King, Vaishali Patel, and
Michael Furukawa, Adoption of Electronic Health Record Systems among
U.S. Non-federal Acute Care Hospitals: 2008—2012, ONC data brief no 9
(Washington, DC: Office of the National Coordinator for Health
Information Technology, 2013), www.healthit.gov/sites/default/files
Joncdatabriefgfinal.pdf.

decide what to do—have his prostate removed (likely using the
da Vinci surgical robot noted above), undergo radiation, or wait
and see if the tumor remains small. The choices have different
clinical and financial implications. Prostate removal is associated
with high rates of impotence and incontinence but may stem a
growing tumor. Radiation is nonsurgical, but it too can cause
side effects.” Radiation is also more expensive than surgery.
Watchful waiting, known as active management, is ideal if the
cancer 1s unlikely to progress rapidly (the vast bulk of prostate
cancers do not) but would be inappropriate for a rapidly develop-
ing cancer. Active management costs less than the other options.

When men are surveyed about their preferences, they express

strong views. Some men are desperate to see the cancer removed,;
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they have no tolerance for letting the cancer grow. Others care
greatly about sexual function or bladder control, and thus may
choose to wait. To make the decision about treatment, the man
needs information on the clinical benefits and risks of different
treatment paths and the financial cost of each procedure.

The financial consequences of various treatment options are
large, given that many people have high rates of cost sharing."*
They should be relatively easy to determine. Insurers know the
price schedule for different options, depending on the proce-
dure and who performs it, so they could tell people what they
would pay for each option at each provider. Unfortunately,
insurers generally do not provide this information. Most insur-
ance information systems are not set up to evaluate prices, and
they have not invested in systems that would be capable of doing
so. Thus, despite the fact that the decision is important, most
people are not able to factor cost into their treatment decision.

Relaying the clinical consequences of different options is
generally 1n the hands of doctors. But here too the system works
poorly. Let us start off by observing that men are eager for clini-
cal information on the different options and their consequences;
they look on the Internet for information, read clinical studies,
and ask questions of their doctors. When men are offered struc-
tured decision videos showing the different treatments and the
potential consequences of each, they are grateful to have this
information, and they make decisions they are comfortable
with.” But this information is rarely provided in a systematic
way, and as a result it often does not factor into the decisions
that men actually make, or are led to make. One study showed
that men who were about to receive radiation therapy were no
more likely to prefer that treatment option than men who were

about to receive surgery—and vice versa.® Another study
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showed that many more men prefer watchful waiting than actu-
ally followed that treatment path;” instead, physicians steer
people toward more aggressive treatment.”

Information technology can be used to address each of these
shortcomings. Insurers should be required to show people the
financial consequences of different decisions in real time—by
telephone and over the web. Employers buying insurance should
insist on this, and federal and state governments should require it
for people insured through public programs. Doctors should be
alert for better ways to inform patients about their care choices
and consequences. Insurers can help by agreeing to pay more to
providers that use decision-aid technologies. Since people are
often less aggressive than their doctors, this may even save money.
Patients should insist on having full information before they make
such consequential decisions. It is, after all, their decision.

The best analogy to information about care decisions may be
the decision to buy a car. Before the I'T era, shopping for an auto-
mobile was stressful and unpleasant. Dealers had all the cards,
and consumers were at their mercy. No one enjoyed the experi-
ence. Now that consumers are better informed, some of the fear
of automobile shopping has diminished. I often ask audiences a
simple question: which is more enjoyable, interacting with the
medical care system or buying a used car? In most of my audi-
ences, people would rather buy a used car than interact with the
medical system. Indeed, there is a nervous giggle when they real-

1ze that everyone else feels the same way. That is not a good sign.

The impact of I'T systems extends far beyond the doctor’s office
and the patient’s computer. Information technology is a funda-

mental aspect of reducing administrative costs. Consider a classic



88 /  Ir's What You Know

administrative cost—the cost to physicians of submitting and
obtaining reimbursement for the services they provide. To be
concrete, imagine a physician who performs an MRI and sends a
bill to the patient’s insurer. The physician then learns that the
insurer will reimburse the MRI only if it was medically neces-
sary. The insurer might require documentation of a working
diagnosis with relevant test results and prescriptions. To receive
payment, the physician has to provide this documentation.
Unfortunately, this information is often in the patient’s paper
record, so someone in the physicians’ office needs to photocopy
the relevant documents and mail or fax it to the insurer. The
time and effort involved in these tasks are built into the doctor’s
operating costs and ultimately paid for through higher reim-
bursement rates to doctors, which are passed on in higher insur-
ance premiums.

Electronic medical records can help reduce these costs.
When the patient’s record is electronic, the physician’s assistant
can simply print it out and send it to the insurer. This is signifi-
cantly easier than the copying and faxing currently used. But
technology can do even more. If the electronic medical record
were integrated with the billing system, no printing, mailing, or
faxing would be required. Instead, the relevant documentation
could be shared automatically with the insurer, on an as-needed
basis. Indeed, one can imagine the day when the insurer does
not need the documentation at all. The doctor could attest that
decision-support software approved the MRI, having checked
beforehand for the relevant diagnosis and prescription. The
insurer could use the decision-support software’s approval as
proof that the image was medically necessary.

Eliminating the need for people to do tasks better handled by

computers is one of the hallmarks of successful businesses. Wal-
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Mart was the first big business to link its computer systems so
that products purchased at a store could be automatically reor-
dered, without any need for human involvement. Information
technology in health care could have the same effect.

In my work with a PhD student, Beth Wikler, and a practic-
ing physician, Peter Basch, I have tried to estimate what such an
information revolution would mean for administrative costs in
health care.” Our estimate is that better use of information tech-
nology could save over $40 billion annually. That is over $1o00
per person per year. Even this is a conservative estimate, since it
only scratches the surface of integrating information. Recall
that total unnecessary administrative costs are as much as six
times this amount. A technologically driven health care system
will never match the low administrative costs of having only one

payer with simple rules, but it can come close.

Nothing goes unchallenged in health care, and so it is with the
value of health I'T. Though the HITECH Act received general
praise, it was also attacked. How do we know that health I'T will
really contribute to more efficient, lower medical care costs?
Though a number of studies have looked at this question,
aggregate data are hard to come by. Researchers at the RAND
Corporation did the most famous study of the benefits of health
IT. In 2005, they estimated that near-universal adoption of
health I'T could save $8o billion annually.”® Their analysis was
not sophisticated; their biggest savings were from people being
able to leave the hospital sooner because inpatient records were
electronic. They had essentially no savings from the process or
administrative changes noted above. But people focused on the

article, given the precision it embodied.
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Imagine the situation, then, when a study by the same group
concluded in 2012 that the health IT experience was “disap-
pointing” and the impact of health IT on efficiency and quality
was “mixed.”” Critics pounced on the study, the Obama admin-
istration’s approach to health care, and the people who put
it together. Was one leg of health reform failing before our
eyes?

Actually, no. The authors of the later RAND study made an
important distinction: “In our view, health I'T’s failure to quickly
deliver on its promise is not due to its lack of potential but to
shortcomings in the design and implementation of health IT
systems.”? As of 2012, when the assessment was made, health IT
was still in the dissemination phase. The technology was
nowhere near ubiquitous. Further, many systems were not—
indeed, still are not—interoperable, and some benefits await
that functionality. And many organizations have not comple-
mented [T investment with appropriate workflow changes. It
takes a while to learn how to use an entirely new system and
reconfigure practices to benefit from it. I expect that seven years

from now, the conclusion about health I'T will be very different.

I have no doubt that greater use of information technology will
be good for health care. But there are bound to be side effects.
Perhaps the most important side effect will be the gradual elim-
ination of the small family practitioner. Big firms can afford to
spend a lot on information technology; small firms cannot. My
employer, Harvard University, has a large I'T department whose
staff oversees the university’s network, manages computer pur-
chases and hookups, installs new software, and ensures the sys-

tem is secure. My home has no similar person—unless you
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count me as the frustrated I'T personnel when the computer
doesn’t work.

With incentives for providers to go electronic, and soon pen-
alties for not going electronic, individual providers will be faced
with a difficult choice. They will have to make a decision about
whether to manage an I'T system 1in addition to a clinical prac-
tice or instead to join a larger group. Many physicians will
choose to join larger groups. Even small hospitals may find it dif-
ficult to compete with bigger hospitals that can afford larger I'T
staffs and increased levels of technical sophistication.

In this sense, health care is no different from the rest of the
economy. In virtually every industry, the revolution in informa-
tion technology has led to firms increasing in size. Retail trade
used to be small and local; today, it is dominated by big firms
like Wal-Mart and Amazon. Banking used to be local; now, it is
national. Even law firms have spread nationally and internation-
ally, in part because they can better share information for large
clients that way.

We already see signs of this in health care. The share of phy-
sicians who practice in small groups decreases markedly with
age (figure 17). Over 4o percent of doctors who are sixty-five or
older work individually or in two-person practices, compared to
less than 5 percent of doctors under thirty-five.

Further, practices are changing rapidly. Figure 18 shows that
solo and two-person practices declined from 41 percent of all
physicians in 1996—98 to 33 percent of physicians in 2004—5. Phy-
sicians have increasingly moved into medium-size practices of
between six and fifty physicians. The need for I'T resources is
one reason for this shift, and it will continue to drive this trend.

The urge to merge holds at the hospital level too. Large hospi-

tal systems are much more likely to have EMRs than individual
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Figure 17. Share of physicians in solo or two-physician practices, by
age. Data are from the Community Tracking Study for 2004—2005.
Allison Liebhaber and Joy M. Grossman, Tracking Report—Results from
the Community Tracking Study: Physicians Moving to Mid-Sized, Single-
Specialty Practices, report 18 (Center for Studying Health System
Change, 2007), www.hschange.com/CONTENT/941/941.pdf.

hospitals or smaller systems. In a 2011 study, for example, 43 per-
cent of large hospitals had an EMR, compared to 21 percent of
small hospitals.”® Large hospitals also have more discretionary
income than smaller hospitals. In the typical large American city,
the largest hospital system garners 28 percent of the admissions
and 35 percent of the profits.” With a large share of patients and
an even greater share of profits, large systems have more resources
to invest in I'T, more room to undertake organizational changes,
and more capacity to withstand payment reductions. This is a
recipe for provider systems to get bigger.

In my home area of Boston, the expensive end of the health

care market is dominated by the largest provider system, Part-
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Figure 18. Variations in size of physician practices. Data are from
the Community Tracking Study. Allison Liebhaber and Joy M.
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ners HealthCare—an organization anchored by Massachusetts
General Hospital and the Brigham and Women’s Hospital.
According to the attorney general of Massachusetts, Partners’
hospitals and doctors receive higher reimbursement rates than
do doctors and hospitals elsewhere,” and Partners’ financial
reserves dwarf those of other institutions.?* With the other hos-
pitals in the market struggling to keep up, the gap between the
haves and the have-nots 1s likely to grow. Indeed, it may be that
competition for the dominant system will ultimately come not
from local providers but from national systems. People in Bos-
ton will not go to Duke University Hospital for routine care but
might go there for brain surgery—as the late Senator Edward
Kennedy did. Or they may go to the Cleveland Clinic for heart
surgery, as Lowe’s recently announced it would do for many of
its cardiac procedures.

Most analysts have mixed emotions about the likely decline
of the small practitioner. Many mourn the loss of the tight con-
nection between patient and provider that often accompanies
the small office. Others worry that large providers will drive up
prices; after all, who can afford to offer a health plan in Boston
that does not allow patients to be admitted to the two most pres-
tigious hospitals in the area? On the flip side, others believe that
organizational change is only possible when providers are more
integrated, and thus integration is a precursor to clinical
savings.

What large firms do when they are dominant in a market
depends on how they interpret their mandate. Many big firms
lead the “quiet life of the monopolist.”* They invest little in new
products or processes, charge high prices, and content them-
selves with making a good living off of their superior position.

This was part of the problem in the American automobile indus-
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try for many decades. Other dominant firms see themselves as
continually threatened and live life always on edge. Wal-Mart
was famous for believing it was always a price increase away
from losing customers, even as it became the largest retailer in
the world.

How the dominance of large medical care providers gets
translated in the market depends on what the market for health
care services looks like. When competition is vigorous, as it has
become in retail trade, large firms take advantage of efficiencies
of scale to lower prices. When profits are easy, in contrast, the
quiet life is the preferred course. Thus the ultimate impact of
information technology on health care will depend on how
much providers need to compete for patients. And this leads
directly to the issue of payment: how will doctors and hospitals
get paid for what they do? I turn to this topic next.



CHAPTER SIX

Pricing the Priceless

“Follow the money,” FBI agent Deep Throat was reported to
have told Washington Post journalists Bob Woodward and Carl
Bernstein as they investigated the Watergate scandal during the
Nixon administration. To understand health care, there is no
better advice. The way health care is reimbursed has an enor-
mous influence on what is done, and health care reform needs to
account for this.!

Money does not have the immediacy in health care that other
considerations do. When a physician encounters a patient in
pain, little else matters until the pain subsides. Instead, money is
like the electricity flowing through a house: it is there, but its
mechanisms are unseen. We live very differently with electric-
ity than people did without it, yet we rarely spend much time
thinking about what electricity does for us (except when the
power goes out).

To see the importance of money in medical care, let’s go back
to the mid-196os and the birth of Medicare. Prior to Medicare,

only one-quarter of the elderly had decent health insurance.

96
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Since the vast bulk of the elderly were relatively poor, they had
little ability to pay for care out of pocket. Overall spending on
care for the elderly was limited, and medical treatments were
oriented toward other groups.

Medicare led to two fundamental changes. First, it was a
financial godsend for the elderly.” The high reaches of spending
used to bankrupt people. Under Medicare, it no longer did. Sec-
ond, the creation of Medicare led to a fundamental change in
the focus of the medical system. The number of hospital admis-
sions, personnel, and surgical treatments for the elderly soared
after Medicare. Technology blossomed, especially for older
people and in areas of the country where relatively few elderly
had coverage prior to Medicare. One study suggests that Medi-
care by itself led to a 23 percent immediate increase in hospital
usage, with even larger effects down the road.

Over time, this transformation of the health system led to
improved health for the elderly population. Where once chronic
disease was seen as untreatable and essentially fatal (René Dubos,
the famous biologist and author, noted in 1969 that “modern med-
icine has little to offer for the prevention or treatment of chronic
and degenerative diseases that dominate the pathological picture
of technologic societies”),! over time it became amenable to med-
ical intervention. For the first time in human history, mortality
stemming from diseases of old age declined. Today, reaching age
sixty-five is associated with more secure insurance coverage,
greater use of medical care, and lower mortality.’

Of course, it is not just the availability of Medicare that
affects people. The details of the policy matter too. An insur-
ance policy that covers very few services, pays doctors poorly,
and requires significant out-of-pocket payments would not be of

much benefit to people. Medicare is so valuable in part because
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it is generous. In contrast, Medicaid payments are so low that
many physicians do not accept patients with Medicaid.

But Medicare is problematic in some of its payment policies.
In particular, Medicare pays on what is termed a “fee-for-ser-
vice” basis, and this payment basis has been extremely detri-
mental. The issue of payment is complex, so let’s start with an
example. An elderly man has progressive blockage of the arter-
1es supplying blood to his heart. At first, his primary care doctor
and a cardiologist manage his condition. One day, he has a heart
attack and 1s taken to the emergency department. He is diag-
nosed by the emergency room physician and referred to a cardi-
ologist at the hospital, who inserts a stent to open the blocked
artery. Four days later, the man is discharged with an armful of
medication and a referral to a new cardiologist.

There are several ways insurers could pay for this. The tradi-
tional approach is to pay separately for each service—each visit
to the primary care physician or cardiologist would be reim-
bursed separately, the physician who inserted the stent would
bill for that service, the hospital would receive a per-day pay-
ment for the admission, and so forth. Alternatively, some of
these fees could be grouped, or “bundled,” together. For exam-
ple, a single price might cover everything associated with the
hospitalization—from the hospital days to the stent to the emer-
gency room care. An even broader bundle would cover the
entire heart attack episode, from the emergency department
through months of rehabilitation. The broadest possible pay-
ment would cover all care for the person during the year; the
entire physician group would then be responsible for managing
the costs of the episode.

The basis of most medical care is fee-for-service reimburse-

ment. This is the first model described: every time a patient has
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contact with a doctor, the doctor bills for the service provided.
Hospitals do the same.

Though this system seems reasonable—fee-for-service reim-
bursement is used in grocery stores and retail chains—its effects
can be pernicious. Go back to the man with the heart attack.
One helpful step in his care and recovery is coordination. The
primary care physician needs to coordinate with the various
cardiologists, the cardiologists need to speak among themselves,
and so forth. There is no billing code for coordination, however.
A physician seeing a patient is a (reimbursable) medical event;
talking to a specialist about his or her diagnosis is not. Thus vis-
its are common, but coordination is limited. Since coordination
is so necessary for solving patients’ problems, this leads to tre-
mendous inefficiency.

There is a related problem with fee-for-service payment,
even when the services are reimbursed. Insurers set prices for
different services, but those prices are not necessarily equal to
the costs of providing that care. When payment exceeds costs,
there is an incentive to do more. When reimbursement falls
below cost, in contrast, doctors trying to get by will do less.

Imagine three Medicare beneficiaries who have a heart attack
on the same day.® The first patient is rushed to the hospital and
treated with clot-busting drugs but no surgery. On average, the
hospital would receive about $6,000 for this patient; a variety of
physicians would be paid as well. The second patient receives a
stent insertion. The reimbursement to the hospital would be
about $10,000, and the cardiologist inserting the stent would
earn about $500. The third patient receives bypass surgery.
Since this is much more intensive, reimbursement to the hospi-
tal is about $20,000, with another $2,000 or so to the cardiotho-

racic surgeon. These payment formulas are pretty typical;
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private insurers generally match Medicare’s payment struc-
ture—though they up the payment a bit. To put these amounts
in perspective, Medicare pays about $38 for a typical primary
care office visit.

Of course, stent insertion costs more than medical manage-
ment, so it is natural to pay the cardiologist more for it. But the
costs of the stent insertion are nowhere near as high as what
doctors and hospitals receive for doing it. A routine stent implan-
tation can be performed relatively quickly—about two hours of
operating room time and some time for preparation and recov-
ery. Given the high reimbursement rate, squeezing in an extra
stent patient is highly lucrative. Office visits are much less so.
Thus interventional cardiologists earn more than their nonin-
terventional colleagues, and the most intensive interventionists
receive the most. Cardiothoracic surgeons earn on average
$525,000; cardiologists (interventional or not) earn about
$400,000; and internists earn about $200,000.

At the hospital level, the same is true. A large share of hospi-
tal profits comes from providing intensive services to well-
insured patients—think cardiology and orthopedics. Hospitals
clamor for the latest technology in these areas and fight to line
up the most prestigious surgeons. Few hospitals push to be
known as the “best noninterventional institution.”

The result is a bias toward doing more. If the patient is at all
a candidate for surgery, go ahead and operate. After all, the
patient should benefit, and the reimbursement is generous. And
why would a young doctor with a mountain of medical debt
rationally choose to enter primary care, with its $200,000 or
lower annual salary, when he or she could earn twice as much as
a specialized surgeon? One can feel good doing both, but inter-

vention is so much more lucrative.
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Adding to the monetary reward of doing more is a major non-
monetary “reward” reducing the probability of being sued. Phy-
sicians regularly fear that they will be sued if they do not do
everything possible—and with good reason. Studies show that
at least three-quarters of physicians will be sued at least once in
their lifetime, and that probability rises to nearly 100 percent for
some specialties.® Being sued does not cost physicians finan-
cially; doctors have insurance that covers payouts and legal fees.
But the time and effort involved in defending a malpractice suit,
along with the sense that one’s professional ethics are being
questioned, make physicians leery about stopping short.

The lesson is clear: paying more for some types of care than for oth-
ers creates a bias toward better-reimbursed treatment choices. It also silos
medical care when coordination is needed.

How large are these distortions? Two examples show that they
can be very large indeed. First, consider Medicare payments for
hospital care. From its creation in the mid-196os up to the early
198os, Medicare paid for inpatient stays entirely on a “fee-for-
service” basis: every service that was provided had a specific
price, and Medicare paid the prices that were charged. Thus
extra days in the hospital brought in additional revenue, as did
more tests. Even an aspirin was charged (the price was high—
several dollars per pill; the profits went toward general hospital
overhead).

Experts studying this system noted that hospital stays were
long—too long, in fact. The experts urged Medicare to move to a
“bundled” payment system. Enacted by Congress in 1983, the so-
called Prospective Payment System gives hospitals a single reim-
bursement for each admission. The reimbursement covers all
tests, equipment, supplies, and days of care that are provided (but

not physician fees). The amount paid varies with the patient’s
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Figure 19. Medicare trends in total days of care at short-stay
hospitals, 1972—2011. The cumulative decline in inpatient days is 56
percent. Data are from Centers for Medicare & Medicaid Services,
2011 Medicare and Medicaid Statistical Supplement (Washington, DC:
GPO, 20m), table 5.1, www.cms.gov/Research-Statistics-Data-
and-Systems/Statistics-Trends-and-Reports/MedicareMedicaid-
StatSupp/2o1.html.

diagnosis and the type of surgery involved (a heart attack treated
by bypass surgery is reimbursed at a higher level than one treated
medically), but not with how long the patient is in the hospital or
what imaging is provided during the admission.’

How did this payment change affect hospital care? Figure 19
provides the answer. The number of days in the hospital for Medi-
care beneficiaries fell by more than a quarter within three years of
implementing the new system."” Recall that additional days went
from well reimbursed to not reimbursed at all. Thus hospitals
saved a bundle by reducing utilization. The change was so fast that
policymakers were stunned. Who knew there was such excess?

As is the norm in health care, private insurers followed the
lead of Medicare, and bundled hospital payments rapidly
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became the most common form of hospital reimbursement.
This, in turn, led to a remarkable reduction in hospital utiliza-
tion." Between 1980 and 2009, the number of hospital days in the
country fell by one-third, even though the population is expand-
ing and aging. Consequently, hospitals have closed. Nationally,
there were 17 percent fewer hospitals in 2010 than in 1980. Many
of the survivors have merged into larger groups.

The obvious question is whether patient health suffered as
hospitalizations became shorter. “Quicker and sicker” was the
worry at the time. Federal officials commissioned a series of
studies to examine patient health in response to the bundled
payment system. The researchers examined detailed patient
records from before and after the payment change to measure
what happened to people and how their health was affected. At
the end of the day, there was very little evidence of adverse
health outcomes.” Patients were discharged from the hospital
sooner, but by and large their health was not compromised. In
essence, the reduction in hospital use was pure benefit.

Does this mean that doctors and hospitals were milking the
old system to make money at the expense of taxpayers and sick
elderly folks? I suspect the answer is no. It is not that physicians
and hospital administrators saw a chance to make oodles and
ran with it. Rather, they had an impressionistic view about the
right care—a longer stay allows extra monitoring, so it must be
valuable—and they never questioned that view until the money
flow encouraged them to do so. When they really looked at the
care process, they found that a lot of waste could be eliminated.

Consider a second example, this time from oncology. Many
chemotherapy medications are delivered to oncologists’ offices.
For such medications, the oncologist buys the drug, and Medi-

care reimburses the oncologist for the medication, along with an
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administration fee. In the early 2000s, the amount Medicare
paid oncologists for the drug was above what oncologists were
paying for drugs. The reason is bulk discounts. Medicare was
reimbursing physicians based on the wholesale price of the drug,
but oncologists bought many drugs at a discount below whole-
sale. Thus Medicare was overpaying. Congress responded by
lowering the reimbursement for the overpriced drugs. Since
some drugs were overpriced and others were not, the reimburse-
ment to oncologists fell for some treatments but not others.

A recent study looked at the impact of these reimbursement
changes on treatment of patients with lung cancer.” Lung can-
cer makes a natural case study because there are two broad che-
motherapy options—one whose price was reduced and another
whose price remained constant. The authors showed that oncol-
ogists reduced use of the drugs whose prices had declined and
increased use of the drugs whose prices remained constant.

Even with this change, oncologists would have lost money
because of the reimbursement reduction. But here is the kicker.
To offset the income reduction associated with lower procure-
ment prices, oncologists treated more patients with chemother-
apy. Even with the lower prices, chemotherapy was still reim-
bursed above cost. Thus income preservation entailed greater
use of medication.

This finding has played out several times. Reimbursement
rates for cardiac surgeons were reduced in 1980; surgeons
responded by doing more surgery, where the margins were still
high even after the price reduction.”* Recognizing this behavior,
officials charged with estimating the financial impact of payment
changes in Medicare assume that any price reduction will reduce
spending by less than the intended amount; the rest is assumed

to be lost because of volume increases among physicians.”
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The cat and mouse game between insurers and providers has
many adverse effects. Pay less, get less. But if you pay too much
less, doctors will offset the decrease by providing more care. It

all makes sense, but it is maddening. What is a system to do?

Let’s start by simplifying the problem. We will distinguish first
between payment to a group of providers (the Mayo Clinic) and
payment to an individual provider (a particular doctor at the
clinic). I consider here the payment to the group of providers; in
the next chapter, we'll come back to the individual provider.

How should a provider group be paid for the care it provides?
While the current system is clearly imperfect, it is worth stress-
ing that there is no perfect system lurking out of sight. Without
knowing exactly which care should be provided and which care
should not, it is difficult for any insurer to target reimbursement
perfectly. For example, the ideal reimbursement for stent inser-
tion depends on whether the stent was appropriate, in which
case reimbursement should be equal to the cost of the service, or
whether it was inappropriate, in which case it should not be cov-
ered. Given the many uncertainties associated with determin-
ing appropriateness and cost, insurers are not in a position to
design perfect reimbursement systems.

Hence we must inherently think about a less-than-perfect sit-
uation. Economists term this a “second-best” situation; what do
we do when the best possible arrangement cannot be achieved?
Many factors enter into the second-best reimbursement, but the
most relevant one concerns the motivation of doctors. How
altruistic are doctors relative to their desire to earn more?"
Suppose providers are like Gordon Gecko: they do whatever

they can to make money, regardless of the ethics of the situation.
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In this setting, payments have to be made for every valuable
service, and they had better be high. Bundling payments for
an episode of care will be awful, since every service provided
adds to costs but not revenue, and hence will be underprovided.
Conversely, suppose all doctors are like Dr. Meredith Grey
of Grey’s Anatomy: they will do whatever is needed to diagnose
and treat their patients. For such physicians, bundled payments
make more sense. By eliminating the financial incentives dis-
torting care one way or the other, doctors will do just what is
appropriate.

As we have seen, physicians are by and large extremely
responsible in the way they administer care. When they shift
around treatments, it is often in the “gray area,” where it is not
clear which treatment is really needed. An extra day in the hos-
pital wasn’t really that valuable; the lung cancer patients get
more care, not less, when money is scarcer. So far, there are no
claims in the literature that changing fees lead to substantial
adverse effects on patient health. This suggests that we need not
worry about major stinting of care. Rather, the key is to design a
payment system that encourages coordination and the right care
decisions, not just doing more to make money.

In the typology above, the conclusion is clear: insurers should
bundle all the services that are provided for a typical patient into a single
amount. When the money follows the patient as a whole—not a
specific set of treatments—physicians will think about the

patient as a whole and make decisions on that basis.

To draw out how bundling would work, let’s take another look at
a conceptualization of health presented in a previous chapter.

Figure 20 shows the types of care that people receive. People
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Figure 20. The organization and financing of medical care. People
who are healthy use few medical services; chronic illness is associ-
ated with more service use; and acute events are associated with
much more. Generally, too little is spent when people are healthy or
dealing with chronic illness.

can be categorized in various stages of health—good health,
with chronic disease, and having an acute episode. Associated
with each health state is a set of buckets for the services that may
be used: primary care, specialty care, pharmaceuticals, hospi-
tals, and so on.

The fee-for-service system reimburses each bucket separately.
A bundled payment system groups some of these buckets
together. In practice, there are several ways this can be done. The
easiest for most specialist physicians to adjust to is paying for an
episode of care. Consider again the man who shows up in the
emergency department with a heart attack. He needs acute care
(medications, perhaps surgery, monitoring, etc.) and postacute
care (cardiac rehabilitation, additional medications, and further
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Figure 21. Bundling payment by episode. A system of bundled

episode payments would group together the services provided in
acute and postacute care situations.

testing). A bundled payment system would pool all care received
within some period of time—for example, 180 days from the
heart attack—into a single payment (figure 21). The group of pro-
viders accepting the payment would then divvy up the money
among the various individuals involved—the hospital, the spe-
cialist, providers of postacute care, surgeons, and so on—as they
see fit. Generally, they will do this by a prespecified agreement
rather than on a case-by-case basis. For example, a hospital might
have a relationship with one or more cardiac rehabilitation pro-
grams to ensure adequate follow-up care and timely communica-
tion. The hospital might pay the rehabilitation program a per-
case fee to provide these services for patients in need.

There are several advantages to such a payment system. One
major benefit is that most physicians are quite familiar with it.

Specialists understand the idea that people need care during an
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episode of illness, and they like to follow patients throughout
this experience. If cardiologists are asked whether they can con-
ceptualize managing acute and postacute care for a person with
a heart attack, they will readily answer that they can. The same
is true for orthopedists treating musculoskeletal problems and
oncologists treating cancer. Further, a large share of spending
occurs in acute and postacute settings, so that bundling care at
this level provides a potential for major savings.

However, one difficulty with this system is that of determin-
ing which services are included in an episode and which are not.
If a patient who had a heart attack goes back to his or her physi-
cian for a routine check-in, is it related to the cardiac disease or
not? It is difficult to attribute a single cause to all services. A sec-
ond drawback of this system is that it does not incentivize pre-
vention of the acute episode in the first place. If only acute care
1s bundled, providers gain nothing by preventing the heart
attack.

This latter concern has led to a second type of payment sys-
tem, which would reward primary care physicians for successful
prevention of acute disease. Such a system is shown in figure 22.
Helping healthy patients maintain their health or assisting
patients with chronic disease to manage their health would be
rewarded; groups of physicians that were not as good at prevent-
ing disease progression, in contrast, would earn less. The mea-
sure of outcomes is key here. Many such measures might be
designed—for example, heart attacks that actually occur rela-
tive to those that occurred in the past, or avoidance of emer-
gency care for nonacute conditions. Because a payment system
based on primary care management works on a different margin
from the bundled episode payment (largely primary care versus

largely specialty care), they are often proposed together.
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Figure 22. Primary care management. A system of primary care
management would reward primary care providers for keeping
patients healthy and managing chronic disease.

To increase integration across primary and specialty care, we
can go even farther. The payment system might simply give all
providers a fixed amount to care for a patient for a year. The
providers involved in the payment arrangement could then work
out how to jointly manage each patient and how to split the
money. An example of such a payment system is shown in figure
23. An organization would agree to provide all the patient’s care
for a year. The more effectively the providers could prevent
high-spending episodes, the better they would do financially.
This is the model under which Kaiser operates, and it is increas-
ingly the model for many large provider groups.

Together, bundled episode payments, primary care manage-
ment payments, and patient-based payments are often known as
“alternative payment systems.” A number of insurers and medi-
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Figure 23. Patient-based payment. A patient-based bundled payment
would group together all the services used by a patient over the
course of a year. Providers in such a system would need to manage
primary care and acute care services well.

cal care organizations are experimenting with payment systems
like these as a way to encourage more cost-efficient care.

In practice, these systems often have one additional wrinkle:
to reinforce the idea that quality matters too, not just cost sav-
ings, most alternative payment models make reimbursement
dependent on measures of quality. For example, the system
might specify a target for patient spending for the year (say
$5,000) and a set of quality metrics, such as whether diabetic
patients receive their recommended screening or a low rate of
hospital readmission for patients with specified diagnoses. If the
provider organization has realized costs below the spending tar-
get, they are eligible for a share of the gains. For example,
if their actual spending is $4,000, they are eligible for up to

$1,000 in bonus payments. The actual amount of the bonus they
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ultimately receive depends on their performance on the quality
metrics. If they hit all the metrics, they might receive $600 in
bonus payments. If their quality is average, they might receive
half as much. If quality is poor, they might not receive any bonus
or even suffer a loss. Thus providers can make money only by
keeping costs low and quality high.

Of course, there are a number of issues and concerns about
each of these payment models. Let me address in detail how

each model might work and the problems that might arise.

Let’s start with episode-based payment. A patient suffers a heart
attack and needs treatment for a period of time to manage the
condition and restore cardiac functioning. Since most specialists
receive training in how to provide care throughout an episode,
they can envision being responsible for managing the patient
during the entire episode. Thus a group of cardiologists—in
conjunction with the hospital where they practice—are in a
natural position to manage the patient’s episode. In terms of
financing, the hospital and physician group together would
receive a payment from the insurer, agree to provide some care
themselves, and work out arrangements with other providers to
fill in where they cannot. All care associated with the episode
would come out of the episode total, even if there is a substantial
adverse event and the patient requires additional care.

The obvious first question 1s how to determine payment for
the episode. There are several approaches to this question. Some
experts advocate starting with the care that ought to be pro-
vided during an episode and paying based on that amount. For
example, one might determine the testing, surgical interven-

tions, and medications that are necessary for heart attack treat-
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ment and its follow-up, and then price them out to determine
the appropriate reimbursement. The Prometheus payment sys-
tem does exactly this for a number of conditions; its evidence-
informed case rates are currently being piloted in a number of
areas."”

But this model makes many people uneasy. Who determines
what care should be provided to each patient? One can imagine
endless fighting over this. I worry about setting up a system with
a built-in adversarial dynamic.

A second approach, which avoids the adversarial relationship,
is to use current payment amounts as the base for a bundled
payment. For example, the average cost of a heart attack episode
is currently about $25,000. The insurer would start by convert-
ing that amount into a bundled payment, perhaps taking some
off for likely efficiency gains, and transfer the total to the rele-
vant provider group. Money would be saved both by lowering
spending initially and by limiting the increase in the payment
bundle over time.

Along with a colleague, Kaushik Ghosh, [ have done an anal-
ysis of how such a payment system would work. Our calcula-
tions suggest that this type of system is quite manageable and
could save a great deal of money."” Ghosh and I looked at medi-
cal claims for Medicare beneficiaries in 2007. We defined an epi-
sode by a hospital admission. Consider, as an example, a heart
attack hospitalization. When a patient is hospitalized with a
heart attack, an episode of care starts. We took the initial admis-
sion and added in all the claims for cardiovascular disease deliv-
ered to the patient in the next half year. For example, if there
was a recurrent heart attack, that spending showed up in the
original heart attack episode. If there was a subsequent hospital-

ization for a different condition, however—for example, surgery
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for colorectal cancer—a new episode was started. People could,
and many did, have multiple episodes going on simultaneously.
But a cardiologist would never be responsible for the cost of can-
cer care, and vice versa for an oncologist.

The system we came up with encompasses much of Medicare
spending. About half of Medicare spending falls into one of the
episodes we created; the remainder includes such services as
screening mammograms and regular physician visits, for which
there is no prior hospitalization. Further, spending is highly
concentrated into a few episodes. The top seventeen episodes
account for half of episode-associated spending, and the top
forty-three account for three-quarters. This means that even
modest forays into bundled episode payments could produce
significant cost savings.

The episodes associated with the most Medicare spending
are shown in figure 24. Osteoarthritis 1s the largest dollar cost;
the primary spending here is for elective hip and knee replace-
ments, which are increasing rapidly in volume. A variety of car-
diovascular conditions are also high on the list, including coro-
nary atherosclerosis and other heart disease, congestive heart
failure, heart attacks, and heart valve disorders. No individual
cancer represents a large enough share of spending to make it
into the very top group, but cancer as a whole is a high-cost con-
dition. Overall, episodes focused around musculoskeletal, car-
diac, and to a lesser extent oncology services are the conditions
with the highest price tags.

We then gauged the potential for cost savings in each of these
areas. To judge this, we looked at the variation in spending in
different parts of the country. We started by dividing the coun-
try into 306 regions within which medical treatments tend to be

fairly similar.”” For each area, we calculated average spending on
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Figure 24. Episodes with the highest Medicare spending, 2007.
Seventeen acute episodes account for half of episode-based spending.
David M. Cutler and Kaushik Ghosh, “The Potential for Cost
Savings through Bundled Episode Payments,” New England Fournal of
Medicine 366 (2012): 1075—77, www.nejm.org/doi/pdf/io.1056
/NEJMprii3361.

each episode. To the extent that the average spending differs
across areas, it suggests that there are significant opportunities
for savings. That is, in fact, what we found. In the case of osteo-
arthritis, for example, San Francisco, which falls in the seventy-
fiftth percentile of the spending distribution, spent 15 percent
more than Jackson, Mississippi, which falls in the twenty-fifth
percentile. Remember that this is spending for the same disease
across a number of patients, so it is extremely unlikely to reflect
differences in the severity of illness. Indeed, in the case of osteo-
arthritis, we can say more about what this variation involves. In
high-spending areas, there were on average 13 hospital admis-
sions per episode; in low-spending areas, it was closer to r.1. In

high-spending areas, $9,000 was spent on rehabilitation per
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case; in low-spending areas, rehabilitation spending was 30 per-
cent less.?’

To put a number on the potential savings, we calculated the
amount that costs would be reduced if spending in all areas fell
to the amount in the twenty-fifth percentile area. The savings
were significant. For these seventeen conditions alone, the
annual savings to Medicare from reducing costs by this amount
would be $10 billion. There would be an additional savings to
beneficiaries in reduced cost sharing and lower Part B premi-
ums. Across all the episodes we identified, the savings from
more efficient care would be 7 percent of total Medicare costs.

Our data clearly show the potential for savings from better
management. But is there any evidence that providers can man-
age care in such a way as to achieve these savings? The answer is
yes.”! The Medicare program has engaged in several demonstra-
tions of bundled episode payments, and each one has been suc-
cessful. Medicare ran the first of these demonstrations in the
early 1990s. The focus was on heart bypass surgery. Seven orga-
nizations were chosen to receive a bundled payment for bypass
surgery, covering preoperative care, surgery, and postoperative
care in the hospital and at the surgeon’s office (note that they did
not include postacute care in the bundle, thus reducing possible
savings). The sites participating in the demonstration were geo-
graphically diverse. In all sites, four types of physicians were
involved (thoracic surgeons, cardiologists, anesthesiologists, and
radiologists), and they divided the payments with the hospital
and any other physicians who saw the patient.

According to an independent evaluation, all seven of the sites
saved money.”” The savings ranged from 6 to 23 percent; the
average was Io percent. Further, this was done without any

adverse outcomes; outcomes at the demonstration areas were in
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line with prior outcomes in those areas. Interviews with the
administrators of the programs highlighted how they achieved
the savings: encouraging greater involvement by surgeons in
postoperative care, standardization of supplies and protocols
(think of the Geisinger model), substitution of less expensive
drugs for more costly ones, and engaging nurses in care man-
agement. All of this is basic, but it didn’t happen without the
bundled payment.

The success of the heart bypass demonstration pushed Medi-
care further into experimentation with bundled care arrange-
ments. There was a demonstration for bundled cataract surgery
payments that ran but was never properly evaluated, as well as
planned demonstrations for cardiac and orthopedic care that
never got off the ground. By about 2009, though, Medicare was
back in the bundling business. In 2009, Medicare launched the
Acute Care Episode demonstration. This program implemented
a bundled payment for several cardiac and orthopedic proce-
dures at five health systems located predominantly in the South
and Southwest. The procedures chosen were relatively com-
mon: bypass surgery, joint replacement, and the like. Again, the
bundle included only care for the inpatient episode; no post-
acute care was involved.

Though the demonstration is ongoing, results to date are
encouraging. Significant savings are being achieved (Medicare
administrators expect 1 to 6 percent),” and the providers are com-
fortable with the organizational changes required—after over-
coming their initial skepticism. At Baptist Health System in San
Antonio, Texas, for example, the hospital has netted $8 million
from the program, and the surgeons have pocketed $1 million.

To get these savings, providers had to reorganize the way they

did business. Baptist, for instance, enacted a new compensation
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system for surgeons, with targets for quality and standardization
around key supplies. Not all doctors liked this; at the Baptist site,
four physicians left before the program was implemented. Still,
the savings were achieved with the remaining physicians, and the
surgeons at Baptist are comfortable with the way it has played
out. According to the chief development officer at Baptist, “It
wasn’t a home-run. But I'd call it a solid triple.”*

As a result of these demonstrations and countless studies of
practice changes, there is little doubt among researchers that
moving to bundled episode payments will save money. The
Medicare program has indicated its interest in exploring this
direction. As part of the Affordable Care Act, Congress autho-
rized Medicare to conduct broader bundled payment demonstra-
tions, including some focused on postacute as well as acute care.
Medicare officials are starting down this path.” In the first itera-
tion of the demonstration program, more than five hundred orga-
nizations volunteered to participate—an immense outpouring.

Truthfully, though, no further demonstrations are needed.
We know how such systems work and what it takes to put them
in place. What 1s needed is not another demonstration but a
rapid transition from the existing fee-for-service payment
model to bundled payment for episodes of care. Given the
importance of cardiac and orthopedic care in high medical
spending and the successes demonstrated with bundled pay-
ment for these conditions, the obvious place to start is bundling
cardiac and orthopedic care. With appropriate legislation,
Medicare could rapidly move to a national bundled payment
system in those areas. These bundled payments could then be
extended to other conditions, including the bulk of acute care.
Private insurers could do this even without legislation; a num-

ber of private insurers are already moving down this path.
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Specialists are ready for it. A 2011 survey by the Advisory
Board Company found that while just 16 percent of hospital
executives said they had bundled payments in place, 75 percent
expected to have them by 2013, particularly from Medicare.*

There is no reason not to meet this expectation.

An alternative to paying by the episode is to pay a fixed amount
for the patient as a whole, covering all the care a patient will
need in a year. This avoids the problem of determining what is
part of an episode; when money follows the patient as a whole,
everything is included in one reimbursement.

The idea of a patient-based payment system has a long history
in health care. Many of the good organizations we have seen—
Kaiser, for example—operate on a patient-based payment sys-
tem and have done so for decades. In the 1990s, the term for this
type of payment was “capitated payment,” although this termi-
nology has fallen out of fashion (along with the Backstreet Boys
and the Spice Girls). Today, people focus more on the nature of
the organization accepting such payments than on the specific
payment it receives. An organization that accepts a global pay-
ment for a person for some period of time 1s termed an account-
able care organization or ACO—though other names persist: a
health bill in Oregon called them coordinated care organizations
(CCOs). They have also been called integrated care organiza-
tions (ICOs). Virtually any three-letter acronym will do.

An accountable care organization looks very different from
the current medical care system. Here primary care physicians
and specialists must work together, and there must be a smooth
flow between care settings. For this reason, establishing such

organizations is complex.
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The Affordable Care Act moved significantly to empower
accountable care organizations. It directed Medicare program
administrators to start such an accountable care organization
program by January 2012 (less than two years after the bill was
passed). The Medicare program created two models for these
organizations. The first is for organizations like Kaiser, which
are prepared to accept one payment per patient and assume all
the spending risk for that patient. These are termed pioneer
accountable care organizations. The second model is for organi-
zations that are willing to assume some, but not all, risk. This 1s
called the shared savings model. Such organizations share in
some, but not all, of the savings from reduced costs.

Medicare has tried several demonstrations along these lines
in the past, though none as large as the current program. To
date, the experience is mixed. It is clear that there are high-per-
formance organizations and lower-performing organizations,
and that the better-performing ones are generally structured
like accountable care organizations. Many of those organiza-
tions have been described in this book. What is less clear is
whether lower-performing organizations can transform them-
selves into higher-performance ones as the payment model
changes.

Several demonstrations conducted by the Medicare program
suggest that this makeover 1s difficult. From 2005 to 2010, Medi-
care ran a physician group practice demonstration that enrolled
ten physician groups in a shared savings model. The groups
were paid on a fee-for-service basis but received performance
bonuses if total spending fell by at least 2 percent and clinical
quality met thresholds. The bonus was up to 8o percent of the
savings. As usual, the groups were scattered throughout the

country, though largely based in northern states.
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The good news is that quality in the target settings was out-
standing. On average, the medical groups met 98 percent of the
quality measures set out by Medicare. This reflected hard work
within the organizations. The bad news is that costs were not
significantly affected. Several groups met the 2 percent savings
target, but most did not. And the ones that met the target were
unable to exceed it by substantial margins. The net savings to
Medicare were small.

A more optimistic assessment of global payments comes from
a recent experiment conducted in Massachusetts. Starting in
2009, Blue Cross Blue Shield of Massachusetts transitioned its
payment methodology for a number of provider groups to a
global payment model, termed the Alternative Quality Contract
(or AQGC, yet another three-letter acronym). In the AQC, enroll-
ing groups of providers are given a per-capita spending target
for each year, extrapolated from their own base-year spending
and the typical growth rate of costs. Provider groups in the pro-
gram are then benchmarked relative to this amount, benefitting
from cost saving and suffering from cost overruns. In addition,
high quality provides a second way to earn a bonus.

Seven physician organizations, accounting for more than
one-quarter of Blue Cross Blue Shield patients, were enrolled in
the program in the first year; an additional four organizations
entered in the second year. Since Blue Cross Blue Shield is the
largest private insurer in Massachusetts, this is an enormous
part of the medical system.

Results from the first two years of the Alternative Quality
Contract have now been published.”” To date, the program has
been very successful. In the first year, costs fell nearly 2 percent.
In the second year, they fell even more. Ten of the eleven par-

ticipating groups received a cost bonus in the second year. Some
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of the savings reflect lower utilization of expensive services,
such as imaging; in other cases, primary care providers saved
money by referring patients to less expensive specialists and
admitting at less expensive institutions. Switching hospitals
came with significant savings.

The high-priced institutions were obviously upset by losing
patients. In response, some of the high-priced health systems in
Massachusetts have asked insurers to lower the amount they
receive as reimbursement so that they can compete for referrals.?®
(When is the last time anyone in health care asked to be paid
less?) They are also joining the Alternative Quality Contract.

The savings from the Alternative Quality Contract did not
come at the expense of quality. Quality rose in the participating
organizations. Indeed, all eleven organizations earned a second-
year quality bonus. The program is thus a resounding success
and is being expanded rapidly.

It is not entirely clear why the Alternative Quality Contract
resulted in large savings while the earlier Medicare demonstra-
tion did not. Part of the difference may be that prices paid by
private insurers vary more across providers than the prices that
Medicare pays. Thus there is a response to the private insurance
program—switching to less costly providers—that is not viable
for physicians participating in the Medicare demonstrations. In
addition, the Alternative Quality Contract involved more pro-
vider groups that were less integrated to begin with. For these
organizations, there was much more low-hanging fruit to be
plucked in terms of basic care management and coordination. In
contrast, most of the participants in the Medicare demonstra-
tion had already made investments in care management. Finally,
the Alternative Quality Contract took place at a time of serious

discussion about the need for cost savings in medical care, and
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the provider groups that joined the policy were intensely
focused on cost savings. The Medicare demonstration program,
in contrast, was seen as more of a quality improvement initiative
than a cost reduction initiative. Whatever the reason, the Alter-
native Quality Contract results show that it is possible for orga-
nizational performance to improve and that global payment
models encourage this improvement.

As noted above, the Affordable Care Act allows all health
care organizations to have the opportunity to become account-
able care organizations. Some analysts expected that there
would be a wave of ready participants, and then enrollment
would stall. In fact, just the opposite has occurred. Over 250
organizations have become accountable care organizations, and
they now cover more than four million Medicare beneficiaries.”’
Changes by state Medicaid directors and private insurers imi-
tating the Alternative Quality Contract could push the market
even further. Thus a good share of the health care market may

come under such payment models in the next few years.

The area of most experimentation in payment reform has been
establishing pay for performance systems in primary care. In
such a system, if the primary care practice can keep patients
healthy and manage their chronic disease better, the practice
gets paid more.

Although programs for primary care management differ, a
typical program might begin by identifying measures of good
prevention and chronic disease care based on the clinical litera-
ture. Common examples include ensuring that diabetics receive
regular eye and cholesterol screens, women receive mammo-

grams on schedule, and colonoscopy screens are conducted at
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recommended intervals. Primary care physicians are then
offered a bonus plan: if they achieve high scores on these mea-
sures of care management, they will be paid a performance
bonus, generally on the order of a few percent of revenue. The
insurer monitors progress toward the goals using claims infor-
mation submitted by the physician group. At the end of the year,
an accounting is made, and payments are dispersed. Insurers
have found it straightforward to implement this type of program
because the measures of good performance are clear (they are
often based on guidelines from professional societies), and the
performance of the provider system is relatively easy to monitor
(whether a test has been conducted can be readily determined).

A recent study reviewed 128 experiments focused on these
types of pay-for-performance initiatives.” The results clearly
indicate that clinical quality improves under these programs.
Cancer screening rates increase (e.g., breast screening and colo-
noscopies), and rates of medication adherence rise. The improve-
ment 1s often significant but not overwhelming. Interestingly,
focusing on some elements of good care does not distract from
other areas; paying more for good care for diabetic patients does
not reduce the amount of care that nondiabetics receive, for
example. Instead, quality increases even in areas not targeted by
the performance payment.

Less fortunately, the interventions rarely save money. Pro-
viding better diabetes care reduces the number of diabetic-
related heart attacks, but many people are treated and few heart
attacks are prevented in any year. Hence, the system costs
slightly more as a whole, at least in the period during which the
programs have been evaluated.

The lack of cost savings does not mean the intervention is

bad—improving health at low cost is always good—but it sug-
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gests that the cost savings from implementing only perfor-
mance-based payment for primary care is likely to be limited.
Most experts believe that primary care incentive programs need
to be coupled with episode-based care for specialists or wrapped
into a global payment for the patient as a whole, as with the

Alternative Quality Contract.

One way or another, payment systems for medical care are likely
to change markedly in the next few years. The long-established
fee-for-service reimbursement model has run its course, and there
are proven alternatives waiting in the wings. My guess is that pay-
ments will change substantially within the next five years, and the
fee-for-service system will be largely gone within a decade. Based
on the evidence above, I am optimistic that this reform will con-
tribute to a higher-quality, lower-cost health care system.

In a time of optimism, though, it is important to consider
what might go wrong. While there are many possible stumbling
blocks, two strike me as particularly salient. First, there is a
need to synchronize the changes occurring across the system. If
every insurer decides on a new payment system without regard
to what other insurers are doing, we could have a mess: doctors
paid on a fee-for-service basis by some insurers, on an episode
basis by others, and on a patient basis by still others. Each of
these payment systems may be fine on its own, but putting them
together does not work. It would be like a symphony orchestra
in which the violin section is playing Mozart, the cellos are
playing Beethoven, and the conductor is giving cues to Bach.
The result would be a terrible cacophony.

Most market participants are looking to Medicare to take the

lead in payment reform, as it has with so many other payment
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innovations (recall the Prospective Payment System discussed
earlier in the chapter). With the debate about the constitutionality
of the Affordable Care Act settled and President Obama remain-
ing as president, further transformation of Medicare is certainly
possible. But the danger is that Medicare policy will be stymied
by legislative disagreement. Where Medicare has launched dem-
onstration programs, we need to move beyond these demonstra-
tions. Republicans who are hostile to the Affordable Care Act may
not allow such changes legislatively, however, leaving Medicare
stuck. If Medicare policy 1s gridlocked, or even goes backward,
the entire movement will suffer.

In place of federal action, we may see action at other levels.
The Massachusetts experience is encouraging along these lines.
The fact that a private insurance company started the Alterna-
tive Quality Contract suggests that such innovation is not impos-
sible. Indeed, big insurers in other states have made commit-
ments to payment reforms that are similarly innovative.

Alternatively, state governments may become the leaders.
With their large Medicaid and state employee spending on
health care, state governments have an enormous say in the
structure of the local medical care system. Recent legislation in
several areas of the country shows the possibilities for state
action. In Arkansas, legislation passed in 2011 requires Arkansas
Medicaid and private insurers to implement bundled payment
systems for five conditions: perinatal care, total joint replace-
ment, and congestive heart failure are among them. Doctors are
rewarded for quality and penalized for utilizing more services
than their peers. The state plans to add many more conditions in
the next few years, along with a comprehensive patient-centered

medical home program.”
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In Oregon, Medicaid changes implemented in 2012 spurred
the creation of coordinated care organizations (CCOs), groups
of providers that agree to care for the physical and mental health
conditions of their beneficiaries. In exchange for an up-front
investment by the state, the CCOs accept a global payment from
the state, which grows less rapidly than cost increases under the
prior system.”” In this way, costs are reduced over time. Although
the program was started only in the summer of 2012, fifteen
CCOs were certified by the fall.

Perhaps the biggest changes are occurring in my home state
of Massachusetts. Legislation passed in the summer of 2012
strongly encourages the transition to “alternative payment mod-
els.””* The transition is required in public sector programs (Med-
icaid and state employees) and encouraged in private insurance.
Given this new legislation and the ongoing Alternative Quality
Contract, there is unlikely to be any significant presence of fee-
for-service payment in the state within a few years.

These states are the farthest along, but several more states
are considering or implementing legislation that addresses
health care payment systems. Payment reform may thus become
the province of state policy.

The second concern is about the capacity of providers to oper-
ate under a global payment system. Coordinating across the mul-
titude of different providers is tricky business. Some organization
has to manage payments, integrate I'T systems, ensure coopera-
tion among different physicians, and manage patient satisfaction.
Who will be in a position to do all this?» Almost by definition,
none of the existing siloed providers is large enough to do it: pri-
mary care physicians control only a slice of the care their patients

receive, and specialists only see patients when they are referred.
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One common thought is that hospitals will run large care
organizations. Many hospitals have long-standing relationships
with physicians, often extending to owning their practices. In
addition, hospitals have the financial acumen to negotiate bun-
dled payments. It is no surprise that hospitals are now expand-
ing rapidly and forming relationships with other hospitals, com-
munity physicians, and postacute care providers.

The difficulty with a hospital-run organization, however, is
that the hospital is not particularly valued in a global payment
model. In a setting of patient-based payment, the Jeast efficient
way to treat a patient is to admit him or her to a hospital. Physi-
cians’ offices and even homes are far more inviting. Imagine,
then, the conflict when an expensive hospital owns a physician
practice, and the physicians in that practice realize they can
make more money on their global payment contract by avoiding
the hospital entirely. The discussion will not be pleasant. To
address this, hospitals are beginning to think of themselves as
health systems rather than inpatient institutions. If these health
systems are to run bundled payment systems, the transition
from a hospital system to a health system will have to be a mean-
ingful one.

More likely, many of these bigger organizations will be run
by groups of physicians. Hospitals will be an input into care sys-
tems, but only one input; doctors will wield the real power.
Indeed, economics tends to argue for this outcome. In any mar-
ket, the people who ultimately wind up on top are the ones who
provide the essential input—the technical skill that cannot be
duplicated or the knowledge base that is unrivaled. That is far
more commonly the physician than the hospital.

How physicians will come to be the organizers of care is not

clear, though. Physicians are not trained as managers of big cor-
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porations, and there is no reason to expect that a single physi-
cian or even a group of physicians together can manage one of
the most complex businesses in the economy. Thus, some type
of management company will have to be invented to pool physi-
cian talent and organize an extremely complex production pro-
cess. The group that is able to do that will provide a very valu-
able service—and probably make a good deal of money.

One issue I do not worry about is the common concern that
this model is just a return of health maintenance organizations.
HMOs (again, three letters!) were all the rage in the early 199os.
HMO insurers promised to deliver big savings to firms buying
health care. They would do this by managing the care that peo-
ple received (hence the synonym managed care) such that cost-
effective care was provided and care that was not cost effective
was left out. Concerned by the very high level of medical spend-
ing and its rapid growth, virtually all large firms moved their
employees from open-ended reimbursement arrangements in
the early 1990s to HMOs by the late 1990s (figure 25).

The transition to managed care was rapid and stunning. But
the demise was even more rapid and even more stunning. After
several years of straining against the rules imposed by managed
care insurers, physicians and patients revolted. The managed
care backlash was typified by the 1997 movie As Good As It Gets, in
which the Helen Hunt character unleashed a flurry of expletives
about managed care, and audiences across the country cheered
loudly.

As the managed care era wore on, doctors and patients called
for restrictions on what HMOs were able to do. Legislation was
introduced for a Patients’” Bill of Rights, but never passed. To a
great extent, this was because firms buying insurance got the

message and forced the insurance plans they contracted with to
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Figure 25. Distribution of health plan enrollment for covered workers
by plan type, 1988—2012. I added 0.2% to each category (HMO, PPO,
etc.) for 2007, 2009, and 2010 to make percentages sum to 1oo. Totals of
the data for 1999, 2002, and 2012 are just above 100 percent. Chart
adapted from Kaiser Family Foundation/Health Research and
Education Trust, Employer Health Benefits, 2012 (Washington, DC:
Kaiser Family Foundation, 2012), http://kff.org/private-insurance

/report/employer-health-benefits-2012-annual-survey.

be more lax. By the early years of the new century, HMOs were
in decline, and patients were enrolled in much more open-
ended plans (termed preferred provider organizations, or PPOs).

While some think of this as a warning sign about the global
payment push, I do not. The global payment model is funda-
mentally different from the HMO model. In an HMO, insurers
dictate to doctors and patients what they are allowed to do and
what they cannot. Thus the insurer makes the decision about
whether a referral is permitted, whether a hospitalization is
authorized, or which medication should be used. Few doctors

enjoy being dictated to.
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In the global payment model, in contrast, physicians decide
on good care and work with patients to provide that care. Thus
the physician group makes decisions about which treatments to
provide, which medications to use, and what testing to do. When
physicians make decisions on the basis of their own reading of
the evidence, they feel much more comfortable about the treat-
ment. As Andrew Dreyfus, president and CEO of Blue Cross
Blue Shield Massachusetts and the creator of the Alternative
Quality Contract, said: “If we continue to be successful [in the
AQC model], it will be physicians persuading other physicians
that this liberates them and allows them to practice the kind of
care they went into medicine to practice.”** Indeed, in the suc-
cessful models that have been presented, the physicians are in
charge of designing appropriate care processes, monitoring the
literature for what is necessary, and ensuring adherence to best
standards. So when physicians talk to their patients, the advice
they are giving is their own.

So it will have to be in these new payment arrangements. The
cardiology managers in charge of heart attack episodes will have
to involve physicians in designing care protocols, ensuring that
the best care is provided, and upholding the integrity of the
doctor-patient relationship. This is a difficult task, and it comes
back to the fundamental concern noted above: what does it mean
for an individual doctor to manage and work in a high-perfor-
mance health care system? After all, that is the real heart of

delivering good care. It is where we need to go.



CHAPTER SEVEN

Take Me to Your Leader

November 2000 was not a good month for the Obstetrics Depart-
ment at Beth Israel Deaconess Medical Center in downtown
Boston. BIDMC, as it is known, is a major teaching center that
delivers about five thousand babies per year. That month,
“Suzanne” was admitted to have her labor induced. Suzanne was
a married, generally healthy thirty-eight-year-old expecting her
first child. She had mildly elevated blood pressure, and her baby
was at forty-one weeks gestation.! Because of the mild hyperten-
sion, Suzanne’s doctor thought induction was the best course.
Suzanne’s case seemed routine but ended up being tragic.
After administration of a labor-inducing drug at 10:00 PM,
Suzanne was sent home (against guidelines, given her high blood
pressure). She returned at midnight with even higher blood
pressure. By §:30 A.M., there were signs of an abnormal fetal
heart rate. A cesarean delivery should have been performed but
was not. At 610 A.M., delivery was attempted with forceps, but
that too failed. At 6:30 A.M., an emergency cesarean delivery was

performed. Unfortunately, the baby was stillborn.
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Suzanne’s woes continued. Her uterus had ruptured, and she
was bleeding. She had a hysterectomy and spent three weeks in
the hospital—most of it in intensive care. She survived, but her
personal recovery took several years and she was unable to bear
children. Suzanne and her husband ultimately adopted a child.

Suzanne’s case is, sadly, typical of medical errors in the
United States. But the hospital’s response to the mistake was not.
Rather than punishing individual physicians and carrying on as
usual, the BIDMC decided to reevaluate its entire approach to
obstetrical care. As it examined Suzanne’s case, it realized that
the failures went much deeper than a poor decision here and
there. Rather, the system itself was at fault. Communication
across physicians and between medical personnel and the fam-
ily was poor. Treatment plans were not developed or properly
adhered to. There was no standard for when to act when labor
was not progressing as imagined. The busy obstetrics unit was
unable to cope with heavy demand. The attending physician
had been on call for twenty-one hours and was suffering fatigue.
These were the root problems of the failure, and these were
what BIDMC decided to fix.

Changing the culture and practice of an organization takes
enormous time and effort. To fix the situation, the BIDMC
turned to the Department of Defense. The Defense Department
has significant experience in building functional teams; long
ago, it figured out that poor teamwork was the cause of most
military accidents.” With the help of the Department of Defense,
the BIDMC introduced a Crew Resource Management (CRM)
program in labor and delivery.

CRM is a technique to improve safety in complex situations
where employees work in a hierarchy (a flight deck or a delivery

room). Experts studying airline crashes frequently noted that
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first officers and flight engineers had attempted to bring critical
information to the captain’s attention before a crash (e.g., “Cap-
tain, we appear to be low on fuel”), but their comments were
indirect and ineffective. By the time the information was con-
veyed, it was too late. Thus were born the goals of CRM: com-
munication, situation monitoring, mutual support, and leader-
ship. The idea is for the team to work together to solve a difficult
problem.

To implement CRM at the Beth Israel Deaconess Medical
Center, all personnel in obstetrics first took four hours of class-
room instruction to learn the basic principles. Three teams
were developed. The core team consisted of the primary care
providers in obstetrics—obstetricians, residents, anesthesiolo-
gists, and nurses. They were to meet at least once every shift to
formulate clear plans for each patient. A coordinating team of
senior physicians and nurses was responsible for stafing, work-
flow, conflict management, and communication. A contingency
team was set up to respond to emergencies. During each shift, a
coaching team, consisting of a physician and nurse, reinforced
teamwork.

BIDMC pioneered the program in 2002. By 2007, it was clear
that it was a huge success. Compared to the period before CRM
implementation, adverse obstetric events decreased by 23 per-
cent, and high-severity malpractice claims decreased by 62 per-
cent.” The BIDMC obstetrics team was awarded a Patient Safety
and Quality Award for their work, and the program has spread
to other hospitals.

The turnaround at Beth Israel Deaconess Medical Center’s
obstetrics unit was unique both in its broad focus and in the
willingness of all concerned to address the root problems. Ben-

jamin Sachs, the then head of obstetrics, saw through the error
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in this one case to find the deeper failures. Paul Levy, the then
CEO of the hospital, encouraged major changes.* The care pro-
viders made it their mission to do better. In short, the entire

organization was involved in improving quality.

Organizations are collections of people. The important ques-
tion for health care is this: how can groups of people best be
organized to produce better outcomes at lower cost? To bor-
row from a recent editorial, organizational change is the third
phase of health care reform.” Phase 1 is covering people, and
phase 2 is reforming the payment model to encourage better
care. Phase 3 involves organizations changing their internal
structures to deliver higher-quality, lower-cost care. But how
can they do it?

To answer this question, let’s move from health care to other
industries. The situation facing health care is not so different
from the problems other firms have faced, so what has been
learned elsewhere has direct applicability.

The central truth from economic analysis is that some firms
have processes to utilize talent well and others do not. In short,
there are good performers and bad ones. The good news is that
the difference between good and bad performers is not a wholly
different set of employees. At BIDMC, after all, the same staff
was there before and after the organizational intervention.
Rather, the differences have to do with how the organization
defines its mission, measures what it does, trains its employees,
and motivates them.

A survey initially developed by the consulting firm McKin-
sey highlights the differences between high- and low-perfor-

mance firms. McKinsey surveys firms in different industries;
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Performance Monitoring

* What is the patient's journey through a typical medical episode? How are improvements
to management of this pathway brought about?

* How standardized are clinical processes? What mechanisms are used to prevent
mistakes (e.g., checklists, patient barcodes)?

* How are problems found and fixed, and who is involved?

* What quality indicators are used, how frequently, and who sees the data?

Target Setting

* What types of targets are set for the hospital and your specialty, and what is their
motivation?

* How are staff involved, and how are they performing compared to others?
* How often do you fulfill these goals?

* How are clinicians involved in achieving cost and performance improvements?

Incentives & People Management

« If one of your best nurses or clinicians wanted to leave, what would the hospital do?
* How long is underperformance tolerated, and how difficult is it to terminate staff?
* Do some staff somehow always avoid being fired?

* What is the promotion and bonus system like, and how do senior managers show that
they are interested in attracting and developing talented individuals?

Figure 26. A sample of health care survey questions. Nicholas Bloom
et al., “Management Practices across Firms and Countries,” Academy
of Management 26, no. 1 (2012): 12—33. For details, see www.worldmanage

mentsurvey.org.

figure 26 shows the questions in the health care survey. All told,
there are twenty-one specific questions grouped into three broad
dimensions. In performance monitoring, the first dimension, a
variety of questions target how the firm monitors what is done
and then feeds that information back to the relevant employees.
This includes patient flow processes, determining and revising
protocols, and identifying and resolving problems. In the best
hospitals, treatment protocols are known and used by all staff,
patients are informed of expectations and kept abreast of

changes, and management monitors adherence to the protocols.
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Outside of health care, Toyota is a famous example of good oper-
ations management. In a Toyota plant, any worker can stop the
production line to fix an error. The correction process is not
complete until the error is fixed and the underlying problem is
addressed. Spotting errors is encouraged; having them recur is a
major sin.

Target setting is the second area. Good firms set tough but
realistic targets that are binding and apply to the entire organi-
zation. The nature of the target varies with the firm. Many man-
ufacturing firms stress minimal defects in their targets. Over §8
percent of firms in the 2011 Compensation Data Manufacturing
and Distribution survey reported using the Six Sigma approach,
a method designed to have fewer than 3.4 defects per one mil-
lion operations.® In service industries, customer service 1s para-
mount, and good firms measure and reward it.

In health care, performance generally includes a heavy
emphasis on clinical targets. A high-scoring health care organi-
zation would set a stretch target—for example, eliminating hos-
pital-associated infections. Performance would be monitored in
real time and fed back to all staff. Performance scores would be
the subject of departmental assessments and reviews for senior
leaders and individual clinicians. Most of the health care indus-
try has long been lax on setting targets, as the continued preva-
lence of hospital-acquired infections attests.

Individual employee incentives are the third area. Good
organizations hire and promote on the basis of performance.
Underperforming employees are either counseled to improve or
let go. Employee incentives include both financial and nonfinan-
cial rewards, as well as performance-based promotion (as
opposed to seniority). Money is one component; designing

appropriate compensation systems is a central part of corporate
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activity. Public recognition is another. Firms from Nordstrom’s
to Zappos to Caesar’s Entertainment are famous for their mon-
etary and nonmonetary reward systems for employees.” The
survey gets at this domain by asking how reviews are performed,
salaries are set, and underperformers are addressed.

How does health care rank on these various dimensions?
Economists Nicholas Bloom, John Van Reenen, and their col-
leagues have conducted management surveys on over ten
thousand organizations internationally to measure perfor-
mance in each of these three domains. Conducting these sur-
veys is challenging, since all firms want to look good when
asked about their management practices. When Bloom, Van
Reenen, and their team survey firms, they have MBA-level
students speak to middle managers—people in charge of a
particular plant or service in the hospital (e.g., oncology)—and
ask them open-ended questions about how the institution
operates. They then code the responses on a five-point scale, §
being the best possible score and 1 the worst. The average of
the scores in the three areas is used to determine an overall
score for the organization.

Bloom, Van Reenen, and their colleagues primarily survey
manufacturing firms, though they have also surveyed several
hundred hospitals (and a few schools). The sample includes
organizations in the United States, the United Kingdom, Japan,
Germany, and several developing countries.

Their data shows clearly that management practices differ
across firms, and that firms with better scores do better.® In man-
ufacturing industries, firms that score better in the survey have
higher sales per worker, greater profitability, fewer bankruptcies
or other exits, and more employees. In health care, hospitals

with better scores have higher survival rates for heart attacks.
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Figure 27. Management score distribution for U.S. manufacturing
firms. Data are reported at www.worldmanagement.org. The solid

line is the kernel density estimate.

Children attending schools with better management practices
do better on standardized tests.’

They also find enormous variation in management practices
across industries and countries. Figure 27 shows the distribution
of management scores in U.S. manufacturing firms. The average
U.S. manufacturing firm has a score of 3.35 on the five-point
scale (1,196 organizations were surveyed). This is the highest of
any country (Japan and Germany are tied for second at 3.23).

Hospital performance is more mixed (figure 28). On average,
hospitals in the United States score much lower than manufac-
turing firms. The average hospital score is only 3.0, 0.35 point
below the manufacturing average. Only 12 of the 610 hospitals (2
percent) score at least a 4.0, compared to 17 percent of manufac-
turing firms. The good news is that U.S. hospitals are better
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managed than their international competitors. The average
British hospital score is only 2.8.

American hospitals are low in all three areas of management,
though somewhat better at performance monitoring than target
setting and incentives. In the area of performance monitoring,
U.S. hospitals average 3.2; the comparable score in manufactur-
ing 1s 3.6. The score for target setting is only 2.9 (the manufac-
turing average is 3.3), and the score for incentives is also 2.9 (3.3 in
manufacturing). Relative to these means, private hospitals score
higher than public hospitals; the difference is appreciable. To
put these numbers in perspective, note that the difference
between the average hospital and the average manufacturing

firm amounts to 4 percent greater profits or 2 percent fewer
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deaths per 100 patients with a heart attack.”” It is clear that
American hospitals will need to organize themselves and think

differently about their mission in order to do better.

Performance measurement, target setting, and employee incen-
tives are all important in running organizations. But special
care needs to be taken as health care organizations change; it
would be a big mistake to run a hospital the way outsourcing
firms run manufacturing plants.

Perhaps the most important rule of health care management
18 this: never put care providers in a position of denying care for financial
reasons. Physicians are ethically and legally bound to treat all
patients in need, and they (rightly) rebel when they are told to
ration. Thus good organizations do not put physicians in this
position. In this sense, health care is very different from build-
ing a car. In the automobile industry, it is understood that not all
customers are willing and able to pay for the most expensive
products. Automobile workers do not feel guilty when they
build a car that is less expensive but perhaps more vulnerable in
a crash. In health care, doctors and nurses believe that all people
should have the same chance to survive a crash.

The biggest implication of this rule is that guidelines for care
providers should be based on medical effectiveness, not cost cri-
teria. When Intermountain Health Care designs clinical path-
ways, its challenge to physicians is to produce the pathway that
will lead to the best health outcome, not the episode of care with
the lowest cost. Similarly, Kaiser decides which drugs and
devices to use only after clinical efficacy has been assessed.
Drugs and devices are traded off only when they are judged to

have the same efficacy and side-effect profile. As a result, when a
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treatment choice is made, providers and patients in both systems
are sure that they are providing the best possible care.

The issue of cost-effectiveness is so fundamental to the dis-
cussion that it deserves some expansion. All medical care has
costs and health impacts. The question is how to account for both
in deciding what to do. The easiest situation occurs when care is
costly but delivers nothing; elective inductions of births before
thirty-nine weeks gestation and back surgery for routine cases of
lower back pain are two examples. In those circumstances, it is
easy to decide that the unnecessary care should be eliminated.

However, there are other circumstances where care has some
value, but that value is small relative to the cost. Take the exam-
ple of Avastin, an antibody injected intravenously that inhibits
the growth of tumors. Avastin is used to treat various types of
cancers, including colorectal, lung, glioblastoma, and kidney.
The manufacturing process for Avastin is complex. It uses Chi-
nese hamster ovarian cells and the antibiotic gentamicin to
express Avastin’s active ingredient, bevacizumab." Because
Avastin 1s so expensive to make, it commands a high price; a
standard course of therapy costs about $50,000.

Avastin extends survival for those with metastatic colorectal
cancer, but not by much. Clinical trials have shown that patients
receiving Avastin live on average 1.4 months longer than patients
who do not. Thus, the cost-effectiveness of Avastin is $425,000
per additional year of life ($50,000/1.4 months). Often the qual-
ity of those months is not high. Should cancer centers putting
together guidelines for the treatment of colorectal cancer
include the possible use of Avastin?

If the patient is paying for significant parts of the treatment
out of pocket, a physician might well recommend not using Avas-

tin. Memorial Sloan-Kettering Cancer Center in New York, one
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of the finest cancer hospitals in the country, recently decided not
to recommend the cancer drug Zaltrap for patients with advanced
colorectal cancer, because the unreimbursed cost of the therapy
was extremely high, and there was no good evidence of benefit
relative to other treatments (ironically, in this case Avastin is the
other treatment; Zaltrap costs twice as much as Avastin).”

When out-of-pocket costs are not an issue, however, the situa-
tion is trickier. Most economists argue against national health
care programs covering Avastin for metastatic cancer because the
cost is so high relative to the benefit (recall the threshold of
$100,000 or less per year of additional life). Money spent on Avas-
tin is not available for education, environmental protection, or
other uses. If patients want Avastin, they would either pay for it
out of pocket or buy supplemental insurance that covers Avastin
and other therapies that do not pass standard measures of worth.

Some countries follow this logic. The National Health Ser-
vice in the United Kingdom, for example, does not cover Avas-
tin for the treatment of colorectal cancer.” Similarly, the pros-
tate cancer drug Abiraterone was not approved for use until the
manufacturer agreed to a discount."

In the United States, however, we have walled off cost from
coverage determinations. The Food and Drug Administration is
prohibited from disapproving drugs because of their cost, and
the Medicare program cannot refuse to cover a treatment for
cost reasons.” Medicare and private insurers pay a lot for Avas-
tin. Total spending on Avastin for metastatic colorectal cancer is
unknown, but Avastin sales total about $3 billion annually."

Many people worry about being rationed out of drugs like
Avastin. Recall how people rebelled against HMOs largely
because they thought they were being rationed by cost. And this

concern was one of the most powerful complaints against the
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Affordable Care Act. When that legislation was being drafted in
2009, those opposed to the plan made the issue of death panels a
major public rallying cry—despite the fact that there weren’t any
in the law and none had ever been contemplated. Even after the
law was passed, a government panel created to make Medicare
payment changes more flexible became a group of “unelected
bureaucrats empowered to cut Medicare.”" It is unclear whether
the body will ever come into existence.

Politicians who push these objections are clearly pandering to
imperfectly informed individuals. But these examples highlight
an important aspect of the public’s views. Most people believe
that medical care has so much pure waste—care with no medi-
cal benefit at all—that we should focus on that waste first and
leave aside the ethically challenging questions about what to do
with care that is marginally effective but very expensive. In the
examples we have been discussing, people want to eliminate
unneeded cesarean sections long before considering whether
Avastin should be covered.

Given how much waste has been identified, this is not a crazy
view. As we have seen, about one-third of medical spending is
not associated with any health improvement. Further, eliminat-
ing this waste will require concentrated effort for some period
of time. At some later point, we might need to consider whether
Avastin 1s worth covering as a central benefit, but deferring this

decision is reasonable.

There is a second rule about health care that will be important as
medical organizations change their operations: individual physicians
should not be compensated based on the clinical outcomes of each patient.

This rule, too, is different from many other industries.
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Before explaining why this is the case, recall the distinction
between the organization and the individual. In the previous
chapter, I argued that health care organizations should be paid on
a performance basis. Here, I argue this should not be the case for
the individual physician. For example, consider a cardiologist who
works 1n a large cardiology practice. It is quite reasonable, and
helpful, for the cardiology practice to be paid on a performance
basis—if they have better outcomes, they should earn more.
That is not true of the individual cardiologist, however.

To understand why this rule is important, let’s start off with a
counterexample where pay-for-performance works well. There
are many examples of this, though one will sufhice. Edward
Lazear, a professor at Stanford Business School and the former
chief economic advisor to President George W. Bush, conducted
a study in the late 1990s on productivity in the auto glass indus-
try.”® His example was Safelite, the country’s largest installer of
automobile glass. In 1994 and 1995, Safelite moved from an
employee compensation system based on hours worked to one
based on productivity. In the new system, workers were paid per
piece of glass installed; there was a minimum hourly wage but
ample opportunity for speedy employees to increase their
wages. The results of introducing performance-based pay were
enormous. Productivity increased by 44 percent under the new
system (output went from 2.7 panes installed per hour to 3.2
panes per hour). Worker pay rose as well.

One might worry that quality would fall with performance-
based pay; being quick but sloppy allows a worker to move on to
other jobs faster. However, because defects can be readily iden-
tified and attributed to specific workers (the glass will break
shortly after installation), Safelite managed quality by having

the worker who incorrectly installed the glass redo it with no
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additional compensation. The possible loss of income is a major
incentive to do the job right, so overall quality improved under
performance-based pay. The result was a win-win situation.

Performance-based pay has quietly become the norm in
American industry. From teaching to retail to manufacturing,
employers increasingly value work done well. Indeed, scholars
defend the high pay of corporate CEOs in the United States by
reference to the increasing performance incentives in their con-
tracts (though many are unpersuaded).”

Why is there one rule for auto repair technicians and another
for surgeons (human repair technicians)? The answer is that
every patient is subtly different from other patients in ways that
are not true of cars. Two patients may have similar clinical pre-
sentations but differ in cognitive capacity, ability to cope with
surgery, presence of family supports, and other factors. The one
that has more of these resources is likely to come through sur-
gery better than the one that has fewer.

Paying individual doctors on the basis of their outcomes
penalizes surgeons for taking cases that are more difficult, thus
encouraging doctors to avoid such patients entirely. Without
being able to specify exactly which part of the outcome was a
result of the surgeon’s performance and which was a result of
patient idiosyncrasies, compensating surgeons on the basis of
health outcomes creates disincentives to treat sicker patients.

The subtle differences among patients set health care apart
from other industries. Two cars with a cracked window are vir-
tually identical; two patients with the same condition rarely are.
Thus, if one auto glass repair technician fixes a car in half as
much time as a coworker, the first is clearly more productive. In
contrast, if one surgical team has a death and a second does not,

it does not necessarily mean that the second team practiced bet-
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ter care. The relationship between inputs (technical quality,
team communication, and so on) and outputs (whether the
patient lived or died) is more tenuous in health care than in other
industries. At the level of the group, however, outcomes are more
stable, and it is expected that subtle differences across patients
wash out. Thus group outcomes (adjusted for observable risk) are
a better guide to true quality than are individual outcomes.

How should quality factor into a physician’s compensation?
In a setting where outcomes are not definitively related to the
quality of care, it makes more sense to compensate physicians on
the basis of quality measures that we can observe—their surgi-
cal inputs and that of their team. Did they perform the preop-
erative assessment, surgery, and postoperative monitoring in the
technically correct manner? Did the team interact appropri-
ately? If so, the physician should get high marks, even if the out-
come was unfortunate.

The good health care firms we observed have thought about
this and adjusted their compensation systems accordingly. The
Mayo Clinic, Kaiser Permanente, and other successful groups
often pay physicians a salary. These organizations do not want
physicians to provide more care than is necessary, so they do not
pay them on a fee-for-service basis. They also do not want to
penalize doctors for seeing sicker patients, to they avoid adjust-
ing pay based on the outcome of specific patients.

Further, their nonfinancial rewards are all associated with
providing better care, not just avoiding bad outcomes. Kaiser
screens new physician hires for an interest in practicing in a
closed group system like Kaiser’s. A new physician practices for
three years before making partner, during which time both sides
ensure that the physician is comfortable and productive in

the Kaiser model. Hiring and promotion at the Mayo Clinic is
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similar. Despite its ability to draw superstars, the Mayo Clinic
does not want all superstars on its staff. It values fitting into the
organization as much as clinical reputation.

Other organizations use a combination of salary and billable
services. For example, Intermountain pays its physicians a salary
supplemented by a performance bonus associated with patient
volume. To counteract the incentives for overtreatment that
result from the volume-based payment, Intermountain has an
IT system to guide decision-making and encourages constant
feedback from professional colleagues. In that sense, physicians
at Intermountain see good care, not the size of their paycheck,
as the driving force.

Importantly, at Kaiser, Intermountain, the Mayo Clinic, and
like organizations, physicians earn about what they could out-
side of the organization. None of these organizations wants to
employ only doctors willing to take a pay cut. But the doctors
earn their money based on the quality of care provided and not

how many services they bill.

The third rule about health care improvement is that it can and
should involve more than just health care providers. Parients have
a lot to contribute to care improvement, and their voices should be heard.
A crisis at Cincinnati Children’s Hospital Medical Center
(CCHMC) provides an example of this. CCHMC has a sterling
reputation and a mandate to inform patients about everything.
Imagine their consternation, then, when they found out in 2001
that their cystic fibrosis program was not up to par. Cystic fibro-
sis (CF) is a genetic disease that results in excess mucus forming
in the lungs. In addition to hampering breathing, the mucus can

lead to infections, which become antibiotic-resistant over time.
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CF is life threatening. Average life expectancy for a child diag-
nosed with the disease is thirty-seven years—a massive improve-
ment over the past (in 1962, life expectancy was ten years), but
still not long. Thirty thousand adults and children in the United
States have CF.”’

CF cannot be cured, but it can be managed. The key ele-
ments in management include proactive treatment of airway
infections (including use of antibiotics, breathing devices, and
inhalation medication), good nutrition, and an active lifestyle.
Because the course of the disease varies from patient to patient
and significant time is involved in managing the disease, CF is
typical managed by specialists at large, multidisciplinary cen-
ters. CCHMC was just such a center.

The Cystic Fibrosis Foundation collects details about quality
at individual centers but for a long time did not release that data
publicly. In the early 2000s, it did.” For the first time, organiza-
tions got a good look at how they were doing. CCHMC, a hospi-
tal that thought it was at the top of its game, learned that the
lung functioning of its cystic fibrosis patients ranked at only the
twentieth percentile of national performance.

CCHMC was horrified. Should they disclose the information
to patients or try to correct the situation first? Rather than burying
the finding or arguing that more study was needed (maybe their
patients were sicker than other patients?), they decided to publicize
the data. But then they communicated with patients. Did parents
want to take their children elsewhere? If so, they would make it
easy to do so, transferring records, medications, and histories.

To their surprise, not a single patient moved to another facil-
ity. Rather, they wanted to help. Families came forward with
suggestions to help raise quality and improve the patient expe-

rience—both by addressing lung function and in other ways.
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The parents wanted shorter clinic visits, more positive language
regarding CF and their children (e.g., not describing children as
“failures”), and a method for categorizing patients based on their
needs—nutritional, antibiotic, and so on. The result was a
thorough redesign of the cystic fibrosis clinic, using many of
the principles we have discussed. By 2008, six years after the
progress improvement initiative, CCHMC’s patients had lung
function at the ninety-fifth percentile of the national scale.”

The involvement of families was a major reason.

Change in health care is necessary, but that does not make the
transition any easier. No one likes the idea of having to restruc-
ture how they work—Ileast of all professionals who put so much
time and energy into their profession. Rather than brush by
these fears, we need to address them.

Perhaps physicians’ greatest fear regarding organizational
change is that they will become “cogs in a wheel” rather than
valued, independent professionals. “Cookie-cutter medicine” is
the term for this. If physicians are just going to do what a com-
puter says, what is the value of being a physician?

Ironically, the evidence demonstrates the opposite: physicians
who practice with sophisticated information technology systems
are not only more productive but happier as well. Information
technology codifies the routine aspects of practice. Computers
can be programmed to understand all the medication rules in a
medical textbook. The computer can then remember those rules
and do the equivalent of cutting the cookie the same way every
time, thus ensuring that all patients with a particular condition
are prescribed the right combination of therapies and receive the

right tests. Physicians are needed for the hard parts: dealing with
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complex diseases where a single treatment path is not appropri-
ate, guiding patients with a constellation of conditions that does
not fit the textbook, operating on the human body, and interact-
ing with human beings to help them deal with complex, life-
changing decisions. In the end, this is the part of medicine that is
the most difficult and the most rewarding.

Dr. David Blumenthal summed this up well. Blumenthal was
my colleague in putting together the Obama health plan and
went on to head of the Office of the National Coordinator for
Health Information Technology from 2009 to 2011. He 1s also a

practicing internist. About electronic medical records, Blumen-
thal recalled,

When I started using an EHR, I found it challenging. I often longed
for a dose of my old prescription pad (confession—TI cheated once
in a while). I chafed at reconciling medication lists, updating prob-
lem lists, scanning through seemingly endless consultant notes. (In
the past, many wouldn’t have been available—lost somewhere in
the paper world.) It was much easier to use the triplicate x-ray req-
uisition I had used for 30 years than the radiology order entry soft-
ware required by my EHR. My visits were longer and more
complicated. Every time I turned on the computer, it seemed, I had
to learn something new. But I am glad I did it.... My EHR made
me a better doctor. I really knew what was going on with my
patients. I could answer their questions better and more accurately.
I made better decisions. I felt more in control.”

Evidence shows this view to be widespread. In a 2008 study, 9o per-
cent of physicians with EMRs were satisfied with it, and the vast
bulk reported that the system improved the quality of care they
provided.” Of course, these were the early adopters. I wondered if
perhaps they had a particular affinity to computerized medicine.

That does not appear to be the case, however. In a 2011 survey, 85
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percent of physician adopters were satisfied with their EHR, and
three-quarters thought it improved the quality of care.”

Physicians’ fear that I'T will take away their autonomy is no
different than the fear of workers in many other industries.”
Professionals from lawyers to authors to teachers have worried
that information technology would turn them into automatons.
The first disenfranchising technology was electricity; the com-
puter is an extension of that. Clearly, this disenfranchisement
happens in some cases. Electricity reduced the demand for can-
dle makers, and computers eliminated the need for people
whose sole job was to do tedious mathematical calculations by
hand (the way the first atomic bombs were modeled).

But in most cases, fears of disenfranchisement have been
wrong. In industry after industry, use of automation has
increased the demand for highly educated workers and allowed
them to do their jobs more productively. A lawyer can be better
when he has the entire history of case law at his fingertips. That
lawyer is more productive and earns more as a result. Medical
researchers similarly benefit from easy access to data. The real
skill of research involves analyzing data, not pulling data out of
obscure studies. In these industries and more, technological
change has led to increasing wages for skilled workers.

The same is likely to be true in medicine. Doctors will not
need to be walking textbooks, but they will be needed to know
when the textbook is useful and when to depart from it. And in
those cases where the textbook is not an accurate guide, the
doctor will need to be there monitoring the patient and making
sure everything goes well.

Fear of losing earnings or status is not the driver for all physi-
cians. Some physicians simply enjoy practice the way they have

it and do not wish to learn new skills. When Virginia Mason
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went down the path of quality improvement, a handful of physi-
cians left—they preferred a different type of practice.” Simi-
larly, several surgeons left the Baptist Health System in San
Antonio when that system accepted bundled payments for
orthopedic surgery and wanted to standardize care processes.
Turnover in these situations is often good for the organization:
the remaining care providers are more dedicated to the mission
and wind up happy. But it can be stressful.

Doctors end up being happy with change in part because
they are so unhappy in the current system. In talking with
countless physicians and nurses over the years, I have discov-
ered a remarkable phenomenon: Health care providers are in
one of the highest status professions in the country, and they
make (literally) life-and-death decisions for the people they
treat. Yet they are frustrated by their lack of autonomy. How can
this be? The answer is that doctors and nurses have great auton-
omy over the individual patient they see, but they have essen-
tially no control over the syszem they work in. The administra-
tive system chokes them; the information they want is missing
or hard to obtain; and they fear being sued for outcomes that are
not their fault. How could they not feel frustrated?

When I talk to groups of medical personnel, I ask them two
questions. First I ask, “Can you think of ways your institution
can run more efficiently—so that costs would be lower and
patient outcomes better?” Most people look confused when I
pose this question (why is an economist asking me this?). But
after the question sinks in, results come pouring forth: adminis-
trative systems could be streamlined; supplies could be properly
maintained; service transfers could be more efficient. In no time
at all, an audience of clinical personnel might generate over

twenty good ideas.
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I then ask, “Why haven’t you made these changes?” This too
catches people off guard. They stutter a bit and then give an answer
akin to “Because no one has asked me.” Physicians are one of the
most skilled workforces in the country, with enormous brainpower
and energy, and yet no one has asked them for basic suggestions
about improving the way they work. An autoworker at a Toyota
plant has more say in the operation of the assembly line than a

doctor has in the operation of a hospital? That cannot be right.

“Of course there are things that are wasteful. I do them because
it prevents a lawsuit.” This statement, or something akin to it, is
a view commonly expressed by physicians. It is usually followed
by the suggestion that if society wants to have less wasteful
medical care, it should limit lawsuits. Doctors are right on this:
we do need to reform medical malpractice. But at the same time,
we need to make the right reforms.

Our system for dealing with medical errors is founded on
good intentions. If a patient experiences an adverse outcome
resulting from negligence on the part of care providers, the
patient (or the family) is entitled to compensation. There is
nothing wrong with having such a rule. Compensation for harm
is natural and beneficial.

The difficulty is how the rule is carried out. It is difficult if not
impossible to determine when bad events are caused by medical
care and when they occur randomly. Did the patient not recover
from the surgery because of an error the surgeon made or simply
because the patient was very sick? Courts do not find this deter-
mination easy—even more so when the death is heartbreaking.
Thus winning or losing a malpractice case seems like a roll of

the dice to physicians. And since some patients are bound to
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have bad outcomes, the probability that a doctor will be sued is
very high. In the riskiest specialties (neurosurgery and thoracic-
cardiovascular surgery), about 20 percent of physicians have a
claim filed against them each year*® Over a lifetime, effectively all
physicians in these specialties will be sued. Even in specialties
with the lowest risk (family practice, psychiatry, and pediatrics),
about 70 percent of doctors have a claim filed against them in
their lifetimes. Just hiring lawyers and adjudicating claims
absorb half the money paid in settlements and judgment awards.

And then there is defensive medicine. To avoid possible liti-
gation, doctors do extra tests (such as ordering an MRI even for
mild head trauma) and avoid some patients (like high-risk preg-
nant women). A variety of studies have estimated the magnitude
of defensive medicine relative to total medical spending. Gener-
ally, these studies look at how physicians’ practice differs among
states that make it easier or harder to sue. Do physicians order
fewer tests when laws make it harder to collect from doctors?
The answer is yes—but the magnitudes are not large.

In one recent study, researchers estimated that reducing mal-
practice insurance premiums by 1o percent would result in a o.2
percent savings in overall health spending.” The results make
sense but the total savings is not great. Across a range of studies,
defensive medicine has been estimated to account for about 2
percent of total medical spending.*® To put the figure another
way, if the federal government mandated that all states adopt the
strictest tort reform rules in existence (used in California, Vir-
ginia, and Arkansas), medical spending would be projected to
decline by 2 percent over the next decade—far less than the
one-third of spending that is believed to be wasteful.”!

What is perhaps more insidious than the cost of defensive

medicine is the way the system makes physicians wary about
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admitting and learning from mistakes. Let’s go back to Suzanne,
the pregnant woman who suffered as a result of negligence at
the Beth Israel Deaconess Medical Center. The response of
many hospitals would be to deny that the medical personnel had
made mistakes. Suzanne had an unfortunate outcome, but that
was just the result of the disease process. The hospital did all it
could to make it right.

Such a strategy might prevent a lawsuit and payout (along
with admitting the mistake, BIDMC reached a financial settle-
ment with the family). But if mistakes are not admitted, they
cannot be fixed, and the underlying systems leading to those
mistakes cannot be improved. Doing health care right requires
learning from mistakes, and that can only happen if mistakes are
brought into the open.

The irony is that admitting mistakes is not only better for
improving the system but often better financially for the institu-
tion. In 2001, the University of Michigan Health System devel-
oped what it calls a disclosure-with-offer program. Any time
providers believe they have committed an error or a complaint
1s filed, a full assessment is conducted. If the practitioners have
indeed made a mistake, they apologize to the patient and their
family and work with the parties harmed to reach a solution. If
the health system concludes that correct clinical care was pro-
vided, this too is communicated to the patient. The difference is
that disclosure is complete and settlement offers are made pro-
actively rather than as a last recourse.

A recent study examined the impact of the disclosure-and-
offer program on malpractice claims.”? The study showed a
remarkably favorable impact on the malpractice burden. Com-
pared to pre-change values, the number of malpractice claims

fell by one-third, lawsuits fell by two-thirds, and compensation
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declined by 6o percent. For many patients, honesty and the
knowledge that the mistakes that affected their loved one will be
fixed are enough. The University of Michigan program gives
them this.

The Michigan results have led other health systems to adopt
this model. Some states are now encouraging it as well, enacting
legislation that allows providers to apologize for an error with-
out that apology being used as evidence in court. Massachusetts
recently endorsed the disclosure, apology, and offer process in
its landmark health care cost legislation—the same legislation
that proposed the bundled payment initiatives noted in the last
chapter.”

Even still, there is a ways to go. Most physicians are still trau-
matized by the malpractice system—and they are right to feel
that way. For this reason, malpractice reform needs to be a part
of a better-functioning health care system. In his 2009 speech to
the American Medical Association, President Obama recog-
nized this: “And while 'm not advocating caps on malpractice
awards which I believe can be unfair to people who've been
wrongfully harmed, I do think we need to explore a range of
ideas about how to put patient safety first, let doctors focus on
practicing medicine, and encourage broader use of evidence-
based guidelines.”* The Affordable Care Act does not contain
much in the way of malpractice reform, but it allocates $50 mil-
lion for tort reform demonstration projects.

The area where the most experimentation could be done is
in creating a tort exemption for medical practice consistent
with clinical guidelines.” The idea is that doctors should have
a presumptive defense if they followed the guideline and did
not make errors in doing so (e.g., they performed surgery

when the guideline indicated it, and there was no error during
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the operation). An evidence-based malpractice system would
automatically dismiss claims that followed a recognized
guideline, even if the actual outcome was not the sought-for
outcome.

Various states have experimented with malpractice reforms
that attempt to do this. Maine tried this type of demonstration
in the 1990s, enacting a law that allowed physicians who adhered
to best practices to use this as a viable defense should they be
sued for malpractice.”® In the brief experience with the Maine
system (in effect from 1992 to 2000), there was no effect on the
number of malpractice claims or the costs and premiums.’”’
Indeed, no doctors used adherence to clinical guidelines as part
of their defense. However, the demonstration in Maine was
fairly narrow. Only four specialties were chosen for the demon-
stration, and as a result, only 1 to 2 percent of Maine’s cases were
affected. In addition, there were few practice guidelines widely
used at the time. Partial reforms along these lines were also
attempted in Florida and Minnesota, but again the evidence did
not suggest major improvement.

It is not clear to researchers what should be done now. One
group of analysts follows the money. The best evidence we
have is that medical costs can be reduced when it is harder to
collect from physicians and their insurers. Thus many adher-
ents believe we should make collection for malpractice more
difficult. The decrement to this approach is that it does not
make the system better as a whole. Another group believes
that we should use the malpractice system to incentivize good
care and a learning health system. Beyond encouraging the
Michigan model, however, we still do not know how best to
design such a system. My inclination is to follow the latter

approach and encourage better care and more rapid resolu-
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tion of disputes. But I fully admit that we do not have the

answer as yet.

Practicing better medicine cannot be mandated. The steps
involved in organizational change are too detailed for any out-
side body to require. We can require hospitals to draw up plans
to streamline operations, but just putting the labels on paper
and changing the titles of some executives do not bring real
change. Telling nurses they can challenge doctors who do not
follow protocols is fine—until the first nurse gets yelled at for
slowing down the physician, and her supervisor does not back
her up.

In this regard, health care is not that different from other
industries. Many firms have visited Toyota plants to learn about
the Toyota production system; Toyota has been extremely gen-
erous about sharing its knowledge. A number of these firms have
taken the Toyota method back home and tried to use it in their
own factories. But those replications fail as often as they suc-
ceed. Even knowing exactly what Toyota does, firms cannot
always imitate it. Real change requires an entirely new culture,
not just the use of buzzwords.

Unfortunately, there is little that society can do to force this
change. What we can do is set the stage for it. Where IT 1s lack-
ing, the government can subsidize I'T investments and require
practices to become electronic. Where payments are based on
doing more, the government can change its payment system to a
new model. Where malpractice fears stifle high-quality care, we
can intercede. And we can offer to help providers that want to do
better. But as any psychologist will attest, the patient needs to

be ready to change for it to occur.



CHAPTER EIGHT

How Long Will It Take?

Focusing on quality has the potential to fix much of what ails
American medicine. But how long will the quality cure take? Is
it like an antibiotic or a prolonged rehabilitation?

No one knows the exact answer to this question. Among
researchers, there is general agreement that about one-third of
medical spending is not necessary. But there is no general agree-
ment on how rapidly that excess can be eliminated. As Yogi
Berra said, “Prediction is difficult, especially about the future.”

Looking across the economy as a whole, there is no one path
by which industries go from being less productive to more pro-
ductive. It took decades before American automobile firms real-
ized that they were nearly bankrupt and began to address their
underlying problems. On the other hand, firms moved opera-
tions to the Internet at lightning speed, and e-commerce took
off seemingly overnight. Health care change is unlikely to hap-
pen as rapidly as the Internet. But it needn’t take decades either.

If the model for health care is the experience of other indus-

tries, let’s start there. The best way to gauge how well an indus-
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Figure 29. Productivity growth in the United States, 1947—2008.
Graph shows the growth in output per hour in U.S. industry,
according to data from the Bureau of Economic Analysis,

www.bea.gov.

try is doing is by considering productivity growth. Productivity
1s output per input. When productivity rises, workers are able to
produce more goods with fewer materials. This means that con-
sumers can buy goods less expensively (input costs have fallen,
and so can prices), and workers can be paid more (they do more
in their time at work). Living standards in the economy as a
whole increase proportionately to productivity.

Figure 29 shows productivity growth in the United States in
the past half-century. From the period just after World War II
until the early 1970s, productivity growth was rapid. On average,
productivity grew nearly 3 percent annually. This was a “golden
age” of U.S. prosperity; we look back fondly at those years. Start-
ing with increasing oil prices in the mid-197os, there ensued a
two-decade period of low productivity growth. Average pro-
ductivity growth fell to about 1.5 percent. “Stagflation” and other
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maladies became routine. By the early 1990s, most economists
thought the “new normal” for the economy was a sustained low
rate of productivity growth.

In about the mid-1990s, however, productivity growth re-
bounded. The rate of productivity growth from 1995 through
2008 was about 2.5 percent annually, just below the rate in the
early post=World War II era. Incomes rose again, although this
era was marked by a highly unequal distribution of the gains:
some people did very well, others less so. Still, jobs were plenti-
ful, government budgets were in surplus, and income mobility
seemed possible for many.

The industries that led to the recent productivity revolution
are shown in figure 30. Durable goods—makers of automobiles,
computers, and other physical goods—are at the top of the list.
The information technology and operations revolutions dis-
cussed in the previous chapter explain a good deal of the turn-
around in durable goods productivity. The information technol-
ogy industry is second from the top. These are the people who
make software and other information systems—no surprise
there. But the list has some surprises. Agriculture has become
very productive, as has retail trade—the business of selling
things to people. In considering agriculture, don’t imagine the
family farm; the modern farm is highly mechanized, capital
intensive, and quite invested 1n science. Similarly, retail trade is
not the corner store; Wal-Mart is more typical.

Farther down on the list are the economic laggards. Mining
was very unproductive over this time period, although that is
largely because mineral prices are extremely volatile, and this
period experienced a reduction in many mineral prices. Health
care, education, and social services actually showed negative

reported productivity growth; by official data, health care is
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Figure 30. Productivity growth by industry, 1995—2005. Data are from
Stephen D. Oliner, Daniel E. Sichel, and Kevin J. Stiroh, “Explaining
a Productive Decade,” Brookings Papers on Economic Activity 1 (2007):
81—152, table 5, www.brookings.edu/~/media/Projects/BPEA
/Spring%302007/2007a_bpea_oliner.PDF.

doing less with more over time. This measure of productivity is
understated, because quality is not adequately accounted for.
The official productivity estimate for health care is based on
whether the price of specific services has increased or decreased
over time (e.g, a hospital day), without accounting for whether
the hospital day is more or less intensive, or higher or lower
quality than it used to be. Still, the general sense that medical
costs have been increasing without entirely realizing the
expected benefits 1s right. The arts are another industry with
low productivity growth.

One way to differentiate the leading industries from the lag-
gards is by the use of information technology. To a first approxi-
mation, all industries with rapid productivity growth use IT
extensively. Conversely, industries at the bottom of the list fre-

quently lacked sustained use of information technology.
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This impression is confirmed by more detailed analysis.
Economists Stephen Oliner, Daniel Sichel, and Kevin Stiroh
studied the sources of the increase in productivity growth over
the past two decades. They related productivity growth at the
industry level to a host of factors, including use of information
technology. They found that higher I'T use was associated with
much more rapid growth in productivity. Industries that used
I'T above the median level grew 1.5 to 2.0 percentage points more
rapidly than industries that were low users of information tech-
nology. Here, then, is our first metric: as we move health care
from an economic laggard to a leading industry, growth might
increase by 1.5 to 2.0 percentage points annually.

Another way to gauge the potential in health care is to look at
what needs to be done and estimate how rapidly it can occur.
Some of the health care problems we have noted are relatively
straightforward, while others are much more difficult. Figure 31
presents guesses about how long different interventions would
take to be implemented. The easiest changes are in the site of
care. This involves people who are being hospitalized in expen-
sive institutions when they could be treated just as well in less
expensive ones or even on an outpatient basis. Knowing whether
a patient needs intensive care 1s fairly easy. The groundwork to
affect these transitions could be laid within one to two years, as
provider systems hire necessary personnel, configure their elec-
tronic records to be alert to such patients, and orient their nurses
and physicians to more appropriate settings.

Somewhat more difficult are changes that need to occur within
institutions, to streamline the pathway of care for patients with
various conditions. We have seen these changes too: rationalizing
who receives stents and who does not, implementing care path-

ways for routine labor and delivery, and treating simple cases of
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Figure 31. How long does it take to save one-third? Some reforms can
take place rapidly, while others will need more time. Changing the
site of care from expensive institutions to less expensive ones 1s most
amenable to rapid intervention. Changes within institutions will take
longer, and real patient engagement will likely be slowest.

lower back pain without sophisticated imaging or orthopedic con-
sults. It will likely take some time for institutions to adopt these
changes. My guess 1s that three to five years of work are required
before major savings from these pathways can be realized.

The third tier of savings comes from populationwide preven-
tion and patient engagement. Patients who do not take their
medications will need to be counseled and encouraged to do so.
Electronic interchange between physicians and patients will
replace many face-to-face meetings. Decision-support software

can be used to incorporate patient preferences into treatment
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plans. This set of changes is difficult. More experimentation is
needed on how to interface with each set of patients and struc-
ture interventions in the way that makes most sense. Such
experimentation will need at least five years to start bearing
fruit and likely a decade before major savings can be realized.

Assuming that most of these changes can be implemented in
the next decade, we would then experience a number of years
when cost increases would decline—perhaps another five to ten
years. All told, therefore, improving health care quality is a fif-
teen- to twenty-year venture. If we are able to pull out 30 per-
cent of costs in fifteen years, this implies a cost reduction of 2
percent annually. If the transition takes twenty years, the impli-
cation 1s an average rate of cost savings of 15 percent annually.
Here is the second piece of evidence: health care reform will
increase productivity by perhaps 1.5 to 2 percent annually for fif-
teen to twenty years.

Higher productivity does not always mean spending reduc-
tions. As flat-screen TVs became better and cheaper, people
bought more of them. With prices so low, why not add to the
collection? Because the quantity of TV sets rose with falling
prices, spending did not decline with productivity growth.

In the case of health care, however, productivity improve-
ments are likely to show up primarily as spending reductions.
We are already treating most people who are sick; we are just
treating them poorly. Thus productivity improvements in health

care will almost certainly come as lower spending growth.

Historically, the growth rate of medical spending has exceeded
the growth rate of the economy as a whole by s to 2.0 percent-

age points annually. The gap was bigger in the 1960s—1980s and
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Figure 32. Trend in medical spending with and without productivity
improvement. Medical spending projections are from the Centers for
Medicare and Medicaid Services, National Health Expenditure Accounts
(2013), www.cms.gov/Research-Statistics-Data-and-Systems/
Statistics-Trends-and-Reports/National HealthExpendData/
NationalHealthAccountsProjected.html.

then declined somewhat in the 1990s and 2000s. If the impact of
health care reform is to reduce the growth of spending by s to
2.0 percentage points annually, that would essentially stabilize
medical care as a share of the economy. Thus my expectation is
that meaningful changes in the health system could lead to
health care remaining constant as a share of the national econ-
omy for the next two decades or so. Figure 32 shows how this
would affect medical care as a share of GDP, starting with the
official estimates in 2011 and continuing from there.

A transformation of this magnitude would have a profound
effect on the economy. On average, household income increases
with overall economic growth. If the economy is 1o percent big-
ger, the average family will earn about 10 percent more. With

less going into health benefits, more would be left for wages and
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salaries. Thus households would see much more rapid growth in
their paychecks. For businesses, health insurance costs would
increase on average no more rapidly than total sales.

The impact will likely be most profound for governments.
Government revenue grows at roughly the rate of the economy.
With a constant tax rate, the government gets more revenue
only as national income increases. When increases in health
costs exceed the growth of the economy, governments necessar-
ily cut back on other services. In Massachusetts, for example,
there has been a clear trade-off between health care and other
goods and services in the past decade (figure 33): health care has
taken more money, and everything else has suffered. If health
costs are stabilized as a share of the economy, government
spending on other goods and services can increase without tak-
ing more from taxpayers.

Massachusetts built on this observation in its recent health
care cost initiative. Sensing that its commitment to universal
coverage was in danger if it did not find a way to reduce the
growth of medical spending—there is only so much that can be
cut from other parts of government—Massachusetts passed leg-
islation in the summer of 2012 that moves the health system away
from fee-for-service payments, provides better information for
consumers about the cost and quality of care, streamlines costly
administrative processes, and encourages disclosure, apology,
and early settlement offers in cases of adverse medical outcomes.
On top of this, the state set a target for the growth of overall
medical spending. Between 2014 and 2017, the growth rate of
medical spending in the state is to equal the growth of the state
economy.’ From 2018 through 2022, the target growth rate is the
growth of the economy less o5 percentage point. In 2023 and

beyond, the target growth rate returns to the growth of the
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Figure 33. Health care and the Massachusetts state budget, 2001 and
2013. As spending on health care has increased, spending in other areas
of government has declined. Spending in 2001 is adjusted to 2013
dollars by maintaining the same share of the economy. Data are from
the Massachusetts Budget Browser, http://massbudget.org/browser
/index.php. A similar chart for different years was published by the
Blue Cross Blue Shield Foundation of Massachusetts, Health Care Costs
and Spending in Massachusetts: A Review of the Evidence (Boston, MA: Blue
Cross Blue Shield Foundation, 2012), http://bluecrossmafoundation
.org/sites/default/files/Cost%20Deck%20March%:zoreport.pdf.

economy. The actual sanctions for exceeding the target are not
severe: a Health Policy Commission reviews the reasons why
the target is not being met and requires payers and providers
contributing to the excess to submit plans for returning to the
target. Rather than threatening severe actions, the idea behind

the target was to be very specific with the providers in the state
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about what constitutes a successful pattern of spending
reduction.

Early in its implementation, the legislation seems to be hav-
ing the intended effect. Health care provider systems are rapidly
reorganizing so as to meet the cost target, and many of the spe-

cific changes that have been discussed are being implemented.

Suppose we are successful in eliminating roughly one-third of
medical spending in the next two decades. What happens to cost
growth after that point? At one level, we needn’t worry about
this just now. Two decades 1s so far out that it is impossible to
guess what the medical system will be like. But there is always
value in planning for the future. With that in mind, let me illus-
trate the possibilities.

Economists are of two minds about this question. The first
group of economists expects cost growth to resume at its his-
toric rate after waste has been eliminated. Underlying the long-
term trend in medical spending is the development and diffu-
sion of new ways of treating patients. This will continue—indeed,
it should continue—and it will add to spending. A fair amount
of research has gone into estimating the magnitude of this long-
term component. Generally, economists believe that the techno-
logical component to medical cost increases is about 1 percent
per year® Thus this line of reasoning suggests that medical
spending increases will return to the rate of economic growth
plus 1 percent.

The second group of economists believes that cost growth
will remain lower than the historical norm. The idea underlying
this view 1s that there are always more productivity improve-

ments to be had, even after the excessive spending we can iden-
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tify today has been reduced.* The hallmark of productive busi-
nesses 1s not just that workers in those firms are productive, but
that productivity is always increasing. Wal-Mart, Toyota, and
Amazon are all continuously innovating in ways that lower costs
of production. Given how complex the health care production
process is, one might expect the same in health care. Adherents
of this view do not have an explicit spending forecast in mind,
but a natural benchmark is that medical care could continue at
the productivity growth rate of the most successful industries,
perhaps staying constant or falling as a share of total spending.
Yogi Berra was correct about the difficulty in making predic-
tions. No one knows for sure how near-term changes will play
out, let alone their longer-term effects. But in the end, there is
certainly reason for optimism. If we do things right, the future

of health care could be very bright indeed.
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