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Abstract From just after the Civil War, when medicine began to professionalize,
until the late 1970s, doctors and policy makers believed that clinical judgment should
not be influenced by the financial interests of doctors. Physicians were highly entrepreneurial, and organized medicine fought to preserve their entrepreneurial interests,
but the moral norm that justified their autonomy from state regulation was a strict
separation of clinical judgment and pecuniary interests.
Under managed care, the old norm is reversed, A good doctor takes financial considerations into account in making clinical decisions. Theoretically, doctors should
consider measures of cost to society, but in practice, the payment systems of managed
care plans induce doctors to consider the impact of each clinical decision on their
own income. Because doctors share the risks of insuring patients with managed care
plans, they have the same incentives as insurers to avoid patients who are expensively sick. The new cultural image of doctors as entrepreneurs masks their considerable loss of clinical autonomy under managed care. It also serves to persuade doctors to accept managed care arrangements and to persuade insurance consumers and
patients to accept reduced benefits from employers and the govemment.

Every medical care system is embedded in a culture, a set of ideas about
what medicine is and how it ought to be practiced and distributed. The
culture of medicine includes ideas about the causes of illness, the nature
of healing, responsibility for illness and health, and the role of private
and public institutions in providing medical care. One important aspect
of the culture of medicine is its understanding of the role of healers and
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the relations between healers and those who would be healed. Central to
these issues is the place of money in healing. How does money influence
the mind and practice of the healer, and what role does money play in the
relationships between healers and patients?
Over the last two decades in the United States, these aspects of the culture of medicine have radically changed. We have reconfigured the place
of money in medicine. We have gone from believing that financial considerations should have no bearing on doctors' clinical judgment to thinking that they should be central to it. From the mid-nineteenth century
through the first half of the twentieth century, the cultural figure of the
doctor evolved from a businessman to a professional. In the late twentieth century, the doctor has been reconceived as an entrepreneur who is
now in the business of insuring patients as well as caring for them. This
article describes these transformations, examines their implications for
the practice of medicine and the doctor-patient relationship, and explores
the political uses of cultural myths in the health care system.
Erecting a Wall between Money
and Medicine
Before the mid-nineteenth century, healing was simultaneously a craft
and a business, and a healer worked much like a shoemaker or a barber.
(In fact, many barbers were healers.) The healer set up a practice. People
came with their problems, or the healer visited them in their homes. The
healer sized up the problem and offered remedies, most of which he or
she made and sold. The business relationship between the healer and the
patient was simple: The patient paid some money in exchange for the
healer's advice, skill, and medicines.
As medicine became professionalized, the role of money in the doctorpatient relationship became highly controversial. To be perceived as
something more than commercial salesmen, physicians wanted to create
an image that their decisions were motivated by something other than
profit, Professionalization, the transition from a craft to a profession,
required above all that physicians project an image of competence. To
assure the public that they were motivated by knowledge and altruism
rather than by self-interest, they elaborated a system of lengthy training,
examination, credentialing, licensing, and monitoring (Starr 1982: chap.
10), The entire organization and ideology of the profession was meant
to show that doctors' decisions and recommendations were dictated by
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the best interests of the patient and by science—and distinctly not by the
pecuniary interests of the doctor.
This is not to say that doctors were not entrepreneurial. After all, the
system of credentialing and limiting entry into the profession was constructed quite intentionally to enhance the profitability of doctoring. However, early medical organizations justified these market restrictions as necessary to protect patients' health, not doctors' incomes. The image of being
motivated by the public's health, not the profession's business interests,
was important to medicine's political claims for powers of self-regulation.
Two campaigns by the American Medical Association (AMA) at the
turn of the century illustrate how the medical profession sought to consolidate its authority and distinguish itself from ordinary commercial
businesses and quack healers (Starr 1982: 127-134). In a campaign
against patent drug manufacturers, the association supported muckraking
journalists in revealing how patent drug makers were merely "sharks"
after people's money. The AMA established its own department to evaluate patent medicines, and it refused to accept advertisements in its journal from companies who also advertised directly to the general public. A
similar campaign was conducted against makers of infant-feeding formulas. "The proper authority for establishing rules for substitute feeding
should emanate from the medical profession, and not from non-medical
capitalists," declared Thomas Rotch, a prominent pediatrics professor at
Harvard Medical School (quoted in Apple 1980: 406). These policies
were designed to weaken and eliminate other kinds of healers by persuading the public that doctors evaluated and prescribed medicines
solely on scientific grounds, with no consideration of financial interests.
That drug and formula advertising was a main source of revenue for the
fledgling professional organization, and that doctors might therefore
have some economic motivations for prescribing particular drugs and
formulas, was never discussed.' The public story was that doctors practiced medicine untainted by the influence of money.
When academic social science began to examine medicine in the 1950s,
the problem of motivation—Was it money or was it something else?—
was at the heart of its inquiry. Talcott Parsons, the pioneer of medical
1. Thomas Rotch was no small medical capitalist himself. From his chair at Harvard Medical
School, he promoted a complicated method of prescribing and mixing infant formula. In 1891,
he established a company to produce individualized infant formulas according to doctors' prescriptions and to deliver the formula directly to mothers' homes. His company, which he called
Walker-Gordon Laboratory, eventually had branches in several major American cities and London (see Apple 1980; Cone 1979: 136-138).
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sociology in the United States, declared that, "unlike the role of the
businessman," the role of the medical practitioner is "collectivity oriented, not self-oriented" (Parsons 1951: 434). However, the normative
and empirical social science traditions were at odds. The normative claim
that physicians (and other professionals) should not be motivated by
commercial considerations conflicted with empirical knowledge that
commercial interests did play a role in medicine. Three years after Parsons's work became the locus classicus in American social science scholarship on medicine, the Yale Law Journal published an in-depth examination of the American Medical Association, revealing its unionlike and
lobby-group activities on behalf of the financial self-interests of its
members (American Medical Association 1954). With few exceptions,
though, writing in academic social science, policy circles, and organized
medicine all danced around the issue of money and motivation. There
remained an unresolved tension at the heart of medicine, a tension
between medicine as a scientific profession and medicine as a business.
To see how a policy elite creates a culture about the relationship
between money and medicine, it is useful to consider the following diagram from a West German health policy textbook ofthe late 1960s (adapted
from Herder-Domeich 1965). This was the first health economics/health
policy textbook in West Germany, and its presentation of the West German national health insurance system captured and then perpetuated a
widespread self-understanding about the system (see Figure 1).
The lesson of the picture and the textbook is that the organizational
structure of health insurance removes money and money considerations
from the doctor-patient relationship. Money andfinancingare important
in the health system, the book acknowledges, but clever organizational
design protects the core of medicine, the doctor-patient relationship, from
the influences of money. Patients belong to sickness funds or patient
associations, which handle allfinancialdealings. Doctors belong to doctors' associations that handle all their financial transactions. Sickness
funds and doctors' associations negotiate contracts for the method and
amount of physician payment. Patients receive an open-ended voucher
from the sickness fund, and beyond giving the voucher to their doctor (or
doctor's staff), they have no financial discussions or money exchanges.
The point here is not that money doesn't influence behavior in the German system—it does and always did—but rather that German political
culture emphasized the moral importance of removing the influence
of money from the doctor-patient relationship. The political system created
a health insurance system with the express purpose of insulating the
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doctor-patient relationship from financial motivations, and the intellectual culture that grew around health policy perpetuated the image that the
organizational solution worked.^
Something similar happened in the United States. No single image
comparable to the German diagram represented the American health
care system, in part because the United States never had a unified health
financing system. However, two stories about the relation between medicine and money evolved, stories that served a similar function: They
countered patients' fears that medical decisions might be determined by
pecuniary considerations.
The first story was the professional self-discipline story. Accordingly,
the medical profession was its own watchdog and policed its members.
Doctors who put pecuniary interests before patients' health interests
would be driven out or stopped. In this story, organized medicine eliminated commercial motivation by selecting high-minded students for medical school, by socializing them during their training, and by enforcing a
code of ethics that put patients' interests first. Talcott Parsons's (1951,
1975) writing exemplifies social science that accepted the profession's
claims at face value. Paul Starr's (1982) history of the professionalization
of healing exemplifies social science that analyzed the professional story
as a political claim.
2. West German social science had its clash between empirical and normative traditions, as
in the United States. Thus, Lobby In Weifi (Rauskolb 1976), an expose about the pecuniary motivations of the medical profession, became a best-seller.
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The AMA's "Principles of Medical Ethics" from 1957 explicitly promised that medical judgment would not be influenced byfinancialinterest:
A physician should not dispose of his services under terms or conditions that tend to interfere with or impair the free and complete exercise of his medical judgment and skill or tend to cause a deterioration
of the quality of medical care, (quoted in Rodwin 1993: 270)
In claiming to protect medical care from financial influence, the association implied that separation of clinical judgment and financial interest
was possible. The idea that fee-for-service payment, the dominant arrangement (and the only payment method sanctioned by the AMA at the time)
might itself "interfere with or impair" medical judgment was not acknowledged by the association.
As with Parsons's (1951, 1975) academic writing, the normative claims
and empirical realities about self-discipline were at odds. Many studies
starting in the 1960s showed that self-disciplinary mechanisms were
weak at best and that they rarely, if ever, monitored financial conflicts
of interest (Derbyshire 1965, 1969, 1974; Freidson 1975). Other research
suggested that different modes of paying physicians influenced the volume and kinds of services they provided. In particular, fee-for-service
payment seemed to increase the volume of hospital services compared to
capitation or other closed-end payment methods (e.g., Klarman 1963;
Donabedian 1969; Perkoff, Kahn, and Haas 1976). The cultural backdrop
for these studies expressed a clear moral imperative: ethical medicine
meant money would not be a factor in medical decision making. The new
findings about money's influence on medical decision making and about
the profession's failure to eliminate money's influence were conveyed
with a tone of revelation, even mild shock. Organized medicine's public
story, and the story medicine's public wanted to hear, was the story that
doctors were not businessmen.
The second story about money and motivation in medicine is the insurance story. As health insurance grew after World War II, especially with
the expansion of doctor-controlled Blue Cross and Blue Shield plans for
the middle class, insurance was named a "third party" and described as a
neutral go-between that handled the money aspects of the doctor-patient
relationship. In this story, no money changes hands between doctor and
patient, or at least, only small token amounts are collected at the doctor's
office. Patients pay premiums to insurers, and insurers reimburse doctors
and hospitals. When patient and doctor meet, they talk and think about
illness, diagnosis, and treatment—not money.
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Private health insurance was promoted to the American middle class
on two promises. First, health insurance would free people from worry
aboutfinancialconsiderations when and if they needed medical care. The
advertising of Blue Cross/Blue Shield, as well as that of commercial
insurers from the 1930s through the 1960s, conveyed the idea that hospital care and family doctors were essential to good health but expensive,
and that only if people were insured could they be assured of access to
this essential and costly care (Rothman 1991). Second, Blue Cross, in
particular, promoted its plans to the middle class with the subtle but unmistakable message that health insurance meant not being treated like a
poor person, not having to use the public hospital, not crowding oneself
into a ward. Access to health care, the advertisements implied between
the lines, was indeed connected to money. Quality of care was connected
to money as well—whether one had a family doctor who would treat disease early or whether one was in a ward or a private room. Health insurance, whether commercial or nonprofit, was promoted as a way to remove
financial considerations from doctors' and hospitals' decisions about
how to treat. Insurance was the great equalizer of patients seeking care
(Rothman 1991, 1994).
Just as the professional self-discipline story had a rather different face
in reality, so did the insurance story. As soon as private health insurance
began catching on, doctors began resisting what they plainly understood
as the imposition of nonmedical decision makers between them and
their patients. In the early decades of the century, professional societies
opposed "contract medicine," an early form of employee health insurance
in which large companies hired doctors to provide medical care for their
employees and often financed it through compulsory payroll deductions.
Professional societies especially objected to the control over physician
fees exerted by the companies, and their ability to recruit doctors who
would accept reduced rates (Starr 1982: 200-204). In 1934, only five
years after the start of the first Blue Cross plan, the AMA issued guidelines for what it considered acceptable private insurance arrangements
(AMA 1934). These guidelines show just how clearly organized medicine understood that medical insurance would indeed insert financial
considerations into clinical judgment, not remove them as the public
advertising claimed. The first principle stated: "All features of medical
service in any method of medical practice should be under the control of
the medical profession." The second held: "No third party must be permitted to come between the patient and his physician in any medical relation." The third insisted that "patients must have absolute freedom to
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choose a duly qualified doctor of medicine who will serve them from
among all those qualified to practice and who are willing to give service."
The fourth principle was that a "confidential relation" between patient
and physician "must be the fundamental and dominating feature of any
system." Finally, the tenth principle declared: "There should be no
restrictions on treatment or prescribing not formulated and enforced by
the organized medical profession."
One gets the uncanny sense that medical leaders in the 1930s were
writing paper shields against what would eventually happen by the
1990s. Both medical leaders and insurance leaders knew all too well that
insurance would have exactly the opposite effect of that promised in the
public relations story. Instead of guaranteeing patients that their care
would not be influenced by financial considerations, insurance would
ensure that money would be an unwelcome boss at the bedside. Reading the AMA's 1934 Principles makes one realize just how prescient
medical leadership was, and how long the profession was able to resist
control by insurers.
There were obviously elements of naivete or denial that made acceptance of these two stories possible. If the professional leadership
believed, as it apparently did, that the selling of medical services distorts
medical judgment and deteriorates quality of care, then it had to ignore
the fact that medical services were always sold and that the profession
had been defending doctors' financial interests all along. If it acknowledged that doctors did (and had to) sell their services to make a living,
then it had to pretend, as it did in its Principles of Medical Ethics, that at
least some financial arrangements and commercial relationships did not
distort clinical judgment. A similar kind of denial and naivete clouded
the public mind and minds of policy makers, who delegated authority for
self-regulation to the medical profession while ignoring the conflict of
interest that self-regulation posed.
The idea that clinical judgment should be completely untainted by
financial considerations has been the strong moral norm in American
political culture for the last century. Organized medicine maintained the
facade, although with increasing difficulty after the mid-1950s. In all its
formal principles and regulations on medical ethics, payment arrangements that might distort doctors' clinical decisions were formally forbidden, and by and large "didn't happen." Fee splitting between general
practitioners and specialists to whom they referred, physician investment
in pharmacies, and any arrangement that enabled doctors to profit from
referrals or from sales of remedies they prescribed were all branded as
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unethical (Rodwin 1993).^ Any evidence of the existence of these practices was treated as high scandal. "Why Some Doctors Should Be in Jail"
was the title of one article about fee splitting in 1953; "Fee splitting was
like venereal disease used to be," wrote a New Jersey newspaper. "It
existed, but nice people didn't talk about it" (both quotations from Rodwin
1993: 34). According to Marc Rodwin, these practices became so common after the mid-1950s that organized medicine could no longer gain
consensus on condemning them in its formal statements on ethics. Nevertheless, throughout the 1980s,findingsthat physicians were accepting
any form of compensation for referring patients, prescribing dmgs, or
using medical devices were presented with a tone of muckraking horror
and treated by news media as well as govemment agencies as fraudulent
and unethical. To be influenced by money in medical judgments was to be
immoral, and sometimes even grounds for dismissal from the profession.
The German and American healthfinancingsystems are usually taken
as expressions of opposite political values and norms. To Americans,
Germany represents belief in the full socialization of health financing
and faith in public sector control and operation of insurance. The United
States represents the other end of the spectrum: belief in individual
responsibility for the costs of illness, distrust of govemment, full faith in
the private sector, and the nearly complete privatization of health insurance, with Medicare and Medicaid as exceptions to the normal pattem.
With respect to the deeper political culture about money and medicine,
however, the two nations have been very similar. Both operate on a
widely shared belief that the practice of medicine should be based as
purely as possible on scientific knowledge, and that the influence of
money on clinical judgment and clinical practice should be minimized,
even eradicated.
Reconfiguring the Role of
Money in Medicine
The theorists of market reform and managed care reversed the traditional norm that medicine, and especially the doctor-patient relationship,
should be immune to pecuniary interests. On the contrary, they extolled
the power of financial motivations to control medical costs by shaping
3. As Rodwin (1993) noted, however, the AMA never did prohibit doctor ownership of laboratories and diagnostic facilities, although it was clear that doctors' proprietary interests would
and did encourage them to liberally refer patients to their own facilities.
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physician, hospital, and patient behavior. From Clark Havighurst's
efforts to apply antitrust law to the medical profession, to Paul Ellwood's
advocacy of HMOs, to Alain Enthoven's promotion of managed competition, the proponents of market-driven medicine saw financial motivation as a natural force that could not be resisted but that could be
exploited to improve the quality and distribution of medical care (Havighurst 1974, 1977; Ellwood 1970, 1973; Bnthoven 1978a, 1978b). The
essence of managed markets was to hamess commercial motivation as a
regulating device.
In what is probably the single most important document of the cultural
transformation surrounding medical care, Alain Enthoven began his
1978 Shattuck Lecture to the Massachusetts Medical Society with a justification of why he, an economist, should be giving this distinguished
lecture instead of a doctor (1978b). He found his answer by redefining
the central problem of medicine. It was not simply how doctors could
use medical knowledge to make people healthier, but rather, how people
could "most effectively use their resources to promote the health of the
population" (1229). After dismissing government regulation as ineffective, he offered as the alternative changing "the basic framework of
financial incentives within which the health-care industry operates"
(ibid.). The key issue in health care costs, he said, was "how to motivate
physicians to use hospital and other resources economically" (1230). It
was time, he concluded, for physicians to look beyond the physical and
biological sciences as they crafted the art of medicine, and to draw on "the
decision sciences," by which he meant cost-effectiveness analysis, "a
synthesis of economics, statistics, probability and decision theory applied
to the complex and uncertain problems of medical decision-making"
(1236).
Here was the first bold statement of the great reversal. Medical decisions should no longer be purely clinical. They should be based, at least
in part, on economic consequences for society. These economic consequences could be made to influence medical decision making by translating them into financial incentives for physicians and patients. In
Enthoven's (1978b) vision, research physicians would help health care
plans develop clinical guidelines that incorporated cost-effectiveness
analysis, plans would give practicing doctors incentives to follow these
guidelines, and if patients were given the opportunity to shop for plans in
an open market, the most cost-effective plans would win greater market
share.
Alain Enthoven did not originate the idea of using financial incentives
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to influence clinical decision making. Many prepaid group practices,
HMOs, and other new forms of payment were already in operation at the
time of his lecture, and he drew on their experience. Enthoven did, however, articulate more clearly and forcefully than anyone else a complete
theory of a new moral economics of medicine. His theory promised that
medical care could be reorganized to use objective, scientific knowledge
about costs and effectiveness and thereby bring about a more efficient
and equitable health care system. We could, as the title of his lecture
promised, cut costs without cutting quality.
Hand in hand with the cultural reassessment of the role of money in
clinical judgment came a change in the way medical care was understood
as a social system. Once money became a positive force, medical care
could be viewed as a pure market relationship. The patient would become
a consumer of services, the doctor a seller. Money, in the form of price signals, would aid buyers and sellers in maximizing their own interests. What
could be more benign, even beneficial? There were some potential troubles, Enthoven pointed out. Overly strong cost-control incentives might
"lead to inadequate service." Moreover, "a doctor could benefit financially by discouraging high-risk patients from continuing their enrollment
with him." But, he reassured, there were safeguards against these problems, "the most important of which is the freedom of the dissatisfied
patient to change doctors or health plan" (Enthoven 1978b: 1233).
In market theory, consumer choice was the absolute best source of discipline for producers. The hitch in applying classical market theory to
medicine, though, was the assumption that the consumer who paid for a
product was the same person who used or consumed it. By the late 1970s,
when market theory took hold among health policy analysts, no one could
pretend that the patient and the payer were the same person. The language
of "third parties" was everywhere. Yet health economists and others promoting free markets in medical care glossed over the separation and
talked vaguely of the power of health care consumers to vote with their
feet. Market rhetoric was politically appealing because it seemed to reconcile a deep political conflict over who would control medical care—
insurers or patients. Market imagery suggested to insurers that, as purchasers of care, they would gain control, while it suggested to patients
that they, as consumers of care, would gain control (see Havighurst 1986).
In this light, it is not surprising that the language of consumerism
was also adopted and promoted forcefully by a movement that was essentially a patient revolt against professional authority in medicine. Parts of
the women's movement and the consumer movement of the 1960s joined
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in the women's health movement, which self-consciously used the
imagery of markets and consumers to symbolize a more equal power
relationship between doctors and patients (Dreifus 1977; Ruzek 1978).
Thus, the market model offered not only the possibility of controlling
costs by turning medical care into a pure business relationship, but also
the possibility of improving health by empowering patients to participate
in their own care.
In a sense, what ensued was a contest—albeit unequal—between these
two very different conceptions of a market in medical care: the neoclassical market theory conception, where the payer was king, and the consumer movement conception, where the patient was king. The consumer
movement conception required a "patientry" backed by money. Patient
consumers could have power vis-a-vis doctors only if they controlled what
economists call demand—the willingness to purchase services backed by
the resources to do so. By the time the consumer movement came along,
health insurance was the major source of money for purchasing medical
care, so what patients really needed was health insurance plus the power
to control their insurance. They needed to be able to take their insurance
certificates to any doctor and hold out both the possibility of purchase
and the possibility of taking their business elsewhere.
The idea that patients, as policyholders, could control the source of
payment for their medical services was never realistic. Insurance, after
all, is a pooling of funds and a giant collective agreement that the pool
will pay for medical care for those who need it. What people didn't
understand when they purchased insurance was that they were agreeing
to let their money be used for other people's medical care as long as they
didn't get sick. They were, in effect, giving up control of their money to
administrators of the collective insurance arrangement. The appeal of
individual medical savings accounts in current policy debates is precisely
that they permit individuals to control at least that source of payment for
their care.
Indeed, insurance, the sector that controlled the money, was able to
prevail with its conception of a market in medicine. Insurance, here,
includes not only private, for-profit firms we conventionally think of as
insurance companies, but any payer and part controller of an insurance
plan: federal and state agencies that operate Medicare, Medicaid, and
other health insurance programs; employers who operate self-insurance
plans or who control and contribute to other plans for their employees;
and, of course, nonprofit plans such as Blue Cross/Blue Shield (several of
which are now converting to for-profit). For insurers, the essential pur-
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pose of shifting to a market model of medical care was to control costs (or
generate more revenues, in part by controlling costs). Since, from payers'
point of view, doctors are the ones who generate costs, the market model
meant that insurers, not patients, would gain power over doctors.
None of this is to say that, suddenly in the 1970s, commercial motivation entered medicine. Physicians are and have always been paid for their
services, and any mode of payment creates financial incentives, willynilly. Under the predominantly fee-for-service payment system of yore,
the financial incentives were primarily for doctors to provide more services of all kinds. Under the new payment systems of managed care, the
incentives are primarily for doctors to provide/ewer services of all kinds.
The existence of incentives is certainly not new, only their direction.
The really dramatic change, though, is not in the fact or even the direction of financial incentives, but in our cultural assessment of them. We
have gone from thinking that medicine should not be a commercial enterprise (and pretending that it wasn't) to promoting a system of medical
care in which doctors are subordinated tofinanciers.We have gone from
believingfinancialconsiderations should not influence medical judgment
to thinking that financial considerations should be important, perhaps
even sometimes determining, considerations.
What brought about this cultural change? One factor is surely the rise
of market-oriented thinking in policy discourse more generally, along
with declining faith in the ability of govemment to solve social problems
(see Kuttner 1996; Hodgson 1996). But equally important is the failure
on the part of both health institutions and govemment to discipline the
traditional fee-for-service payment system and to bring health care costs
under control. With costs for taxpayers and employees skyrocketing and
seemingly no end in sight, old cultural beliefs in the sanctity of the doctor-patient relationship gave way to a more tough-minded acceptance of
the thing that had always been denied: Doctors' clinical judgments are
influenced by their business interests, and the incentives they face can be
manipulated by payers. For their part, many doctors came to accept the
introduction of explicit financial incentives into their clinical practice
because they were told it was the only altemative to the bogey of govemment regulation (see, e.g., Enthoven 1978b: 1237; Moore 1979).
Remaking the Doctor as Entrepreneur
As a cultural figure, the doctor who emerged from the nineteenth century
was a professional, above motivation by financial gain. As late as 1957,
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the AMA's Principles of Medical Ethics made it unethical for a physician
to sell services under any terms that would "impair the free and complete
exercise of his medical judgment" (quoted in Rodwin 1993: 270). In the
new syllogism of late-twentieth-century medical economics, the doctor is
an economic actor just like everyone else: Scarce resources are a fact of
life; medical care is consuming more and more social resources; doctors
are the key decision makers about consumption of medical care; ergo,
doctors should intemalize the costs of their chnical decisions so that
medical consumption can be brought under control.
The old payment systems—fee-for-service, salary, and capitation—
had been shown to have some apparent influence on doctors' clinical
decisions, but they were not enough. Salary and capitation might make
each doctor conserve his own time, but unless there was a way to bring
all the costs generated by a doctor's recommendations and prescriptions
back to his doorstep, there could be no serious cost containment.
Sometime in the 1980s, health insurers began a radical change in payment. They no longer paid doctors by one simple method, such as capitation, salary, or fee-for-service. Instead, the doctor's pay was linked to
other medical expenditures through a system of multiple accounts, pay
withholding, rebates, bonuses, and penalties. There are innumerable
variations on the general method, but the main elements are these. Health
insurance plans divide up their revenues—the premiums—into funds
for different kinds of services. In addition to a fund for primary care doctors' pay, there might be funds for specialists' fees, prescription drugs,
emergency room visits, and ancillary services such as physical therapy,
laboratory tests, and X-ray and other imaging studies (Physician Payment Review Commission 1995). Primary care doctors receive some regular pay, which might be based on salary, capitation, or fee-for-service.
Crucially, part of their pay is calculated at the end of an accounting
period and based on thefinancialcondition of the other funds after all the
bills for other services have come in. Typically, the plans also withhold
part of each doctor's pay.
The most complete picture of HMO payment methods still comes from
Alan Hillman's (1987) survey of all 595 HMOs operating in 1987, of which
half responded.^ Already at that time, fully two-thirds of the HMOs rou4. All figures on managed care payment methods in this section are from Hillman 1987,
unless otherwise stated. Hillman continued to follow up the original survey in 1988, and published a further analysis of data in Hillman, Pauly, and Kerstein 1989. A third report based on a
survey of 260 HMOs in 1988 is in Hillman, Welch, and Pauly 1992.
The Physician Payment Review Commission sponsored another survey in 1994, hut its infor-
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tinely withheld some of each primary care doctor's pay. These "withholds" are the real financial stick, and the mechanism through which
plans make doctors share in the financial risk of health insurance. Doctors may eventually receive all, part, or none of the withheld pay. The
amount of the withholds varies, but the most typical rate was between 11
percent and 20 percent of pay (used by 45 percent of the plans that withheld). Eleven percent of the plans withheld between 1 and 10 percent of
pay; 8 percent of the plans withheld 21 to 30 percent of pay; and 2 percent (seven plans) withheld more than 30 percent of pay.
Withholding doctors' pay might be expected to have a significant impact
on their clinical decisions by itself, but 30 percent of the HMOs imposed
penalties beyond the withholds for physicians who "overspent" in other
accounts. These penalties might be apphed by increasing the amount of a
doctor's withholding the next year, decreasing a doctor's regular capitation
or other rate, reducing the amount of rebate from surpluses in future
accounting periods, or even placing liens on a doctor's pay. Another indicator of the strength offinancialincentives is how much a doctor's income
can vary each year as a result of a plan'sfinancialincentives. According to
the Physician Payment Review Commission's (1995: 234) survey in 1994,
a doctor's pay could vary by more than 20 percent in one-quarter of all
plans and in nearly half (46 percent) of network and IPA-model HMOs.
In some HMOs, the amount of rebate a doctor receives is tied directly
and only to his or her own behavior—whether he or she hospitalized too
many patients, ordered too many tests, referred too many patients to specialists, or prescribed too many drugs. In other plans, each doctor's
rebate is tied to the performance of a larger group of doctors.^ Forty percent of plans in the Hillman survey made primary care doctors pay for
patients' lab tests out of their own fund or a combined primary care-lab
test fund. These arrangements all make doctors keenly aware that a significant portion of their pay is linked to their willingness to hold down the
amount of care they authorize.
mation is in many ways less concrete and less precise. It was a telephone survey, rather than a
mailed, written questionnaire; it included only 138 HMOs; its questions were more vaguely
worded. It often asked respondents to characterize their impressions about how often or how
important something was, rather than asking whether or not some method was used, so that
much of the information is not very precise and not comparable to the Hillman data. For example, to determine how plans select physicians, it asked respondents whether various kinds of
information about doctors had "major value" or "limited value" (see Gold et al, 1995; Physician Payment Review Commission 1995: chap, 10),
5, Eighteen percent of all plans used this method in Hillman 1987; 15 percent used it in Hillman. Welch, and Pauly 1992,
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Is it possible for doctors to resist the influence of financial incentives
on their clinical judgment? As more patients are insured by HMOs—
about 70 million in 1995—doctors virtually must work for HMOs to
have access to patients who can pay. As a few insurers gain control of
large market shares—and as one or two HMOs come to dominate a local
market—doctors may not even have any choice about which HMO to
affiliate with.
One might suppose that by keeping some organizational distance from
HMOs, though, doctors can preserve a modicum of clinical freedom,
some ability to keep their medical judgments unimpaired by the financial
terms of service. Perhaps doctors who remain in independent practice and
join IPA-type HMOs would have more freedom than those who join a
staff-model HMO. The group-practice model (where an HMO contracts
with a single group practice to provide services to its members) and the
network model (where an HMO contracts with multiple group practices)
might provide intermediate levels of clinical freedom. Hillman's (1987)
survey, however, suggests otherwise. The looser the organizational relationship between doctors and an HMO, the tighter the financial control:
only 1 of the 29 staff-model plans (3 percent) used withholding; 45 percent of group-model plans, 59 percent of network-model plans, and 83
percent of IPA-model plans used it.
We know that financial incentives are there on paper, but how do they
influence doctors as they go about the daily business of evaluating
patients and recommending referrals, tests, and treatments? As Himmelstein and Woolhandler (1995) noted, to the extent that doctors' pay is
reduced by any referrals they make, the new incentives are the reverse of
financial kickbacks. The primary care doctor gets a bonus, a greater
rebate, or less of a penalty for not referring each patient to a specialist.
Similarly, larger rebates or lower penalties for not authorizing emergency
room visits, diagnostic tests, or procedures are the equivalent of kickbacks
for withholding these kinds of care. Of course, the point of medical gatekeeping under managed care is precisely to reduce medically unnecessary
specialist and emergency room visits, diagnostic tests, and procedures.
However, under managed care, financial as well as clinical considerations
now very explicitly enter the primary care doctor's decision about whether
a specialist referral, test, procedure, or emergency room visit is "necessary." Under these new payment methods, the criterion for doctors' decision making is changed from medically necessary to medically necessary
for the patient and financially tolerable for the primary care doctor.
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In the structured market theory of Enthoven (1978a, 1978b) and others, the new forms of organizing and paying for medical care were supposed to change the criteria for medical decision making, but not in the
way that the new incentives change them. Instead of asking whether a
test, procedure, or referral might have any net benefit for a particular
patient, the doctor is supposed to decide on the basis of cost-effectiveness
analysis.^ If cost-effectiveness were to become a criterion of clinical
decision making, it would require that doctors consider the probability of
"success" as well as the cost of care for each patient.
However, the way the new managed care payment systems are structured, financial incentives do not push doctors to think about costeffectiveness, but rather to think about the impact on their own income of
authorizing care for individual patients. It may be that doctors try to use
their knowledge of cost-effectiveness studies to help them make the difficult rationing decisions they are pushed to make, but thefinancialincentives built into managed care do not in themselves encourage anything
but personal income maximization as a decision criterion.^ Under managed care, doctors are no longer sellers of medical services, but rather
something like "negative salespeople" for insurance plans—they are
rewarded for selling fewer services, not more.
Because doctors in managed care often bear some of the risk for costs
of patient care, they face some of the same incentives that govern commercial health insurance companies—incentives to seek out healthy customers and avoid sick or potentially sick ones (Stone 1993). Sometimes
6. Cost-effectiveness analysis is a technique that can be applied only to large groups.
Enthoven (1978b) thought that insurance plans should make use of cost-effectiveness analysis
to make broad coverage decisions, but he also meant for doctors to use it in their decisions about
individual patients: "The development of eost-effectiveness analysis is needed because of the
extreme complexity of medical decision problems. I recognize that these decisions require difficult judgments in the face of uncertainty, with wide variations in the responses of different
patients.... But I believe that physicians need help from other disciplines in the development of
a set of aids to decision comparable to those developed in other fields" (1236). Because costeffectiveness measures use aggregate outcomes in a large population to calculate the rate of success (effectiveness) of any procedure or intervention, they can tell us the average cost per patient
of a successful outcome, but not the actual cost for any one patient. Thus, it is not clear how a
physician is supposed to apply cost-effectiveness analysis in deciding about individual patients.
7. Most plans make some use of "practice guidelines," which are guidelines for diagnosing
and treating specific diseases, and which often are developed using some cost-benefit analysis
(Physician Payment Review Commission 1995). Most plans also say that they even monitor
doctors' compliance with practice guidelines. However, when the Physician Payment Review
Commission survey asked plans about the criteria they use to determine physician compensation, compliance with practice guidelines was not even one of the options given by the survey
(237). In the absence of different information, it would be hard to argue that managed care payment methods give doctors an incentive to follow practice guidelines.
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these incentives may come in the form of explicit directives from managers. In Califomia, the chief of a large university hospital told doctors in
a memo that their HMO could "no longer tolerate patients with complex
and expensive-to-treat conditions being encouraged to transfer to our
group" (Parrish and Sloane 1995). The memo went on to explain:
We have experienced a dramatic increase in patients joining our medical group with recently diagnosed conditions that require expensive
treatments. We do not receive additional funds from contracting health
plans when this occurs. In some cases, we are forced to provide tens of
thousands of dollars of care in the course of a single month.
More commonly, the incentives to avoid sick patients are between the
lines of physician payment contracts, but are still all too clear. Many doctors have described their acute awareness of a linkage between their pay
and the illnesses of particular patients. Here is how David Blumenthal, a
doctor who is also a health policy analyst, explained his bonuses one
year:
Last spring I received something completely unexpected: a check for
$1200 from a local health maintenance organization (HMO) along
with a letter congratulating me for spending less than predicted on
their 100 or so patients under my care. I got no bonus the next quarter
because several of my patients had elective arthroscopies for knee
injuries. Nor did I get a bonus from another HMO, because three of
their 130 patients under my care had been hospitalized over the previous six months, driving my actual expenditures above expected for this
group. (Blumenthal 1996: 176)
Blumenthal went on to detail the medical conditions of the three patients
who accounted for his lack of bonus. This kind of consciousness of a link
between specific patients and individual paychecks is not likely to make
doctors think that their income depends on how cost-effectively they
practice, as market theory would have it. Rather, they are likely to conclude, with some justification, that their income depends on the luck of
the draw—how many of their patients happen to be sick in expensive
ways.
The payment system thus converts each sick patient, even each illness,
into afinancialliability for the primary care doctor. Doctors' awareness
of the direct link between a patient's problems and their income loss can
easily change their attitudes toward sick patients. Many doctors have
noted how, under managed care payment plans, they come to resent sick
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patients and to regard them asfinancialdrains. One doctor described his
relationship with an elderly woman who had chosen him as her primary
care doctor in a Medicare managed care plan. Shortly after she enrolled,
she was diagnosed with inoperable cancer, and her bills drained his bonus
account:
At a time when the doctor-patient relationship should be closest, concemed with the emotions surrounding death and dying, the HMO payment system introduced a divisive factor. I ended up resenting the
seemingly unending medical needs of the patient and the continuing
demands placed on me by her distraught family. To me, this Medicare
beneficiary had effectively become a "charity patient." (Berenson
1987: 12)
Thefinancialincentives under managed care profoundly change doctors'
relationships with illness and with people who are ill. Illness becomes
something to avoid rather than something to treat. Sick patients become
adversaries rather than occasions for compassion and intimacy.
Here is the source of the most profound change wrought by managed
care insurance. Health insurance marketing in its early decades (the
1930s to 1950s) promised to keep subscribers out of the wards, to lift
them above the base care they could expect as charity patients. Managed
care insurance, doctors and patients are beginning to realize, renders all
its subscribers charity patients. It lays bare what was always true about
health insurance: The kind of care sick people get and whether they get
any care at all depends on the generosity of others. All insurance involves
redistribution from those who don't incur losses to those who do. Classic
indemnity insurance, by pooling risk anonymously, masking redistribution, and making the users of care relatively invisible to the nonusers,
created the illusion that care was free and that no one had to be generous
for the sick person to be treated. It was a system designed to induce generosity on the part of doctors and fellow citizens. Managed care insurance, to the extent that it exposes and highlights the costs to others of
sick people's care, is calculated to dampen generosity.
Putting the Doctor Businessman to Work
The insulation of medical judgment from financial concems was always
a fiction. The ideal of the doctor as free of commercial influence—the
moral incompatibility of doctor and businessman—was elaborated by a
medical profession that sought to expand its authority and its market. The
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fiction was maintained by the medical profession through most of the
twentieth century, because doctors' public support in policy battles, as
well as their economic support in terms of clientele, depended on convincing the public that doctors base their decisions on medical science,
not profit.
Now, the opposite ideal—the image of the doctor as ethical businessman whose financial incentives and professional calling mesh perfectly
—is promoted in the service of a different effort to expand power and
markets. Corporate insurers use this refashioned image of doctor as businessman to recruit doctors and patients. The new image has some appeal
to doctors, in part because it acknowledges that they need and want to
make money in a way the old ethical codes didn't, and in part because it
conveys a sense of independence at a time when clinical autonomy is fast
eroding. Through utilization review and prior authorization, insurers are
taking clinical decisions out of the hands of physicians, lodging authority instead in their own reviewers, who often are not doctors, or in outside organizations with whom they contract to review records and make
clinical decisions in specific cases. Dmg formularies (lists of drugs a plan
will cover), hospital length-of-stay rules, and exclusive contracts with
medical device suppliers are some other ways that insurers remove discretion from clinical doctors.
In contrast to this reality of diminished clinical authority, images of the
doctor as an entrepreneur, a risk taker, and as "the 'general manager' of
his patient's medical care" (Enthoven 1978b: 1233) convey a symbolic
message that clinical doctors are still in control. If they practice wisely,
in accord with the dictates of good, cost-effective medicine, they will succeed (to paraphrase Enthoven) in raising income without cutting quality.
A good example of the recruitment function of this rhetoric is an article published in the New England Journal of Medicine in 1979 by the
medical director of United Health Care, The article was a thinly disguised
puff piece aimed at persuading doctors (the primary readership of the
magazine) that this new type of network HMO helps them fulfill "their
desire to control costs rather than allowing more governmental regulation of the health care industry" (Moore 1979), The article's description
of the physician payment system lionizes the independent, sole-proprietor entrepreneur who can manage his business efficiently:
Incentives encourage the primary-care physician to give serious consideration to his new role as the coordinator and financial manager of
all medical care, , , , The purpose of these incentives is to give the
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primary-care physician a vested interest in the costs of care so that he
will help to co-ordinate care in the most cost-effective way. Because
accounts and incentives exist for each primary-care physician, the
physician's accountability is not shared by other physicians, even
among partners in a group practice.... Each physician is solely responsible for the efficiency of his own health-care system. . . . In essence,
then, the individual primary-care physician becomes a one-man HMO.
(Moore 1979: 1360)
The image of entrepreneur suggests that doctors' success depends on
their skill and acumen as managers. It plays down another reality of managed care payment systems—the degree to which doctors'financialsuccess and their ability to treat all patients conscientiously depend on the
mix of sick and costly patients in their practices and in the practices of
other doctors with whom they are made to share risks.
The image of doctor as businessman that was so negative in the past
has been recast to appeal to patients as well, as insurers and payers try to
persuade them to give up their indemnity insurance and move into managed care insurance. Doctors, the public has been told by all the cost-crisis stories of the past two decades, have been commercially motivated all
along. They exploited the fee-for-service system and generous health
insurance policies to foist unnecessary and excessive "Cadillac-quality"
services onto patients, all to line their own pockets. Patients, the story
continues, have been paying much more than necessary in order to obtain
adequate, good-quality medical care. Doctors have shown they cannot be
tmsted, so insurers will take on the role of consumer protectors and medical advisers. By changing the financial incentives facing doctors, insurers and payers will help patients get what they deserve: value for money.
Insurers will make sure doctors'financialincentives are perfectly aligned
with the imperatives of good-quality, scientifically proven medical care.
Under the good auspices of insurers, doctors will be converted from
bad businessmen to good businessmen. Thus, to paraphrase Enthoven
(1978b) again, managed care offers patients the possibility of cutting
costs without cutting quality. With the money they save, they'll even be
able to buy more medical care than they were getting before.
If patients knew how much clinical decision-making authority was actually removed from their doctors in managed care plans, they might be
more reluctant to join. The marketing materials of managed care plans
typically exaggerate the independence and autonomy of primary care doctors. They tell potential subscribers that their primary care doctor has the
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power to authorize medically necessary services, such as referral to specialists, hospitalization, X rays, lab tests, and physical therapy. The actual
contracts in many cases give the HMO the power to authorize medically
necessary services, and more importantly, to define what services fall
under the requirements for HMO authorization or approval. But doctors
in these marketing materials are portrayed to consumers as the ones who
"coordinate" all care, "permit" patients to see specialists, and "decide"
what care is medically necessary (Green, Kohn, and Lee 1995).
In the marketing materials of managed care, doctors not only retain
their full professional autonomy. Under the tutelage of people with
management expertise, they also work a kind of magic with economic
resources. Through efficient management and adherence to the principle of cost-effectiveness, they actually increase the value of the medical
care dollar. Enthoven promised far less—only that "spending can be
reduced with no discernible loss in benefit to the pafient" (Enthoven 1978b:
1234). The recruiters for managed care plans promise more: "patients get
better and more coordinated care at a lower cost," as two executives of a
managed-care plan put it in an op-ed essay (Paris and Vemick 1995: 21).
"Because of our expertise in managing health care," a letter to Medicare
beneficiaries from the Oxford Medicare Advantage plan promised,
"Oxford is able to give you 700% of your Medicare benefits and much,
much more" (Green, Kohn, and Lee 1995: appendix).
In an era when employers and governments are seeking to reduce
their financial commitments to workers and citizens, the image of the
doctor as efficient manager is useful, persuasive rhetoric to mollify people who have certain political expectations of benefits. To lower their
costs, employers are cutting back on fringe benefits to their workers and
shifting jobs to part-time and contract employees, for whom they have
no obligation to provide health insurance. The federal government is
similarly seeking to modify its legal obligations to citizens in order to
cut back the costs of Medicare and Medicaid. The image of doctor as
businessman, as an efficient manager who can actually increase the
value to patients of the payer's reduced payments, helps payers gain beneficiaries' assent to the reduction in their benefits. Thus, the cultural icon
of doctor as businessman has become a source of power for employers
and governments as they cut back private and public social welfare
commitments.
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