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Methods of payment are [a] critical environmental force that must be
aligned with the objective of improving quality. Current payment methods
do not adequately encourage or support the provision of quality healthcare,
and in some instances, they may actually impede local innovations and
efforts to improve quality.t

1. Introduction

In market-based economies, the customer isking.? Sellers of goodsand
servicesroutindy conditiontheir rightto payment on customer satisfaction or
offer money-back guarantees or warranties. Manufacturersand retail outlets
willingly replacedefectiveitemsandal low unhappy buyerstoreturn purchases
with"no questionsasked." Providers of sophigicated commoditiesand ser-
vicespledgetomeet deadlines, quality standards,and other performancecriter-
ia, andthey tietheir right to compensati onto thesecommitments. Whengoods
or servicesfall short of purchasers’ expectations, providerssuffer financialy.

1. INST. OF MED., CROSSING THE QUALITY CHASM: A NEW HEALTH SYSTEM FOR THE
21st CENTURY 193 (Nat'| Acad. Press2001).

2. France, asaways, remainsthe exception that provestherule. See Suzanne Ddey, 4
Spy’s Advice to French Retailers: Politeness Pays, N.Y. TIMES, Dec. 26, 2000, at A4 (noting
routine falure of French retalers to provide prompt and polite service to customers).



RESULT-BASED COMPENSATION FOR HEALTH CARE 1429

Thislink between payment and performance, the hallmark of aresult-based
compensation arrangement (RBCA), encourages providers to performwell.

RBCAsprevail throughout theeconomy. Many lawyersof diversetypes
work on contingency, as do accountants who represent taxpayersbefore the
Internal Revenue Service and local taxing authorities. Investment bankers,
stockbrokers, real estateagents, auctioneers, department storeclerks, insurance
agents, advertising agencies, political consultants, and telemarketerswork on
commission, as do corporate officers, directors, and executiveswho receive
stock options, partnerswho sharein afirm’s profits, employeeswho receive
bonuses, and service personnel whoreceivetips. Salaried employees partici-
patein RBCAswhen their pension plans hold their employers’ stock.

RBCAs are common becausethey effectively solve avariety of agency
problems. From a principal’s perspective, an RBCA reduces the need to
monitor anagent’ sperformanceby aligningtheinterestsof principal andagent
as they havejointly defined them. From an agent’s perspective, an RBCA
meanstherewill belessarguing over whether the agent accurately perceived
the principal’ s objectives and acted accordingly. For both parties, an RBCA
will resultinan appropriateamount of effort by theagent at an appropriatecost
tothe principal. By encouraging agentsto produce outcomes that principals
want, RBCAs hel p such relati onshi ps work smoothly.

Giventhe prevalence of RBCASs throughout the economy, their rarity in
the health care sector is striking. Health care providers almost never offer
guaranteesor tie their compensation to the quality of their work. Asformer
Assistant Secretary of Health and Human Services Dr. Philip Lee observed,
providers "get paid for what [they] do, not what [they] accomplish."®* The
enormity of the health care sector makesthe absence of RBCAs particularly
significant: Americans spend approximately $1.2 trillion annually on health
care services, amost none of which arewarranted to meet measurabl e stan-
dards of quality.*

The rarity of RBCAswould be unproblematicif purchasersinvariably
receivedvaluefortheir healthcaredollars. Unfortunately, thequality of Amer-
icanmedicinevarieswidely. Many Americansreceive high quality services,
but many do not. Some services are over-utilized; others are under-utilized;
utilizationratesvary fromplaceto placeinunexplainedways; andfew provid-
ersconsistently deliver "evidence-based medicine."> Americans also spend

3. DaviID A. KINDIG, PURCHASING POPULATION HEALTH 1 (U. Mich. Press 1997); see
also David A. Kindig, Purchasing Population Health: Aligning Financial Incentives to Im-
prove Health Outcomes, 33 HEALTH SERVS. RES. 223, 223 (1998).

4.  See infra Part V (detailing limited circumstances in which RBCAs are employed in
health care).

5. Seeinfra Part || (detaling shortcomingsin quality of health care delivered in United
States); see also David Classen & Peter Kilbridge, Healthcare Quality and the Prevention of
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tens of billions of dollars annually on medical serviceswhose valueis ques-
tionable or nonexistent.®

Medical treatment also frequently results in injury to patients. One
analysis estimated that injuries caused by physicians accounted for 180,000
deathsper year.” Thengtitute of Medicine adopted alower figurefor deaths
attributable to injury during a hospitalization — between 44,000 and 98,000
deaths per year — but even thisfigure makesmedical errorsthe eighthleading
cause of death in the United States.® Every year, medical errors kill more
peopl e than motor vehicle accidents, breast cancer, and AIDS.°

Any other industry responsiblefor the deaths of 50,000 to 100,000 0f its
customerseach year andfor serioudy injuring many morewould bethetarget
of aggressive criminal investigations and massive civil lawsuits. Whentires
manufactured by the Bridgestone/FirestoneCompany werefound to bedefec-
tive, Congressheldhearings, prosecutorsthreatened criminal proceedings,and
plaintiffs’ attorneysfiled several nationwide class actions. Y et Bridgestone/
Firestonewas, at worst, responsible for the loss of fewer than three hundred
livesover aperiod of several years.'® Medical errorskill morepeoplethanthis
every day.

The logic of employing RBCAsto address medical mistakes and other
deficienciesinhealth careservicesrestsonasimpleintuition: whenproviders
arepaidtodeliver high quality care, they aremorelikely todo so. Becausethe
health care sector isbereft of RBCASs, Americans receive servicesthat range

Medical Errors 4 (June 2000) (report published by Frst Consulting Group) (on file with
authors) (" Thelogic of evidence-based medicineissimple thequality and safety of patient care
are determined in large measure by the processes of diagnosis and treatment. When these
processesare scientifically optimal, the patient’ schancesof havingagood outcomeareoptimal.
When they vary, outcomes vary. . . . Where it has been consistently applied, evidence-based
medicinehasyiel ded consistently superior patient outcomes.”). Unfortunately, asthe Ingitute
of Medicine concluded in arecent report, "thereisagreat deal of variability in medical practice
and, oftentimes, alack of adherence to medicd standardsbased on sdentific evidence" INST.
OF MED., TO ERR ISHUMAN 16 (1999).

6. See infra Part || (documenting inappropriate utilization).

7. Lucian Leape, Error in Medicine, 272 JAMA 1851, 1861 (1994).

8.  SeelNST.OFMED.,supranote5,at22(documentingfigures). Thesefigureshavebeen
controverd al; researchershavearguedthat manypati entswoul dhavediedanywayorthat reviewer
assessmentsareunreliable. See Rodney A. Hayward & Timothy P. Hofer, Estimating Hospital
Deaths Dueto MedicalErrors. PreventabilityIsinthe Eye ofthe Reviewer,286 JAMA415(2001)
(notingsignificantinter-ratervariability indeterminati onof whether parti cul ar deathwasprevent-
able); ClementS.McDonaldetal.,Deaths Dueto Medical Errors Are Exaggeratedin Instituteof
Medicine Report, 284 JAMA 93 (2000). Thoseinvolvedinthepreparation of the I nstitute of
M edicinereport havedefendedthesefigures. See Lucian Leape, Institute of Medicine Medical
ErrorFigures Are Not Exaggerated,284JAM A 95(2000) (rebuttingcriticismsof | OM results).

9. INST. OF MED., supra note 5, at 1.

10. SeeNat'l Highway Traffic Safety Admin., Firestone Recalls (Oct. 4, 2001), available
at http://www.nhtsa.dot.gov/hot/firestone/update.html (totaling 271 fatalities).
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inquality fromextraordinarily goodtoextraordinarily bad with outcomesthat
vary accordingly. If Americanswant higher quality, fewer errors, and better
health, we should link compensation to results.

Thelnstitute of Medicine (I0OM) emphasi zed the needfor quality-relaed
incentivesin Crossing the Quality Chasm, areport released in March of this
year. According tothe IOM, "current [compensation] methods provide little
financial reward for improvementsin the quality of health care delivery, and
may even inadvertently pose barriers to innovation."** To encourage health
care providersto employ "best practices’ and to "achieve better patient out-
comes,” the IOM recommended that payment methods should "provide an
opportunity for providers to share in the benefits of quality improvement
[with] rewards . . . dose to the level at which the reengineering and process
redesign neededto improvequality arelikely to take place."** In other words,
the IOM recommended RBCAs.

ThisArticledevel opsthecasefor healthcare RBCAS. Part Il briefly sur-
veysthe literature that led the IOM and other prominent authorities to give
healthcareproviderslowmarksforquality. Part Il thenfocusesontwo areas—
coronary artery bypasssurgery and surgical aneshesia—inwhich quality has
improvedgreatly inrecentyears, to demonstratethat poor quality isnot inevi-
tableif appropriateincentivesareemployed. Part 111 identifiestheprevailing
methodsof compensating health providersand showsthat nonetie providers
financid prospects to patients well-being. Part IV explains how RBCAs
work, demonstratestheirtheoretical potential toenhancequality, and addresses
some common objectionsto using themin connection with medical services.
Part V identifies the small number of cutting-edge sectors of the health care
market that already use RBCAS. It also discussesother areasinwhich health
care RBCAscould be deployed. Part VI offersabrief conclusion.

1. The Crisis of Quality in American Medicine

[Q]uality problems . . . abound in American medicine. The majority of
these problemsarenot rare, unpredictable, or inevitable concomitants of the
delivery of complex, modern health care. Rather, they are frighteningly
common, often predictable, and frequently preventable.”

Readerswhoareunfamiliar withtheliteratureon health servicesmay find
ithardtobeli evethat thequality of Americanmedicinevariesasgreatly aswe
contend. Theliteratureshowsthat seriousquality problemsafflict every aspect

11.  INST. OF MED., supra note 1, at 19.

12. 1d.

13. MarkR. Chassin, Is Health Care Ready for Six Sigma Quality?, 76 MILBANK Q. 565,
566 (1998); see also ThomasBodenheimer, The American Health Care System: The Movement
Jor Improved Quality in Health Care, 340 NEW ENG. J. MED. 488 (1999) (outlining history of
quality improvement movement in United States).
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of the American health care system, irrespective of insurance coverage and
delivery arrangements. Part [1.A presentsabrief, general survey that demon-
stratestheextent of theneed for quality improvement. Part 11.B focusesonthe
highly developedliteraturedetailing effortstoimprovethequality of surgical
anesthesiaand coronary artery bypassgrafting (CABG). In both areas, dra-
maticimprovementsin quality wererealized shortly after theintroduction of
appropriate incentives.

A. The Quality of Health Care in the United States

The literature on health care quality isreplete with statements that ook
like tabloid headlines. "one-fourth of hospital deaths may be preventable';*
"180,000 people may di€e" each year "partly asaresult of iarogenicinjury";*
"one-third of some hospital procedures may expose patients to risk without
improving their health."** Unfortunately, these dire statements are actual
research findings. Asa 1998 literature review observed:

[the] dominant finding . . . is that there are large gaps between the care
people should receive and the carethey do receive. Thisistrueforall three
types of care — preventive, acute, and chronic — whether one goes for a
check-up, a sore throat, or diabetic care. It is true whether one looks at
overuse or underuse. Itistrueindifferent typesof health care facilities and
for different types of health insurance. It is true for all age groups, from
children to the elderly. And it is true whether one islooking at the whole
country or asinglecity. ... A simple average of the findings of the preven-
tive care studies shows that about 50% of people received recommended
care. An average of 70% . . . received recommended acute care, and 30%
received contraindicated acute care. For chronic conditions, 60% received
recommended care and 20% received contraindicated care.’’

Table 1'® presents a selection of theresultsthat support this dismal con-
clusion. Itshowsthat American healthcare providersroutinely omitindicated
procedures of known value, frequently perform treatments and surgeries that
are unnecessary and inefficacious, and employ practice patterns that vary
widely for no good reason.’® Adverse drug events and the use of unproven

14.  RobertH.Brooketal.,HealthSystem Reformand Quality, 216 IAMA 476,477 (1996).

15. Robert W. Dubois & Robert H. Brook, Preventable Deaths: Who, How Often, and
Why?, 109 ANNALSINTERNAL MED. 582 (1988).

16.  StephenM. Shortell eta ., Assessing the Impact of Continuous Quality Improvement
on Clinical Practice: What It Will Take to Accelerate Progress, 7T6 MILBANK Q.593,593(1998).

17. Mark A. Schuster et al., How Good Is the Quality of Health Care in the United
States?, 76 MILBANK Q. 517, 520-21 (1998).

18.  See infra Appendix, Table 1, at 1486.

19.  SeeChassin,supra note 13, at 570-78 (differentiatingbetween overuse, underuse, and
misuse); Schuster e al., supra note 17, at 518 (differentiating between too much care, toolittle
care, and wrong care).
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treatments also are distressingly common.”® Although managed care domi-
natesthe recent public policy debate, "managed careis not the problem, qual -
ity is."*

Health care is also plagued by unacceptably high error rates. In a 1999
report, the IOM conduded that medical errors occur with extraordinary fre-
guency, generate intol erabl e numbers of deaths and injuries, and entail stag-
gering social costs.? Table 22 summarizes some of the studies that led the
IOM to thisconclusion. Thesefigures probably understate actual error rates,
injuries, and costs because under-reporting of medical errorsis rampant.?

To put these problems into perspective, Table 3* compares the perfor-
mance of the health care sector with other industries. At adefect rate of 20%,
roughly thefrequency withwhich doctorserroneously prescribeantibioticsfor
ambul atory patients, thecredit cardindustry would botch ninemilliontransac-
tions a day and banks would deposit thirty-six million checks in the wrong
accounts.”® Y et, by health care standards, theappallingly high 20% defect rate
for antibiotic prescriptions for ambulatory patientsislow. Health care "fre-
guently produces defectsat ratesas high as 500,000 per million —as exempli-
fied in failures to recognize and treat clinical depression or control hyper-
tension."*’

There are anumber of reasons why qudity varies widely, including the
decentralized and fragmented nature of the health care delivery system, the

20. DavidW.Batesetal.,ncidence of Adverse Drug Events and Potential Adverse Drug
Events: Implications for Prevention, 274 JAMA 29 (1995); David C. Classen et al., Adverse
Drug Events in Hospitalized Patients: Excess Length of Stay, Extra Costs and Attributable
Mortality, 277 JAMA 301 (1997); Rainu Kaushal & al., Medication Errors and Adverse Drug
Events in Pediatric Inpatients, 285 JAMA 2114 (2001); David P. Phillips et al., Increase in
U.S. Medication-Error Deaths between 1983 and 1993, 351 LANCET 255 (1999);

21. Robert H. Brook, Managed Care Is Not the Problem, Quality Is, 278 JAMA 1612,
1612 (1997); see Schuster et al., supra note 17, at 556 ("Whether the careis preventive, acute,
or chronic, it frequently does not meet professional standards.”).

22.  INST.OF MED., supra note 5, at 1. After thisreport was released, President Clinton
commissioned a federal task force to devise a drategy for making hedlth care safer. See
QUALITY INTERAGENCY COORDINATION TASK FORCE, DOING WHAT COUNTS FOR PATIENT
SAFETY: FEDERAL ACTIONS TO REDUCE MEDICAL ERRORS AND THEIR IMPACT 1 (Feb. 2000),
available at http://www.quic.gov (detailing governmentd plans to enhance quality).

23.  See infra Appendix, Table 2, at 1489.

24.  See INST. OF MED., supra note 5, at 26 (noting under-reporting of medical errors).
Under-reporting of medication errorsin hospitasis especially dramatic. One study found that
incident reportswerefiled for only three of fifty-four admitted patientswho experiencedadverse
drug events. Id. at 29. This under-reporting occurs for a variety of reasons, including the
failureto recognize the error and the liability concerns of the individuds involved.

25.  See infra Appendix, Table 3, at 1490.

26. See Chassin, supra note 13, at 570.

27. Id at587.
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dominanceof third party payorswho havehistorically cared more about costs
than quality, the tradition of deference to the medical profession to handle
issues of quality, the lack of vigbility of the issue for consumers and politi-
cians, the process through which providers are trained and socialized, the
presenceof multipleagency relationships, and thelack of competitive alterna-
tivesto existing coverage and delivery arrangements. However, the absence
of direct financial incentivesto deliver high quality services also contributes
to the problem. Although many hospitals and physicians profess a commit-
ment to providing high quality care, reality lagsfar behind therhetoric. There
is a desperate need for mechanisms to encourage providers to make better
treatment decisions and to provide better care.

B. Quality Can Improve: The Cases of Surgical Anesthesia and
Coronary Artery Bypass Grafting

TheresultsdescribedintheprecedingPart arenotinevitable. Twoexam-
plesdemonstratethat providerscanimprovethequdity of healthcaredramati-
cally and quickly when given proper incentives.

1. Surgical Anesthesia

AsTable 3reflects, surgical anesthesiaisone of the safest proceduresin
medicine, and the only medical procedure shown that approaches industrial
standardsof quality. Death ratesfrom surgical anesthesiaarein the neighbor-
hood of five deaths per million encounters.”®

Surgical anesthesiawas not alwaysthis safe. In the late 1800s and early
1900s, it wasdecidedly hazardous; patientsroutinely suffered significant mor-
bidity and mortality. As safer anesthetic agents and better systems of screen-
ing and monitoring patients devel oped, death rates steadily declined. By the
1950s, death ratesranged between 1 and 10 per 10,000 encounters.”® Anesthe-
siamortality stahilized at this rate for more than two decades.

Mortality and morbidity ratesfell again after a1978 articlereframedthe
issueof anesthesiasafety asoneof humanfactor analysis.** Inthemid-1980s,

28. Id. at 569.

29.  See, e.g., id. a 569; Henry K. Beecher & Donald P. Todd, 4 Study of the Deaths
Associated with Anesthesia and Surgery, 140 ANNALSSURGERY 2 (1954); Robert D. Dripps et
al., The Role of Anesthesia in Surgical Mortality, 178 JAMA 261 (1961); Otto C. Phillipsetal.,
The Baltimore Anesthesia Study Committee, 174 JAMA 2015 (1960); Ellison C. Pierce, Anal-
ysis of Anesthetic Mishaps: Historical Perspectives, 22 INT'L ANESTHESIOLOGY CLINICS 1, 5
(1984) (providing historical perspective on efforts to reduce anesthesia mortality).

30. See Jeffrey B. Cooper & al., Preventable Anesthesia Mishaps: A Study of Human
Factors, 49 ANESTHESIOLOGY 399 (1978) (framing anesthesiamorbidity and mortality interms
of human factorsthat contributed to outcome); see also Jeffrey B. Cooper et d., An Analysis of
Major Errors and Equipment Failures in Anesthesia Management: Considerations for Preven-
tion and Detection, 60 ANESTHESIOLOGY 34 (1984) (same). Much of theimpetusfor thisiniti-
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the American Society of Anesthesiologists (ASA) promul gated standards of
optimal anesthesiapracticethat relied heavily onsystems-based approachesfor
preventing errors.** Because patients frequently sued anesthetists when bad
outcomesoccurred and becausedeviationsfromthe A SA guidelinesmadethe
impostionof liability muchmorelikely, anestheti stshad substantial incentives
tocomply. Asindividual providersadoptedthespecifiedpractices,intra-opera
tivedeathsbecameincreasingly rare® Anesthetistsal sodevel opedimproved
monitoringtechni quesandother strategiestoreducemorbidity andmortal ity.*®

Providers deserve great praise for enhancing the safety of anesthesia-
related servicesto the point that it isone of the safest components of a hospi-
talization. However, we should consider why anesthesiamortality stabilized
at arate more than one hundred times higher than its current level for more
than two decades. The problem wasnot lack of information. Tothecontrary,
anesthesi asafety was studied extensively during the period. A better hypothe-
sisisthat anesthetists grew accustomed to amortality rate that was exemplary
by health care standards, but that was still higher than it should have been.
Fromapsychological perspective, thislow frequency encouraged anesthetists
to treat each bad outcomeas atragic but unforeseen and unpreventabl e event.
Indeed, anesthetistslikely viewed eachindividua bad outcomeasthemanifes-
tation of an irreducible baselinerate of medical mishap.*

Physicians' insistence on complete clinical autonomy reinforced the
tendency to regard individual bad outcomesasinevitable. Aslongasanesthe-
tists had comparable mortality rates, the occasional bad outcome could pass
without much comment or be ascribed to bad luck. Thiscomplacency, andthe
associated excessive mortality, was disrupted only after providers adopted a
systems-based, technol ogy-assi sted approachto the problem. Thus, giventhe
right incentives, good information, and asystemic perspective, providerscan
play amajor role in enhancing patient safety.

ative was attributable to the efforts of Dr. Ellison (Jeep) Pierce, a prominent anesthesol ogist.
See Atul Gawande, When Doctors Make Mistakes, NEw Y ORKER, Feb. 1, 1999, at 40, 51-53
(discussing impact of Dr. Ellison).

31. SeeEllison C. Pierce, The Development of Anesthesia Guidelines and Standards, 16
QUALITY REV. BuLL. 61 (1990) (documenting impact of anesthesiaguidelines).

32.  SeelucianL.Leape, Unnecessary Surgery, LI3ANN. REV. PuB. HEALTH 363, 379-80
(1992) ("[F]ollowing the 1987 universal adoption by M assachusetts anesthetistsof the Ameri-
can Society of Anesthesiologists' ‘ Standardsfor Basic Intra-OperativeMonitoring,” thenumber
of deathsfrom hypoxiadecreased to zeroin thefollowing year, and for thefirst timeno lawsuits
were filed for hypoxic damage.").

33.  See Chassin, supra note 13, at 569 (detailing development of improved monitoring
techniques).

34. Not surprisingly, prominent anesthesiol ogists reacted quite negatively to empirical
studies of their bad outcomes. See J. Abajian et a., Critique of "A Study of Deaths Associated
with Anesthesia and Surgery,” 142 ANNALS SURGERY 138 (1955) (criticizing one such study
and defending quality of anesthesia).
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Certainly, anesthesia may have been particularly well suited for quality
improvement. | ssues of causationweregenerally straightforward becausetyp-
ically therewas only oneanesthetist per procedure. Because surgicd patients
had no on-goingrel ationshipswith their anesthetig, victimswere particularly
likely to sue. Damages also tended to be substantial becauseinjuries attribut-
ableto anesthesiawere oftensevere. Finally, although judgment isimplicated
in many aspects of anesthesiology, simple changes in design and monitoring
prevented a substantial number of errors.

Other practice areas may lack certain of these attributes. Even so, sys-
tems-based approachestoquality and medical error haveeffectively prevented
patient injuriesin diverse contexts.* For example, computerized systemsfor
dispensing and tracking prescription drugs have reduced the rate of medica-
tion errorsin hospitals. After aV.A. hospital in Topeka, Kansas introduced
abar coding system, medication errorsdropped 64.5%.% An academic medi-
cal center in Boston "credited its computer system with helping to reduce
seriousdrug-rel ated problems by 55%, saving $500,000 ayear [and] up to $10
million [overall]."*’

Despitethedemonstratedeffectivenessof computerizedprescriptiondrug
systems, many hospitals have been slow to adopt themand physiciansresst
usingthem. Other saf ety-enhancinginnovationshavemetthesamefate.®® This

35.  See Chassin, supra note 13, at 577 ("[ S]ystematic analyses of preventable complica-
tions have . . . revealed that faulty systems of care are responsible for error more often than
individuals."). This outcome should not be surprising; even though "[t]he sheer number of
specific interventions that good carerequiresis beyond theability of any unaided human being
torecall and act on effectively . . . the dominant modes of practice still expect thisimpossible
degree of accomplishment.” Id. at 576. Indeed, one author described "the role of doctor as
diagnostician,” which involves "matching enormous streams of clinical data on patients to
enormousbodies of scientific literature,” as"the equivalent of having travel agents book flights
frommemory." Donald M. Bewick, Crossing the Boundary: Changing Mental Models in the
Service of Improvement, 10 INT'L J. QUALITY HEALTH CARE 435, 438 (1998).

Unfortunately, the current system is based on individual perfection, rather than systems-
based approaches to quality. This strategy is largey incondstent with the available evidence
on quality and performance, which strongly suggests that “the performance of a system —from
theviewpoint of thoseserved —dependsfar morecrucially on how elementswork together than
on how each element, initsrole, performs separately.” Id.

36. Lauran Neergaard, Admitting Mistakes: V.A. Hospitals Start New Plan to Combat
Medical Errors (Feb. 19, 2000), available at http://www.abcnews.go.com/sectiong/living/Daily
News/medmistekes000219.html.

37.  MiltFreudenheim, Corrective Medicine: New Technology Helps Health Care Avoid
Mistakes, N.Y . TIMES, Feb. 3, 2000, at C1, C26.

38.  Id.; see INST. OF MED., supra note 5, at 12-13 ("A number of practices have been
shown to reduce errors in the medication process. Severa professiona and collaborative
organizationsinterested in patient safety have devel oped and published recommendationsfor
safe medication practices, especially for hospitds. Although some of these recommendations
have been implemented, none have been universally adopted and some are not yet implemented
in amgority of hospitals.”).
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accountsfor oneof thel OM’ smost striking recommendations: thathealthcare
organi zationsshoul d"implement proven medi cation saf ety practices."** Inany
otherindustry, failuretoadopt " provensaf ety practices" wouldresultinpublic
outrage, governmental investigations, substantial fines, and automatictortlia-
bility. Yet, in health care, thisfailing passeswith little notice or concern.

2. Coronary Artery Bypass Grafting (CABG)

CABG isasurgical treatment for blocked coronary arteries commonly
employed for patients suffering from angina (chest pain of cardiac origin).
Approximatey 600,000 Americansreceive CABG annually, makingit one of
the most frequent surgical procedures.”® To perform CABG, a hospital must
have adedicated surgical team and invest in specialized equipment and staff,
including aheart-lungmachineand anintensivecare unit. At present, roughly
1,000 hospitalsin the United States perform CABGs.

CABG was developed in the late 1960s. Shortly thereafter, the Inter-
society Commission for Heart Disease Resources (I CHDR) issued guidelines
for the procedure, including minimum caseload recommendations.** These
guidelineswerenon-binding; physi ciansandhospital swerefreetooffer CABG
even if their expected volume fell below the recommended minimum.** At-
tracted by thepotential revenue stream, many hospital sbegan offering CABG
and aggressively marketed their servicesto patientsand referring physicians.

When studying theimpact of CABG volume, health careresearchersdis-
covered that surgeons with high-volume CABG practices and hospitalswith
high-volume CABG unitshad significantly lower mortality rates. Thediffer-
encein outcomes could be as much as a quadrupling of the risk of in-hospital
mortality.* When surgeons changed hospitals, the mortality rates frequently
changed a ong with them.**

39. INST. OF MED., supra note 5, at 12 (recommendation 8.2).

40. See DEP'T OF HEALTH & HUMAN SERVS., THE CHALLENGE AND POTENTIAL FOR
ASSURING QUALITY HEALTH CARE FOR THE 21ST CENTURY (June 17, 1998), available at
http://www.ahrg.gov/qual/21stcena.htm (presenting stati sticson CABG utilization) [hereinafter
D.H.H.S., THE CHALLENGE].

41.  See MICHAELL.MILLENSON, DEMANDING MEDICAL EXCELLENCE 187 (U. Chi. Press
1997).

42.  Seeid.

43.  Seeid. at 192 (noting quadrupling of risk); Kevin Grumbach et al., Regionalization
of Cardiac Surgery in the United States and Canada, 274 JAMA 1282 (1995) (reporting death
rates following cardiac bypass surgery were twice as high at California hospitals performing
fewer than 100 procedures per year than a hospitals performing 500 or more); Edward L.
Hannan, The Relation Between Volume and Outcome in Health Care, 340 NEW ENG. J. MED.
1677,1678(1999) (notinginonestudy of 1989data, "therisk-adjusted mortality ratefor patients
of surgeonswho performed fewer than 50 [ bypass operations] (7.94%) wasmorethan twicethe
mortality rate for patientsof surgeonswho performed 150 or more procedures (3.57%)").

44.  See MILLENSON, supra note 41, at 213.
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Althoughtheconnection between CA BGvolumeandoutcomewaswidely
knownwithinmedical circles, it did not influencereferral patternsfor CABG-
s. In 1995, one-third of the hospitals performing CABG, or 327 hospitals,
failed to meet the ICHDR’ srecommended minimum volume, yet these hospi -
tals continued to receive referrals.”® Regulatory efforts to address this prob-
lem by regionalizing CABG surgery or by limiting theopening of new cardiac
surgery units were largely unsuccessful because of the political power of
providers and a generalized commitment to provider autonomy.

Dramatic improvements in quality occurred only when New Y ork and
Pennsylvaniabegan collecting and publishing risk-adjusted "report cards’ on
doctors and hospitals that performed CABGs*® As it became clear that
mortality rates for patients with similar risk factors differed widely across
providers, many hospitas and physicians had to confront the reality that they
weresubstandard performers. Inresponse, hospital sthat received poor grades
reengineered their systems*” Some pressured physi cians with low-volume
practices to stop performing CABG.*®

Although the information seems to have had a greater effect on the
supply side (hospital efforts at self-improvement) than on the demand-side
(referral patterns), there was no arguing with the results.*® In New Y ork, the
risk-adjusted death rate dropped by 40% after the report cards were issued.*
In Pennsylvania, hospitals that performed poorly in the 1990 report had
improved by the 1992 report, and the risk-adjusted mortality rate declined by
almost 25% between 1990 and 1993.>

45.  Seeid.at 187 (documentingfailure of many hospital sto meet recommended minimum
CABG volume).

46.  See id. at 215 (describing introduction of report cards).

47.  See id. at 193-94 (describing reengineering efforts). For example, one hospital
discovered that the hardest cases were being routed to the least experienced surgeons because
hospital protocol required the first available surgeon be used in an emergency, and "precisely
becausethe high-volume surgeonswerebusy they wererarely avail ableto handleemergencies.”
1d.; see also Jonathan A. Showstack & al., Association of Volume with Outcome of Coronary
Artery Bypass Graft Surgery, 257 JAMA 785, 789 (1987) ("[T]he greater skills of surgical
teams at higher-volumehospitals may be particularly necessary to care for patientsundergoing
nonscheduled CABG surgery.").

48.  See MILLENSON, supra note 41, at 187, 201.

49. See Arnold M. Epgein, Public Release of Performance Data: A Progress Report
From the Front, 283 JAMA 1884, 1885 (2000) (noting impact of report cards); Stephen F.
Jencks, Clinical Performance Measurement — A Hard Sell, 283 JAMA 2015 (2000); Daniel R.
Longo et a., Consumer Reports in Health Care: Do They Make a Difference in Patient Care?,
278 JAMA 1579 (1997); Eric C. Schneider & Arnold M. Epstein, Influence of Cardiac-Surgery
Performance Reports on Referral Practices and Access to Care: A Survey of Cardiovascular
Specialists, 335 NEw ENG. J. MED. 251 (1996).

50.  See MILLENSON, supra note 41, at 194; Chassin, supra note 13, at 586.
51. See MILLENSON, supra note 41, at 224.
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Private sector payors have spurred similar gains through selective con-
tracting. When Anthem Blue Cross & Blue Shield (Anthem) studied cardiac
surgery unitsin Ohio, it found a six-fold variation in risk-adjusted mortality
rates.®* Anthem reacted by excluding under-performing hospitals from its
network.>® Once Anthem began steeringitsmembersto high-quality hospitals,
ratesof death and other adverse outcomesfell, asdid Anthem' scosts.>* Some
hospitd sthat wereremovedfrom Anthem’ s network al so made dramatic turn-
arounds. After Anthem excluded Ohio State University Medical Center
(OSUMC) in 1995, OSUMC cut its risk-adjusted mortality in half and was
readmitted to the network in 1997.%°

Anthem’ s experience shows that reputation is an unreliable predictor of
quality. The cardiac surgery unit at OSUMC, a teaching hospital, had an
excellent reputation, but Anthem’s study showed that its performance was
sub-par. Another hospital, St. Elizabeth Medical Center in Edgewood, Ken-
tucky, was little known and had no particular reputation for quality of care.
Yet, St. Elizabeth’s placed first on Anthem’s CABG chart with a mortaity
rate so low that officials at other hospitals initially refused to credit it. The
finding was neither a mistake nor afluke. St. Elizabeth cameinfirstin every
subsequent study. Until Anthem released its rankings, even St. Elizabeth’s
own personnel did not fully appreciate its excellence.

Theimprovementsincardiacsurgery described abovedid not comeabout
because providersspontaneously recognized that they were poor performers.
Nor diditoccur becauseproviderscommitted themsel vesto continuousquality
improvement (CQI). To the contrary, neither physicians nor hospitals made
any seriouseffort to comparethequality of carethey wereddiveringwiththe
resultsbeingdeliveredby peerinstitutions. Nor didthey adopt programsof the
kindemployed by other businessesthat arecommittedto CQI. Instead, provid-
ersall believed they were above average performers. This"Lake Wobegon"
effect was not dispelled until statistics showing enormousquality disparities
became available.*®

52.  See Thomas M. Burton, HMO Rates Hospitals;, Many Don’t Like It, But They Get
Better, WALL ST.J., Apr. 22,1999, at A1, A13 (recounting efforts of Anthem to rate and selec-
tively contract with hospitals).

53. Seeid.
54. Seeid.
55. Seeid.

56. See GarrisonKeillor, 4 Prairie Home Companion Monologue Excerpt (1997), avail-
able at http://prairiehome.org/activities/chats 1997/100197_children_hearts.shtml (" That’ sthe
news from Lake Wobegon, where all the women are strong, all the men are good-looking, and
all the children are above average.").
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Unfortunately, when providerslearned thetruth, thefirst instinct of many
was to "shoot the messenger."*” In New Y ork, cardiac surgeonstried to stop
the Department of Health from publishing risk-adjusted mortality rates. After
Newsday used afreedom of information request to obtain and publish doctor-
specificassessments, "[a]n angry Cardiac Advisory Committee promptly rec-
ommended that the state stop collecting information on individual doctors
altogether," arguing that such report cardswoul d encourage physiciansto turn
away the sickest patients.®® The Medical Society of the State of New Y ork
tried adifferent approach, warning "that patients may suffer psychologically
if they haveto get treated by a surgeon with a higher than average mortality
rate" — although the medical society provided no evidence to sugges the
alleged psychological damage was more seriousthan thevery real increasein
thelikelihood of physical harm resulting from having asurgeon with ahigher
than average mortality rate.®* Similar criticismswere madeof the Pennsylva-
niaresults.”® When the New Y ork Department of Public Health suggested
performance-based compensation for cardiac surgery, physiciansand hospitals
pressured legidators to prohibit such arrangements.®* When Anthemtried to
replicate its program in Kentucky, the Department of Insurance baked after
the Kentucky Hospital Association and some legislators objected.®

Providersalsotriedtosidesteptheimport of these"report cards," arguing
that |ow scoreswereattributabl eto treating sicker patientsand that ri sk adjust-
mentsmadeto compensatefor differencesbetween patientswereimperfect.®®
Someproviderseventriedto” game" thesystemby reportingthat their patients
weresicker (and thus at greater risk of dying) thanthey actually were.**

57. A similar process occurred with the U.S. News and World Reports ranking of law
schools. See Jan Hoffman, Judge Not, Law Schools Demand of a Magazine that Ranks Them,
N.Y. TiMES, Feb. 19, 1998, at A5 (reporting that group of law school deanswere sending out
lettersto 93,000 law school applicants denouncing attemptsto qualitatively rank law schools).

58.  See MILLENSON, supra note 41, at 193-96.

59. See id. at 198 (emphasis added).

60. Seeid. at 214-15.

61. Seeid. at 196. Theproposa isdescribedin greater detail in Sarah Lyall, Proposal
Ties Hospital Reimbursement to the Quality of Care, N.Y . TIMES, Dec. 25, 1992, at B1.

62.  See Burton, supra note 52, at A13.

63. After Anthem madethereaults of itsanalysis available, every heart-surgery unit that
did poorly argued that it had experienced higher mortality because its patients were sicker.
Ohiothus manifested thefirst recorded instance of a"reverse-Lake Wobegon effect.” Keillor,
supra note 56.

64. See MILLENSON, supra note 41, at 201. At one hospital, the reported frequency of
chronic obstructive pulmonary disease climbed from 1.8% to 52.98% dfter the public reports
began, and at another hospital, thereported frequency of anginawent from 1.9% to 20.8%. 1d.;
see also JoshuaH. Barack et al., Public Reporting of Surgical Mortality: A Survey of New York
State Cardiothoracic Surgeons, 68 ANNALSTHORACIC SURGERY 1195, 1198 (1999) (document-
ing concern of cardiothoracic surgeons about "gaming” of reporting requirements).
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Despitethese reactionary measures, disclosure-oriented regulatory strat-
egiestriggered substantial quality improvementsinNew Y ork and Pennsylva-
nia, and Anthem’s selective contracting efforts had the same effect in Ohio.
Many states and employers are following this lead. They are experimenting
with "provider report cards," entering into exclusive contracts with "centers
of excellence," setting targetsfor sel ected preventive services, such asimmu-
nizations, pap smears, and retinal examsfor diabetics, and taking other steps
to measure quality.®®

These efforts are all to the good, but we do not believe they will suf-
ficiently enhance the quality of care across the board. Volume-quality rela-
tionshipsexist for awide variety of surgical interventions.®® Experiencefrom
other economic sectorsindicates that current strategies (including regulatory
overdght, reporting of errors, selective contracting, and performancetargets)
shoul d be supplemented with direct economic incentivestied to performance.
In Part 111, we briefly describe prevailing compensation arrangementsin the
medical sector and focus on their common shortcoming: the failure to link
compensation to performance.

1ll. Existing Arrangements for Compensating Health Care Providers

Thehealth care sector encompassesawidearray of productsand services
delivered by more than amillion providers during billions of patient encoun-
ters. Althoughinsurancecoverageand delivery arrangementsvary widdy, the
following four payment arrangementspredominate: fee-for-service, flat-rate/
prospective payment, salary, and capitation.®” Under afee-for-service (FFS)

65. See MILLENSON, supra note 41, at 222 ("By the end of 1996, thirty-seven states had
medical data commissions, many of which were collectingand publishing some sort of qudity
of careinformation.").

66. See HAROLD S.LUFTET AL., HOSPITAL VOLUME, PHYSICIAN VOLUME, AND PATIENT
OuTcoMES. ASSESSING THE EVIDENCE 103 fig. 5.1 (Health Admin. Press Perspectives 1990)
[hereinafter ASSESSING THE EVIDENCE]; Edward L. Hannan et al., 4 Longitudinal Analysis of
the Relationship between In-Hospital Mortality in New York State and the Volume of Abdomi-
nal Aortic Aneurysm Surgeries Performed, 27 HEALTH SERV. RES. 517, 535-36 (1992); Herbert
R.Karpetd., Carotid Endarterectomy Among Medicare Beneficiaries: A Statewide Evaluation
of Appropriateness and Outcome, 29 STROKE 46, 48 (1998) (finding that "[t]he mortality and
stroke rates [following carotid endarterectomies at] hospitals with a history of [10 or fewer
surgeries] per year was2.6-fold higher than that at hospitals performing [50 or more]"); Samuel
O. Thier & Annetine C. Gelijns, Improving Health: The Reason Performance Measurement
Matters, 17 HEALTH AFF. 26, 26-27 (1998).

One recent study sought to quantify the potential benefit of improved referral practices.
The study determined that in California alone, more than 600 deaths in 1997 were éttributable
to thefact that patients with conditions for which there was avolume-quality relationship were
treated at low volume hospitals. R. Adams Dudley et d., Selective Referral to High-Volume
Hospitals: Estimating Potentially Avoidable Deaths, 283 JAMA 1159, 1163 (2000).

67. Tobesure, variousformsof global outcome-driven payment arrangementshave been
proposed by several commentators, but havemadelittle headway. See generally KINDIG, supra
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systemof compensation, providersare paid afeefor every incremental service
they provide. Until recently, thisformof compensation prevailed throughout
most of thehealth careeconomy. Under aflat-rate/prospectivesystem of com-
pensation, providersreceiveaset amount for each episode of care, regardless
of theactual expensesincurred. Under asalary system of compensation, pro-
viders' pay isunrelated to the volume, cost, and profitability of the services
they provide. Under a capitation systemof compensation, providersreceive
a set amount per patient per monthto provide all required services.

Each arrangement has predi ctabl e strengths and weaknesses. FFScom-
pensation, whichconnectstheamount pai dtothenatureand number of services
performed, encouragesproviderstobeexhaugiveintheir work-upsandtreat-
mentsby providing themwithincomefor every servicethey deliver. For the
same reason, FFS also leads to "upcoding,” "churning," and the delivery of
servicesthat, becausethey areinappropriate or unnecessary, wrongly expose
patientsto significant costs and risks.®®

Flat-rate/prospecti vepayment, which givesaprovider asetamount for dl
treatmentsrelating to an illnessor injury, discourages over-treatment during
adefined episode of care. The more servicesaprovider delivers, the greater
thecost andthelower theprofit. Unfortunately, flat-rate/prospective payment
rewardsprovidersfor reducing costswithout regard to qudity, thusencourag-
ing them to withhold servicesthat patientstruly need.

Salaries neither encourage providers to deliver services nor discourage
them from doing so. However, fixed salaries discourage diligence and pro-
ductivity, as physician management companies discovered to their dismay.®

Capitation arrangements, which pay amounts tied to the number of pa-
tients who enroll with particular providers regardless of any individual pa-

note 3 (suggesting that provider compensation should be tied to various benchmarks of public
health); Robin Hanson, Buy Health, Not Health Care, 14 CATO J. 135 (1994) (suggesting that
patientsbuy life and disability insurance from their health care providers and contract withthird
party who will pay to be beneficiary).

Interestingly, some forms of outcome-based compensation are employed by hedth care
providersin Cameroun. See KENNETHL.LEONARD, AFRICAN TRADITIONAL HEALERSAND OUT-
COME-CONTINGENT CONTRACTS IN HEALTH CARE (2000), available at http://www.columbia.
edu/~kl206/research.html (describing and modeling use of outcome-contingent contracts).
Traditional Chinese physicians also were reported to enter into contracts with their patients so
that they were paid only during monthsin which their patientswerewell. Interview with Greg
Bloche, Professor, Georgetown Universty Law School.

68. SeeKevinGrumbachetal., Primary Care Physicians’ Experience of Financial Incen-
tives in Managed-Care Systems, 339 NEwW ENG. J. MED. 1516 (1998); Audrey C. Kaoetal., The
Relationship Between Method of Physician Payment and Patient Trust, 280 JAMA 1708
(1998); Stephen M. Shortell eta., Physicians as Double Agents: Maintaining Trust in an Era
of Multiple Accountabilities, 280 JAMA 1102, 1103 (1998).

69. See Uwe E. Reinhardt, The Rise and Fall of the Physician Practice Management
Industry, 19 HEALTHAFF. 42 (2000) (recounting catastrophi c consequencesof failingto address
physician non-productivity once physicians are on fixed salaries).
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tient’s health care needs, promote a population-based perspective on health
care. Unfortunately, they also generate avariety of problematic behaviors,
including "red-lining" of patients with chronic illnessesand under-provision
of routine services.

Hybridsof these compensati on arrangementsattempt to combinethe best
aspects of the pure types while minimizing the impact of the bad incentives,
but their successremainsto beseen.” Enthusiasts of any given compensation
arrangement are quick to condemn the competing alternatives.”

For present purpaoses, the criticd featurethat all four arrangementsshare
is the failure to tie compensation to quality of service or to patients health.
All four arrangements are quality- and outcome-independent. They link
compensation to variables (e.g., the amount of time a provider spendswith a
patient, the number of patients a provider treats, the number and type of
proceduresaprovider performs, the number of weeksaprovider isemployed,
or the number of patientsin aprovider’s practice) that neither correspond to
nor correlate strongly with patients’ desires.”” Consequently, current payment
schemesfail to align theinterestsof patientsand providersas closely aswould
result-based payment systems.

Compensationarrangementsthat link paymentsto process-based consid-
erations that do not correlate with outcome, such as the number of non-pre-

70.  SeeJamesC. Robinson, Blended Payment Methods in Physician Organizations Under
Managed Care, 282 JAMA 1258 (1999) (describing use of blended payment stratagies); Neil
Schlackman; Evolution of a Quality-Based Compensation Model: The Third Generation, 8 MED.
QUALITY 103 (1993) (describing evolution of quality-based compensation model).

71.  See Mark D. Smith, Managed Care and the Poor, 5J. HEALTH CARE POOR UNDER-
SERVED 147, 150 (1994) (stating that "nothing is worse than fee-for-service').

72.  Indeed, the mechani smof payment can affirmatively frustratepatient preferences. For
example, it appears that many women receive open surgical breast biopsies instead of core-
needlebiopsies, even though the latter isless traumatic and does not require general anesthesia,
because physicians are better paid for the former. See Barbara Martinez, How Insurance Pay-
ments Can Work Against Less-Invasive Biopsies, WALL ST.J., Mar. 28, 2001, at B1 ("The way
doctors are paid often encourages the use of older, more expensive and sometimes riskier
medical procedures when better options exist. Medicare, for example, pays aphysician about
$400 to do asurgical biopsy in ahospital, but only $128 to do a core-needle biopsy.”). Given
this economic differential, it is not all that surprising that almost 80% of the 1.2 million Medi-
care beneficiaries who required bresst biopsies underwent surgery. See id.

A similar situation may well apply to the incentive for an obstetrician to perform a
Cesarean section, instead of allowing thewomen to deliver vaginally. See Jonathan Gruber &
Maria Owings Physician Financial Incentives and Cesarean Section Delivery, 27 RAND J.
Econ. 99 (1996); Emmett B. Keeler & Mollyann Brodie, Economic Incentives in the Choice
Between Vaginal Delivery and Cesarean Section, 7L MILBANK Q. 365 (1993) (suggesting higher
payment for Cesarean section might provideincentivesfor physiciansto providemoreCesarean
sections). But see Emmett B. Keder & Thomas Fok, Equalizing Physician Fees Had Little
Effect on Cesarean Rates, 53 MED. CARERES. & ReV. 465 (1996) (finding very little effect on
Cesarean section frequency from equalization of payment for Cesarean and vaginal deliveries).
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ventative services delivered, can be particularly pernicious because they
becomeincreas ngly counterproductiveover time. Asknowledgeand technol -
ogy change, these criteriabecome inaccurate signals of quality. Suppose that
athird party payor offers a provider $100 every time the provider performs
procedure X and tha it costs the provider $80 in time and resourcesto provide
X. Becausethe provider makes $20 per procedure, he always hasanincentive
todeliver X (unless other proceduresare even more profitable). Now suppose
that new studiesreveal that procedure X, oncethought to hel p patients consid-
erably, realy haslittle value for them. The profit motive will still encourage
the provider to deliver X. Supposefurther that the provider learnsthat service
Y, which also costs $80 to perform but for which the payor is offering only
$85, isan effective substitute for X.”* The provider will bebetter off deliver-
ing X despite the superiority of Y.

Because information and technology change rapidly in the health care
business, it isimportant togive providersincentivesto keep up with the medi-
cal literature and to make diagnoses and treament decisions based on the best
available evidence. Unfortunately, payors (i.e., health insurers, MCOs, em-
ployers, Medicaid, and Medicare) have adopted compensation arrangements
that effectively pay providers the same amount, whether they deliver high
quality care or not. No effort has been made to use economic incentives to
give providers "in thetrenches" appropriate micro-incentives. Indeed, exist-
ing compensation arrangements frequently create incentives that discourage
the delivery of high quality care.”

73.  Strictly speaking, it is not necessary for our example that Y be superior to X'in qual-
ity — merely that it be cheaper, while providing equivalent benefits.

74.  See MILLENSON, supra note 41, at 274-75. For example, doctors can treat urinary
tract infections (UTIs) in women by requiring office visits or by having nurses interview
patients and prescribe antibiotics over the phone. The latter procedureworksjust as well and
saves seventy percent of the cost. Yet, if compensation requires face-to-face contact with a
physician, providerswho offer such alternativeswill suffer financidly. Id. at 276. Doctors can
treat viral upper respiratory infections, such asthe common cold, with office visitsand antibiot-
ics or alow them to follow their natural course. Thelatter isfar cheaper than the former but
qualitatively noworse. Doctorscan order MRI scansfor back pain sufferersor send them home
torest. Most often, the pain will disappear by itself whichever option is chosen, but the cost
differs greatly. The problem is pervasive — uncertainty about obtaining compensation has
discouraged physicians from using e-mail to communicate with patients, despite substantial
demand for this mode of interaction.

75.  See INST. OF MED., supra note 1, at 191-93 (providing several examples of perverse
incentivescreated by existing compensation arrangements); MILLENSON, supra hote41, at 274-
81 (detailing adversefinancial i mpact on providersof adopting cost-effective treatment patterns
that better served their patients: "[T]hebetter the clinic got at practicing cost-efficient medicine,
the emptier its wating room became"); Regina Herzlinger, A Better Way to Pay, MODERN
HEALTHCARE, Dec. 11, 2000, at 32 (outlining consequences of integrated programfor treatment
of congestive heart failure at Duke University Hospital: "Per patient costs declined by 28%,
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These problemsonthe"delivery side" of the market are compounded by
theinstitutional arrangementsthrough which health careisfinanced. Insured
patientspay for relatively few servicesout-of-pocket, and third-party payors
have historically paid more attention to the cost of carethan toits quality.”
Employerswho offer health care coverage have someincentiveto ensurethat
the quality of careis sufficient to maintain employee productivity and mini-
mize turn-over, but they are till less interested in quality than employees
wouldrationally want themtobe. Federal, state, andlocal governments, which
account for 45% of total health care expenditures, face similar conflicts be-
tween the interests of taxpayers, program administrators, providers, and
programbeneficiaries.”” Ingeneral, third-party payorsneither capturethefull
benefits of high quality care nor suffer the full consequences of low quality
care. They areaccordinglylessthan perfect agentswhenit comestobalancing
quality and cost.”™

Individud patients frequently have difficulty assessing quality of care.
Patients may know whether providers makethem wait too long before seeing
them or returning their phonecall s, but they have much moredifficulty telling
whether providersdiagnoseandtreat their problemscorrectly. Patients efforts
to assessquality are al so hampered by the dearth of information about provid-
ers relative performance.”” Because patients cannot easily detect qudity

largely becauseimprovements in health status reduced the need for costly hospital stays But
the Duke systemtook afinancial hit. After all, insurers pay for hospitd stays, not improving
the cost-effectiveness of healthcare.”).

76. See JACK MEYER ET AL., THEORY AND REALITY OF VALUE-BASED PURCHASING 4
(Nov. 1997), available at http://www.ahrg.gov/qual/meyerrpt.htm ([ T]hemajority of employ-
ers around the country — particularly smaller firms — are mainly concerned with cost control.
Their magjor emphasisis placed on obtaining assurances from hedth plans that their premium
increaseswill beheld to aminimum—or even that premiumswill decline. How that isachieved
isof littleinterest to these employers."); see also INST.OF MED., supra note5, at 3 ("Group pur-
chasershave made few demandsfor improvementsin safety. Mostthird party payment systems
provide little incentive for a health care organization to improve safety, nor do they recognize
and reward safety or quality."); Jane E. Sisk, Increased Competition and the Quality of Health
Care, T6 MILBANK Q. 687, 687 (1998) (observing that proponents of increased competition in
medicd sector are primarily concerned with costs).

77. See David A. Hyman, What’s Wrong with a Patient Bill of Rights, 73S.CAL. L. REv.
221, 235-36, 245-53 (1999) (detaling agency problems with purchasing and regul aing health
carecoverage). Thisdifficulty also applieswhen the government seeksto regulate the coverage
market. Legidativeopportunismiscommon, asmog of the costsare off-budget, and mandates
frequently have more to do with the political power of the affected groups and the saliency of
the issue to the public than the cost-effectiveness of the specified treatments. See id.

78. Seeid.

79.  Until New York and Pennsylvaniastarted collecting and disseminating risk-adjusted
mortality and morbidity rates for CABG, consumers had no way of telling which doctors and
cardiac surgery unitswere the best performers. Consequently, patients could not have selected



1446 58 WASH. & LEE L. REV. 1427 (2001)

differences between competing insurance plans, they shop on the basis of
price. Thismotivatesinsurers and MCOsto set the cost-quality equilibrium
at adifferent spot than patients would rationally demand werethey perfectly
informed. To summarize, theinstitutional arrangementsthrough which health
care is financed and delivered have made it more difficult for patients to
obtai n the quality of care they desire and for which they are willing to pay.

1IV. The Case for RBCAs

In most sectors of the economy, RBCAs are routinely used to address
agency problems, includingissuesrel atingtoquality. However,inthemedica
marketplace, RBCAsarea most never employed. Instead, payorsuseother sig-
nalsand mechanisms, including character, professional socialization, reputa-
tional interegts, discl osurerequirements, andlegal liability, tomotivate agents
to performwell and to make desirabl e cost/quality tradeoffs. Theanomalous
reliance on mechanisms that do not tie compensation to results hasfailed to
give patients what they want: high quality carethat is reasonably priced.®

aprovider based on quality no matter how badly they wanted to. They had to rely on referring
doctorsto steerthemto high quality providers. Patientscould not readily discover that referring
doctors were sending them to inferior gecialists.

80. Inprinciple, any system for imposing costs on providers who offer low quality care,
such asmdpracticeliability or regulatory sanctions, could subgtitute for RBCAs. We notethat
the American hedth care system currently employs malpractice liability and regulatory sanc-
tions, but, as outlined in Part 11, the quality consequences are less than impressive Indeed,
becausemal practiceliability and regul atory sanctionsrely on " shameand blame” strategies, they
can be counter-productivein that they drive underground those with the information required
toenhance qudity. In addition, the asolute performance of the mal practice systemislessthan
impressive. See generally PAUL WEILERET AL., A MEASURE OF MALPRACTICE (Harv. U. Press
1990) (concluding that medi cal mal practicelitigationinfrequently compensates patientsinjured
by medical negligence and rarely holds providers accountable for substandard care); A.R.
Localio et a., Relation Between Malpractice Claims and Adverse Events Due to Negligence:
Results of the Harvard Medical Malpractice Study I1I, 325 NEw ENG. J. MED. 245 (1991);
David M. Studdert et al., Negligent Care and Malpractice Claiming Behavior in Utah and
Colorado, 38 MED. CARE 250 (2000). To befair, thenumber of injuriesfrommedicd treatment
issolarge (and theincidence of negligenceis sufficiently modest) that even with quite effective
screening criteria, many casesare likely to be pursued in which there was no negligence. See
Michael J. Saks, Do We Really Know Anything About the Behavior of the Tort Litigation Sys-
tem — And Why Not? 140 U. Pa. L. Rev. 1147, 1193-96 (1992).

In theory, non-punitive mechanisms within the medical profession, such as continuing
medical education and treatment guidelines, could also be an effective response to these prob-
lems. Unfortunately, empirical research studying the effectiveness of these interventionsis not
particularly encouraging. See David A. Daviset ., Changing Physician Performance: A Sys-
tematic Review of the Effect of Continuing Medical Education Strategies, 274 JAMA 700
(1995) (noting failure of widely used continuing medical education methodsto influence prac-
tice); JacquelineK osecoff et al., Effects ofthe National Institutes of Health Consensus Develop-
ment Program on Physician Practice, 258 JAMA 2708 (1987) (noting failure of NIH consensus
conferences to influence trestment patterns).
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Giventhe absence of result-based compensation, itisnot surprising that
thequality of health carevariesgreatly andisoften unacceptably poor. Econ-
omiststypically assume that people act out of self-interest. The assumption
bothexaggeratesand oversimplifies, butitaccuratdy predictshow most people
facing economicincentiveswill act most of thetime. Whenconfronting risks,
most people purchase insurance and diversify their investment portfolios.
Most people prefer more income to less and seek to minimize their taxes.
Whenaproductisheavily taxed or outlawed, subgtitutes, smugglers, and black
markets emerge.®

Economistsalsoassumethat hedth careproviders, likeeveryoneelse, are
influenced by self-interest. For this reason, they would expect compensation
methodstoinfluenceproviders' treatment recommendationsand practice pat-
terns. Empirical research generally confirmsthis prediction.?? For example,
after Medicare abandoned cost-based per-diem reimbursement and moved to
prospective payment based on discharge diagnosis, hospital lengths-of-stay
declined precipitously.®® In addition, physicianswho own X-ray machines or
possess financial stakesin clinical laboratories order many more X-rays and
many more laboratory tests than other physicians® On the other hand,

81. See ADAM SMITH, THE WEALTH OF NATIONS 362 (J.M. Dent & Sons 1930) (1776)
("The high duties which have been imposed upon the importation of many different sorts of
foreign goods, in order to discourage their consumption in Great Britain, have in many cases
served only to encourage smuggling; andin al cases have reduced the revenue of the customs
below what more moderate duties would have afforded. The saying of Dr. Swift, that in the
arithmetic of the customstwo and two, ingead of making four, makesometimes only one holds
perfectly truewith regard to such heavy duties.").

82.  See generally Fred J. Hdlinger, The Impact of Financial Incentives on Physician
Behaviorin Managed Care Plans: A Review of the Evidence, 53 MED. CARE. RES. & REV. 294
(1996); Alan L. Hillman et a., How Do Financial Incentives Affect Physicians Clinical
Decisions and The Financial Performance of Health Maintenance Organizations?, 321 NEW
ENG. J. MED. 86 (1989) (concluding that certain financial incentives influence behavior of
physicians); James C. Robinson, Theory and Practice in the Design of Physician Payment
Incentives, 79 MILBANK Q. 149 (2001) (examining impact of financial incentives on physician
behavior); Peter R. Kongstvedt & Kathryn E. Martin, A Review of the Past Decade’ s Research
on the Effect of Financia Incentives on Physician Behavior in Managed Health Care (unpub-
lished manuscript, on filewith authors) (summarizing research on effect of financial incentives
on physician behavior). But see R. Adams Dudley et al., The Impact of Financial Incentives
on Quality of Health Care, 76 MILBANK Q. 649, 654 (1998) ("Linking salaries and bonusesto
performance on quality measures is common in other industries. In the health care industry,
however, this practice has been rare until recently and has not been well studied.").

83.  See Robert H. Brook et al., Health System Reform and Quality, 276 JAMA 476, 479
(1996) (noting immediate 25% declinein length of stay following introduction of prospective
payment); DavidA. Hyman & Joel V. Williamson, Fraud and Abuse: Regulatory Alternatives
in a ‘Competitive’ Health Care Environment, 19 Loy. U. CHI. L.J. 1133, 1139 n.41 (1988)
(noting impact of prospective payment sysem on hospital length-of-stay).

84. See Chassin, supra note 13, at 570.
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physicians whose compensation is inversely tied to the cost of the services
they deliver are more parsimonious when it comes to hospitalizations and
ancillary services and complain about budgetary pressures to limit referrals
and seemore patients.®> Becauseeconomic considerationsinfluencetreatment
patterns, it isimportant to give providers financial incentivesto deliver high-
quality care.

A. Patient Preferences and RBCAs

"Desirablehealthcare outcomes depend on what patientsdesire."* What
patients want is not always altogether clear because different people make
different tradeoffs between quality, cost, and access. Y, it is obvious that
patients are rarely enthusiastic about "bad" health outcomes. At any given
expenditure level, it is saofe to assume that paients prefer better hedth to
poorer health, and desirable outcomes to undesirable ones. It isalso a safe
assumption that although there is some uncertainty, patients tend to agree
about which outcomes are good and which are bad.®” Death, for example, is
usually avalidindicator of an undesirable outcome.

Inthe current medical marketplace, patientsattempt to satisfy the desire
for better health mainly by searching for high quality providers. Diligent
patientsask whether providers care about the same thingsthey do, anduse a
variety of search criteria, including reputation, credentials, and personal
rapport, toidentify providerswhoarelikely toperformwell 28 After aprovider

85.  See Hellinger, supra note 82, at 294 (reviewing impact of economic incentiveson
physician behavior); Robert Miller & Harold S. Luft, Managed Care Plan Performance Since
1980, 271 JAMA 1512 (1994) (comparing hedth care utilization, expenditure, quality of care,
and satisfaction in managed care and indemnity plans since 1980). But see Brian Hutchison
et a., Do Physician-Payment Mechanisms Affect Hospital Utilization? A Study of Health
Service Organizations in Ontario, 154 CAN. MED. Assoc. J. 653 (1996) (finding no impact on
hospital utilization from introduction of capitation with incentive payment for low hospital
utilization rate).

86. Thier & Gelijns supra note 66, at 26-27; see also Paul D. Cleary & Susan Edman-
Levitan, Health Care Quality: Incorporating Consumer Perspectives, 278 JAMA 1608 (1997)
(addressing most important hedlth care qudity gaps and challenges from perspective of con-
sumer).

87. Theliterature on shared decision-making in health care suggests that patient prefer-
ences must be factored into the assessment of desirableand undesirable outcomes. See Shared
DecisionMaking, available at http:/ www.www.dartmouthat| as.org/ shareddeci s onmaking/sdm
_1.php (last visited Jan. 11, 2002).

88. Therequirement for "informed consent" encouragesprovidersto discloseinformation
and patients to participae in decison-making. Unfortunately, the empirical evidenceis quite
clear that the requirement for informed consent generally fails to ensure the provision of
adequateinformation to patients. See Charles H. Braddock et al., Informed Decision Making
in Outpatient Practice: Time to Get Back to Basics, 282 JAMA 2313 (1999) (detailing short-
comingsin informed consent practices).
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is chosen, a patient can encourage superior service mainly by monitoring,
hoping, and, in an extreme case, threatening to sue. However, because many
patients are unsophisticated and lack the data needed to search and monitor
providers effectively, the current approach does not work particularly well.
Intherest of the economy, consumerswhodesirequality servicessupple-
ment other techniqueswith RBCAs. Consider the market for legal services.
Althoughinjured claimantsl ook for lawyerswithgoodreputationsand monitor
themafter engagingthem, they al so usestandardized contingent feesto encour-
ageplaintiffs’ attorneystoperformwell. Contingentfeesprevail inthismarket
for severa reasons. First,injured claimantsseek benefitsthat havethepotentia
tovary, namely awardsof cash or neededservices. Sructurdly, thesebenefits
resembleastream of cooled air that isregulated by athermostat. Clientscare
whether the systemisrunning and what temperatureisachieved. Contingent
compensation encourages alawyer to obtain the flow of benefitsthat aclient
wants by tying the lawyer’ s fee to a client’ s recovery, so that the more the
client recovers, the more the lawyer earns. Obviously, this assumesthat the
quality and quantity of lawyers’ exertions strongly influence the value of
claims. Whenlawyerscannot affect either thelikelihood of good outcomesor
an outcomes' "goodness," contingent compensation is pointless because the
resultwill bewhatit will beregardlessof what thelawyer does. Onemight as
well offer aweather forecaster abonus tied to the number of sunny days.
Thelimited potential for benefitsto vary explainswhy thereisno contin-
gent fee market for wills, trusts, securities filings, |eases, title abstracts, or
other standard productsof lawyering. Clientspay for servicesliketheseby the
hour or by theproject.?* TheABA’sModel Codereinforcesthispattern;inthe
absence of outcome-related risk, theserules prohibit alawyer from charging
acontingentfeewhenaclient canaffordto pay for servicesonanother basis.”
Second, personal injury clients cannot easily determine whether their
attorneys are using good judgment or exerting optimal effort. Unlikeliability
insurance companies and other commercial entities that routinely deal with
lawyers, these clients tend to be unsophisticated, one-shot purchasers of legal
services. Consequently, they havelittle ability to determine whether lawyers
are"diagnosing" and "treating" their legal problems correctly.

89. Thisisnot to deny that the quality of standard products can and does vary. Some
lawyers are better at drafting wills or contracts than others, and any lawyer can do abetter job
or apoorer oneon agiven assignment. The point isjust that the present value of the potential
variancein benefitsistoo small to justify contingent compensation. It is more efficiently dealt
within other ways, such asby careful choice of attorneys, by payment of higher pricesfor more
talented lawyers with better reputations, and by use of malpractice remedies.

90. See MODEL CODEOFPROF L RESPONSIBILITY EC 2-20(1983); ABACoMM.ONETHICS
& PROF L RESPONSIBILITY, FORMAL OP. 94-389 (1994) ("[ A] lawyer generally should decline
to accept employment on a contingent fee basis by one who is able to pay a reasonable fixed
fee.").
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RBCAsmakeclients' ignorancelessof anissueby shiftingpart of therisk
of failureto attorneys. By acceptingacontingent fee, alawyer sendsaclient
two important messages: that the case has solid potential and that the lawyer
canbetrugedto handleitwell. Were either messagefal se, thelawyer would
suffer financially. Thelawyer also gainscredibility by voluntarily incurring
apenalty for exercising poor judgment or slacking. Neither messageis sent
whenalawyer’ scompensationisguaranteed. Why trust alawyer’ sevaluation
of aclam when the lawyer will bepaid win or lose? Why trust alawyer’s
recommendationtoincur litigation-rel ated expenses, such asto takeadepaosi-
tion, or to assumecertainrisks, such asproceeding totrial i nstead of settling,
when the lawyer hasnothing at stake? Why expect alawyer to exert optimal
effort when, regardless of the actual effort level, thelawyer ispaid the same
rate?

Sophisticatedclientstypicdly placelittleval ueonthesemessages, sothey
rarely offer lawyersstraight contingent fees. For example, insurancecarriers
pay lawyers hourly rates, fixed fees, and salaries because they are good at
assessing quality and monitoring effort levels and because they can use the
possibility of withhol ding future busi ness to encourage good performance.®*
Consequently, sophigticated clientsuse RBCAsless oftenwhen dealingwith
lawyers, andwhen they do, they employ hybridsthat combi neguaranteed pay-
mentswith small contingent bonusesinstead of usingstraight contingent fees.
Also, becausecommercial clientsare sophisticated, thereferral market onthe
defense side of personal injury cases is moribund while the market on the
plaintiffs sideisrobust. Insurancecarriersdo notneedtopay lawyer-brokers
to select specialists for them because they know excellent lawvyersin every
field.

Third, moneyisasignd that correlatesreasonably well withthe qudity
of legal servicesandthat resi stsmani pul ation. Becausemoney isadeterminate
commodity, injuredclientsand plaintiffs’ attorneyscaneasily assessandverify
the quality of theresult. Moreover, because both clients and lawyers prefer
more money to less, neither can easily manipulate the other strategically.

Lawyersand clientsarehardly alonein using money as a proxy for qual -
ity of service. Employersmeasure resultswith the same yardstick when com-
pensating sal espeople who work on commission. High sdes volumesyield
high salescommissions. Shareholders gauge the performance of managersin
the sameterms. High stock prices meanthat warrants and stock options given
as compensation areworth more. Homeowners and real estate agentsalsotie

91. See Robert E. Litan & Steven C. Salop, Reforming the Lawyer-Client Relationship
Through Alternative Billing Methods, 77 JUDICATURE 191 (1994) (discussing importance of
billing arrangementsto lawyer-client relationship); Charles Silver, Flat Fees and Staff Attor-
neys: Unnecessary Casualties in the Continuing Battle over the Law Governing Insurance
Defense Lawyers, 4 CONN. INs.L.J. 205 (1997-1998) (describing rel ationshipsbetweeninsurers
and defense lawyers).
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performanceto money. The absolute sizeof areal estate agent’scommission
depends not only on whether a homeis sold, but also onthe price at whichit
changes hands.

Money is often the most convenient determinant of whether an agent
exerted a superior effort, but it is hardly the only one. Some markets have
developed highly specialized signal s of performance. Anemployer may tiea
professional athl ete’ scompensationtothenumber of minutesor gamesplayed,
thenumber of pointsscored or reboundscollected, batting average, extra-base
hits, error-freeinnings, compl eted passes, yardsrushed, or unassisted tackl es.
In establishing a professor’ sraise, alaw school may consider the number of
articles published, the caliber of thejournal sin which the article appeared, or
scoresearned on student eval uations. Parentsmay baseachild’ sallowanceon
the satisfactory performanceof chores. A parent may keep paying collegetui-
tion only aslongastheir child’s GPA exceeds a specified figure.

No measure of outcome tracks service quality precisely, because out-
comes depend on many factors, only one of which is an agent’s effort level.
Thus, alawyer can provide top-flight representation and still lose acase. A
surgeon can use al the careand skill in the world, yet till lose a patient. A
hard-working student may get sick during final exams or take a class with a
professor who distributes grades randomly. A lazy student may get alucky
break and be tested on solely the small fraction of material he actually read.

Agentscan al somani pul atesignalsto maketheir effort level slook higher
thanthey are. Whenmoney isthesignal, agentsmay " cook thebooks" tomake
their performance seembetter thanit really was. Principalsroutinelyinsist on
independent auditorsto address this particular problem. When other signals
arechosen, manipul ation canstill occur. Sportscastersaccused MosesMal one,
thecenter for the Phil add phiaSeventy- Sixers, of missingeasy put-backsinten-
tionally so asto generate additiona rebound opportunities and pad his num-
bers. Lazy students have been known to take easy classesto keep their grade
pointaverageshigh. Principal sroutinely usesignal sthat, al thoughinexact, are
the best tools available for giving agents incentive and that, despite their
deficiencies, aregood enoughto make RCBA sbetter than other compensation
arrangements.

Given the conditions under which RBCASs are useful, the health care
sector appears to be a potentially fruitful field for their gpplication. First,
healthcareoutcomeshaveenormouspotential tovary. Risk-adjusted mortality
ratesfor particul ar proceduresvary hugely acrossproviders, drug-relatederrors
occur far more often in some hospital s than others, and vicious nosocomial
infectionsbeset somesurgical patientsbut not others. To someextent, provid-
erscontrol these variations®® Doctors and cardiac surgery units with higher

92.  See, e.g., MILLENSON, supra note 41, at 188 ("A revealing sudy of intensive care
unitsat thirteen sophisticated hospitals across the country illustrated the critical role played by
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CABGvolumeshavelower mortality rates. Hospital swithfewer drug-related
errors use computerized prescription tracking systems. Patients who avoid
post-operative infections are protected by superior sanitary procedures and
treated by hospital personnd who take extra precautions. Providers control
many of the variables that determine how well patients fare.

Second, most patientscannot monitor providers' performancevery well,
for the same reasons that most clai mants cannot eval uate the performance of
personal injury lawyers. Provi dersreceivelengthy educati ons, enjoy consider-
able on thejob experience, and specializein narrow practice areas. Patients
have neither the training nor the data to monitor their conduct effectively.
Patients cannot assess the accuracy of providers' diagnoses, the wisdom of
providers treatment recommendati ons, or makeinter-provider comparisonsto
ensurethat their treatment reflectsthe changing state of the art.

Third, many health outcomes can be measured objectivedy and in ways
that resi st manipul ationby providersand patients. Tables1and 2 demonstrate
that outcomes can be measured with morbidity and mortality rates. Deathis
particularly hard to fake and is generally viewed as undesirable. Tobesure,
themost seriouspractical impediment tothedevel opment andimpl ementation
of RBCAsistheidentificationof adequate performanceindicators, either alone
or in combination with other signalsthat are now employed. If suitable out-
comeindicatorsaredevel oped and employed, the prospect of simultaneously
enhancingquality,loweringcost, and broadening access—theholy grail (if not
the holy trinity) of health care policy —will be within reach.”

Wewill say far more about outcome measuresbel ow. For now, wewish
tomakeafew general, analytical points. First, good outcomemeasurestiedto
rewardswill automatical ly encourage providerstoimplement new knowledge
for the benefit of pati ents. Asthestateof medical knowledge evolvesto make
it possibletooffer higher quality at lower cost, RBCAswill encourageprovid-
ersto adapt their practi ce patternsaccordingly. Previously, we used an exam-

well-coordinated care. All thelCUshad similar technical capabilities, but therewasafrighten-
ing differencein mortality rates. Patientsat the best |CU had a41%greater chanceof surviving
than would have been predicted, given how sick they were before treatment, while patients at
theworst hospital had a58% greater chance of dying than would be expected. What caused this
yawning gap was not technology, but ‘ the interaction and communication between physcians
and nurses."); J. Chenet a., Do "America’s Best Hospitals" Perform Better for Acute Myocar-
dial Infarction?, 340 NEw ENG. J. MED. 286 (1999) (concluding that admission to hospital that
isranked high on list of America’s best hospitalsis associated with lower thirty-day mortality
rateamong e derlywithmyocardial infarction); Hannan, supra note43, at 1677; D. R. Thiemann
et al., The Association Between Hospital Volume and Survival after Acute Myocardial Infarc-
tion in Elderly Patients, 340 NEw ENG. J. MED. 1640 (1999) (determining that patients with
acute myocardial infarction who are admitted directly to hospitals with more experience, mea-
sured by case volume, are morelikely to survive).

93. ThisArticle focuses on quality and, to alesser extent, on cost. The issue of access
lies beyond the scope of this piece, but we expect to address it in afuture article.
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pleinvolving procedure X'toshow that FFScompensation di scouragesefficient
adaptations. Whenitwasdiscovered that procedure Xwasnot beneficial, FFS
encouragedthedoctor tokeep providingit. Whenitwaslearnedthat procedure
Y was a good substitute for X, FFS did not encourage the doctor to switch.

A well-designed RBCA would reduce the need for patients to monitor
doctors by automatically rewarding doctors for using new information to
patients advantage. Continuing theexample, supposethat instead of paying
aflat feefor any particul ar service, athird party payor offered a$20 profit on
any servicethat curedapatient identi fiedashavingproblem Q. Onceitbecame
clear that procedure X had little or no val uefor these patients, doctorswould
automatically stop providing it. They would neither earn a profit nor even
recover their costs. When studies showed that procedure Y did help these
patients, doctorswouldimmediately switch. Doctorsal sowouldshift from X
to Y if both procedures were equally effective but Y required less time to
deliver. A $20profitearnedinfifteenminutesisbetter thana$20profitearned
inan hour.

Second, RBCAs cannot align the interests of principal s and agents per-
fectly. No compensation formulathat divides marginal returns on effort be-
tween aprincipal and an agent can accomplishthisfeat. Fortunately, RBCAs
do not haveto beperfect to bedesirable. They just haveto be better than the
dternativesthat areavail ableinthereal world. Becauseexistingcompensation
arrangementsare seriously deficient, thereisevery reasonto experiment with
RBCAs.

Third, thesearchfor outcomemeasuresshoul dreflect thepoint just made.
No outcome-based performance measurewill signal quality and effort levels
perfectly. Every proxy will have an associated error factor. Even money re-
flectseffort imprecisely. However, insofar as principal s and agentsare con-
cerned, money isgood enough becausetyingcompensationtomoney, beit the
amount recovered on aclaim or the value of items sold, is better than paying
on someother basis. Thesameistrueinthe health care sector. All conceiv-
ableoutcomemeasuressignal quality of serviceand eff ort levelsimprecisely.
Consequently, patientswill bear somerisksthat shouldrest with doctors, and
doctorswill bear somerisksthat should rest with patients. Even so, RBCASs
will bepreferabl eto existing compensati on arrangementsif providersaremore
strongly motivated to use their knowl edge and abilities to help patients. In
health care, asin so many other places, it isimportant to remember that the
perfect can be the enemy of the good.

B. Provider Social Norms and RBCAs

Thedismal findingsdescribedin Part || demonstratethat existinginstitu-
tional arrangementsf or deli vering healthcarecreateinsufficientincentivesfor
providerstomonitor andimprovequality levels. Theflurryof safetyinitiatives
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that followed on the heelsof the 1999 IOM report, To Err Is Human,” wasa
salutary development, but nothing prevented health care providers from
adopting these programs or from embracing CQI before the report came out.
Nor doesanythingensurethat the new saf ety measureswill beeffectiveinthe
long run, that better measures will be implemented astechnologiesimprove,
or that providerswill make acommitment to safety part of their institutional

cultures. To the contrary, the history of initiatives to improve quality and

eradicate medical errorsshould lead oneto fear that the noted " cycle of inac-

tion" will continue. Thepressof competingcommitmentsand oppositionfrom
entrenched interests may well underminethe good intentions created by the
IOM reportson quality.

Attacking quality problems requires commitment, hard work, and sub-
stantial resources. An enterprise must perceive a significant upside potential
or a serious downside risk before it will "bite the bullet" and make needed
investments in quality and patient safety. In most markets for goods and
services, competition motivates producers to make cost-justified improve-
ments. A "near-death" experience at the hands of competitorsisaremarkably
effectivetool for disciplining producerswholosesight of consumers’ needs.*®
Because competition on quality grounds in the health care sector is greatly
attenuated, relatively few substandard providers suffer "near-death" experi-
ences. Providersthat experience financial troubles usually do so for reasons
that have nothing to do with the quality of care. Skepticism about the ability
of competitiveforcesto remedy quality deficienciesis so pervasive that one
commentator even suggested using enterprise liability to create "near-death
experiences" for providers that under-perform.®

When providers do face up to quality problems, they frequently respond
with cosmetic changes. Why put awhol e hospital on CQI when replacing the
head of an under-performing CABG unit will keep the press at bay? Even
hospitds that have adopted CQI focus mainly on administrative areas, not
clinical treatment.”’

94. LINDAT.KOHNETAL., TOERRISHUMAN: BUILDINGA SAFERHEALTH SysTEM (Nat'|
Acad. Press 2000).

95.  See David Blumenthal & Charles M. Kilo, 4 Report Card on Continuous Quality
Improvement, 76 MILBANK Q. 625, 638 (1998) (noting impact of near-death experiences on
providersin other markets).

96. See Clark Havighurst, Making Health Plans Accountable for the Quality of Care, 31
GA. L. Rev. 587-647 (1997). Not all commentators express this degree of skepticism. Some
suggest that managed care organizations (MCOs) can encourage providers to improve by re-
warding those who offer high quality care a reasonable prices. See, e.g., CharlesR. Buck, .,
Health Care through a Six Sigma Lens, 76 MILBANK Q. 749, 750 (1998) ("Intoday’ shealth care
industry, the closest equivdent to a near death experience may be for aprovider or plan to see
its customers shifting to another organization because of differencesin quality."). In practice,
however, most MCOs have emphasized cost, rather than quality, when assessing providers.

97.  Blumentha & Kilo, supra note95, at 635 (" A survey of expertsfound that none could
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Thereisbroad agreement that quality will improve only when providers
attitudes and social norms change. "[T]oo few physiciansand administrators
believethat our clinica careisbroadly deficient or that we need afundamen-
tal reexamination of theinfrastructure, organization, and processes of care."%
The response of one CABG provider to Anthem’ sdecision to stop sending it
patientsistypical. When Anthem communicated itsdecision, hospital admin-
istrators reportedly shot back, "Do you know how many articles we had
published last year inthe New England Journal of Medicine?'*® Theadminis-
trators and physicians obviously cared about quality; they just did not think
about it in the same terms as their patients. Similarly, after New Y ork and
Pennsylvania issued CABG mortality reports, doctors continued to refer
patients to low-qudity providers.!® At best, this bespesks a fundamental
disjunction between the standardsreferring physiciansactual ly were employ-
ing and the standards they woul d have employed had they put themselvesin
their patients' shoes. Atworst, it showsthat referringdoctorswereindifferent
to the quality of care delivered by surgeons performing CABG.

The strongest evidence of the severity of agency problems and the need
for attitudinal changes is the persistence of both medical errors and wide-
spread deviationsfrom appropriate standards of care. If providerstruly were
committedto quality, they would havetransformed their industry long ago, as
anesthetistsdid in the 1980s and as some CABG providersdid during the past
ten years.

The problem of incentives to deliver care of poor quality is not limited
to the contexts identified in Part I, but it also is manifested in providers
willingnessto offer unproventreatments. Federal regul ationsrequirepharma-
ceutical companies to provethat their products are safe and effective before
marketing them, but medical and surgical treatmentsare not subject to similar
overgght. "New and improved treatments" can and do spread like wildfire
becausethemedical profession frequently acceptsi nnovati onsuncritically and

identify a health care organization that has fundamentally improved its performance through
CQI (or any other means). There simply are no organi zation-wide success stories out there —
no shining castles on the hill to serve as inspirations for a srugglingindustry . . . . Thebasic
principles of CQI haveyet to diffuse deeply through most health care organizations, and they
have not usually made any inroadsinto theclinical side, where most physiciansremain ignorant
and/or skeptical of them."); Shortell et al., supra note 16, at 594 ("A nationd survey of U.S.
hospitalsin 1993 found that 69% had adopted and were beginning to implement some form of
CQI program; of these, 75% had done s0 only within the previous two years. Most of these
applications, however, have been in administrative areas such as patient scheduling, record
keeping, billing, and related management functions. Only in the past three or four years has
there been any systematic applicaion to clinical practice.").

98.  Berwick, supra note 35; Molly Joel Coye & Don E. Detmer, Quality at a Crossroads,
76 MILBANK Q. 759, 762 (1998).

99.  See Burton, supra note 52, at Al.
100. See Schneider & Epstein, supra note 49.
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because individual providers have considerable discretion in their treatment
decisions.*™ Once a"new and improved" treatment becomes a widely used
method of care, insurers are under tremendous pressure to pay for it, whether
or not it really is better than pre-existing treatments and whether or not it is
cost-justified.

Unproven medical treatments expose patients to a variety of risks, in-
cluding but not limited to the risk that the treatment will not work. Consider
arecent example: high dose chemotherapy foll owed by autol ogous bone mar-
row transplant (HDC-ABMT) as a treatment for metastatic breast cancer.
HDC-ABMT is highly invasive, painful, dangerous, and expensive. After
some preliminary studies suggested it might be an effective "l ast-resort” treat-
ment for metastatic breast cancer, a significant number of oncol ogists began
offering it. Although insurers argued that HDC-ABMT was an experimental
treatment, prominent oncologists asserted that its effectiveness was proved
and that it had become the accepted treatment. Courts routinely ordered
insurersto pay for the procedure, and state | egislatures enacted billsrequiring
coverage of it. Inrdativey short order, many insurerssimply began covering
HDC-ABMT, despite the lack of evidence supporting the treatment and the
enormous expense.'%?

Inthe 1990s, tens of thousandsof women underwent HDC-ABMT. Fur-
ther clinical research wasdifficult toconduct because many women would not
participate in arandomized trial of HDC-ABMT after they learnedit had be-
comethestandard of care. Morethanadecade|ater, it becameclear that HDC-
ABMT had no demonstrable medical valuefor women with metastatic breast
cancer. Theaggregate pricetag for HDC-ABMT exceeded $3 billion, andthe
social loss, including pain, lossof life, anddashed hopeswasfar greater. 1nap-
propriate attitudes and incentives were major contributorsto such debacles:

[P]hysicians and other purveyors of specific health services become pas-
sionate advocates for the services they provide, instead of objective care-
givers, whoserecommendationsare governed strictly by scientificevidence
of efficacy . . .. Enthusiasts believe they aredoing good for patients, often
despite considerable evidence and a consensus to the contrary. This mis-
placed zeal also partially explains why overuse is so resistant to informa-
tion-based approaches to solution.®

101. See David A. Grimes, Technology Follies: The Uncritical Acceptance of Medical
Innovation, 269 JAMA 3030 (1993).

102.  See GEN. ACCOUNTING OFACE, HEALTH INSURANCE: COVERAGE OF AUTOLOGOUS
BONE MARROW TRANSPLANTATION FOR BREAST CANCER (GAO/HEHS-96-83); Michelle M.
Mello& Troyen A. Brennan, The Controversy over High-Dose Chemotherapy with Autologous
Bone Marrow Transplant for Breast Cancer, 21HEALTHAFFS. (forthcoming 2001); GinaKolata
& Kurt Eichenwald, Business Thrives on Unproven Care, Leaving Science Behind, N.Y . TIMES,
Oct. 3, 1999, at Al

103. Chassin, supra note 13, at 571.
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Such"misplaced zeal" canpersistfor avery long time, particularly when
providers suffer no adverse financial consequences — and may even profit —
by delivering inefficacious treatments. However, few things are likely to
bring "true believers' to their senses as quickly asthe combination of clinical
failures and unpaid fees. When compensation istied to results, "passionate
advocacy" for atreatment must confront the financial consequences of being
wrong. When providerscanonly "do well by doing good," they will "dogood"
much more often and much more consistently than is currently the case.
Stated less tendentiously, it is reasonabl e to expect that RBCAs will encour-
age providers to evaluate unproven treatments cautiously and objectively.'**
Better attitudes and social norms will protect patients from unproven treat-
ments and save everyone money in the bargain.

Few health care providers knowingly harm patients or intentionally
provide substandard services. Doctors who performed HDC-ABMT wanted
to help women stricken with breast cancer, not to hurt them. They battled
long and hard with insurance companiesto obtain coveragefor the procedure
because they thought it offered terminally ill patients a chance. However,
wanting to help is not enough. Wanting to help may even endanger patients
by causing themto receive medical treatmentsthat areinefficacious or exces-
sively risky. Inasystem that isfunctioning optimally, providers will want to
know whether and how well procedures work, to assess success rates dispas-
sionately, and to consider the costs patients incur aswell asthe benefits they
receive. By encouraging providersto develop more patient-oriented mindsets
and discouragingthem fromturninginto "truebelievers,” RBCAs can encour-
age the devel opment of atrue culture of quality in the health care sector.

C. The Political and Policy Logic of RBCAs

RBCAs are contractual provisions. In recommending them, we deviate
substantially from conventiona proposal sforimproving quality and reducing
error rates. Most researchers advocate "top-down" regul atory strategies, such
asmandatory practiceguidelines, mandatory reporting, consolidationsof |ow-
volume providers, and the like!® Although coercive regulatory strategies
clearly have aroleto play, they possess only limited value for handling many
of the problems outlined in Part I1. Effortsto regulate invariably trigger pro-
vider opposition, lobbying, and afull range of i nefficienciesand unanticipated

104. See, e.g., Leape supranote 32, at 377 ("M uch has been made of economicmotivation
in recent years, but it is unlikely that many surgeons recommend useless operations solely
because of greed. It seems probable, however, that in quedionable cases, they are more likely
to recommend aservice they provide. Aswehave seen, thereis evidencethat doctorsin [FFS]
practice recommend more operations than doctorsin prepaid plans.").

105.  See Chassin, supra note 13, at 585 (enumerating these policy srategies).
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consequences.’® Moreover, and as public-choice theorists would predict,
regulaorsfrequently givetheinterests of health care professionalstoo much
weight when developing rules.

RBCAs follow a different path, premised on the reality that providers
have anumber of comparative advantages over regulatorsin actually improv-
ing quality. Because they participate in the "retail” rendering of services
every day, health careproviders have accessto the information and skillsthat
are needed to ensure the consistent delivery of high quality care. Thetrickis
to create incentives for providers to gather this information and to develop
systems for assuring quality. Regulators have great difficulty in accomplish-
ing thisgoal because they must gather information and monitor quality using
top-down mechanisms. Worse, their preferred strategy (imposing sanctions
against theworst offenders) doeslittle or nothing to motivate non-sanctioned
health care providersand actually can trigger a profession-wide backlash.*”’

In contrast, RBCAs work from the bottom-up, by creating micro-level
incentives for decision makersto collect, interpret, and act on information.
Where regulators have to fight determined opponents every step of the way,
RBCAs work automeatically. They convert people who prefer secrecy into
supporters of openness. In the medica sector, RBCAs should steadily im-
prove, asnew signal sof patient heal thare devised and outcomes become more
transparent. Doctors would suddenly have an interest in improving the accu-
racy and reliability of thesesignals. Better signalswould meanmoreaccurate
tracking, and more accurate tracking would lead to more business and higher
referral fees.

RBCAs a'so have one other feature that makes them particularly attrac-
tive from apolicy perspective. They preserve providers' professional auton-
omy. The great indictment of managed care has been that it putsbureaucrats
in charge of medical decisions. Payors spend hundreds of millionsof dollars
ayear reviewing providers recommendations because they know that over-
treatment isaserious problemin American medicine.’®® By placing providers

106.  See generally Troyen A. Brennan, The Role of Regulation in Quality Improvement,
76 MILBANK Q. 709, 713 (1998); Burton, supra note 52, at A1 (noting opposition of Kentucky
Department of Insurance, at behest of Kentucky Hospital Association, to Anthem’s CABG
report cards).

107. Thisisprecisely what has happened in connection with thegovernment’ s crackdown
on fraud in Medicare and Medicaid. See David A. Hyman, Health Care Fraud and Abuse:
Market Change, Social Norms, and ‘the Trust Reposed in the Workmen,” 30 J. LEGAL STUD.
(forthcoming 2001).

108. BobJamieson, HMO to Docs: You Decide, available athttp://mww.abcnews.go.com/
sections/ug/DailyNews/united991108.html (last visited Sept. 17, 2001) (reporting that United
Healthcare, nation's second-largest health insurer, spent $100 million reviewing doctors
assessments of medical necessity). United Health Care ultimately discontinued many of these
oversight mechanisms becausethey concluded they were not cost-effective, and alienated both
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who deliver poor outcomesat risk of losing money, RBCAswould reducethe
need for MCOs to become involved in day-to-day decision-making. Why
second-guess doctorsor other providerswho are backing their judgments and
recommendationswith their own dollars? RBCAsa so would enabl e superior
providers to attract larger numbers of patients by offering warranties.**

By and large, health care providersare good people.*° Y et, good charac-
ter and honorable intentions have failed to improve the qudity of health care
and to bring down medical error rates. Wewill not solve these problems until
providers, patients, and payors "have a shared economic future, leading them
to seethat itisintheir mutual, continuing best interest to overcome the diffi-
cult hurdles along the path of improvement toward the achievement of nearly
error-free performance."'** RBCAs can create thecommunity of interest that
isrequired.

D. Some Criticisms of RBCAs

Opposition to RBCAs has arisen from several sources. This Part ad-
dresses criticiams of the following three types: ethical, technical, and philo-
sophicd.

1. Ethical Objections to RBCAs

Many providersopposeRBCAsonethical grounds. The American Medi-
cal Association’ sCodeof Medical Ethics(Code) prohibits doctorsfrom con-
ditioning the right to payment on the success of atreatment or procedure.**?
The prohibition is a recent addition to the Code. Until 1994, Opinion 6.01
stated only that "aphysician’ sfeefor medical servicesshould bebased onthe
valueof theserviceprovided by thephysiciantothepatient."**® Inthatyear, a

patientsand providers. See id. (noting that company "paid more money to scrutinizeand deny
questionabl e treatments than the practice saved").

109.  See HealthWeek No. 202 (P.B.S. television broadcest, May 7, 1998) (reporting that
one vein remova clinic estimated that its guarantee "brought in ten to fifteen percent more
patients").

110. Tobesure, thereareexceptions, if the number of providers who have been convicted
of health care fraud is any guide. See David A. Hyman, HIPAA and Health Care Fraud:
Where'’s The Beef?, 21 CATO J. (forthcoming 2002) (presenting data indicating that some hun-
dred health care providers are criminally prosecuted every year and severa thousand are ex-
cluded fromfederd health care programs for variety of forms of misconduct).

111.  CharlesR. Buck, Health Care Through a Six Sigma Lens, 76 MILBANK Q. 749, 751
(1998).

112. See AMA CobE OF MEDICAL ETHICS, OP. 6.01 (1994) (prohibiting RBCAS); David
A.Hyman & CharlesSilver, Just What the Patient Ordered: The Case For Result-Based Com-
pensation in Health Care, 29 J. LAWMED. & ETHICS170-73 (2001) (offering extended critique
of AMA’s position).

113.  Hyman & Silver, supra note 112, at 170.
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new paragraphwasaddedto Opinion6.01statingthat " aphysician’ sfeeshould
not be made contingent on the successful outcome of medical treatment."***
Thestatedgroundfor thisattack on RCBA swasthat thesearrangements"imply
that successful outcomesfromtreatment areguaranteed, thuscreatingunrealis-
tic expectations of medicine and fal se promises to consumers."**®

AlthoughtheCodeframestheissueasanethical principle, theamendment
to Opinion 6.01 actually couples an empirical claim —that RBCAs imply
guarantees of success—with apalicy claim—that the best way of combating
unrealisticexpectationsandfa sepromisesisby banningRBCAs. Bothclaims
aredemonstrably false. They also betray the AMA’ sfundamentd misunder-
standing of thenature, preval ence, and promise of result-based compensation.

Principals and agents use RBCAs when both understand that successis
not guaranteed but depends instead on the quality and quantity of an agent’s
work. When successiscertainor varieslittlewith effort, principalsdonot use
result-based arrangements because there is nothing, other than the delivery of
the service itself, upon which to condition payment. The point of paying on
the basis of resultsisto motivate optimal performance whenthe possibility of
failureisreal.

In contrast to the AMA’s assertion, RBCAs actually make the risk of
failure explicit. They tie an agent’ sright to payment to a chosen indicator of
success, and they provide for the allocation of costs when the standard is not
met. For the same reasons, RBCASs neither constitute false promises nor
foster unreasonable expectations.

Itistruethat RBCAslend credenceto providers’ judgmentsand recom-
mendations. Both are more credible when they come from a provider who
sharesintherisk of failurethan when aprovider standsto make money win or
lose. This, however, isall tothegood. Unless one assumes that doctorsare
infallible—and thereisgood evidencethat they arenot —one must admit that
patients need some basis for evaduating doctors recommendations and ser-
vices. Patientsare, after all, thefinal arbiters of their own treatments. How-
ever, because patients are unsophisticated, it is hard for them to make inde-
pendent assessments. They need the signals of reliability that RBCAs can
provide.*®

114. Id.

115. .

116.  See Sanford J. Grossman, The Informational Role of Warranties and Private Disclo-
sure Product Quality, 24 J.L. & ECON. 461, 471 (1981) ("A doctor may know that heisthe best
doctor in existence, but there is no way (a areasonable cost) that he can prove this to a pro-
spective patient. In situations in which aseller’ sinformation cannot be conveyed to a buyer,
the seller’ s warranty can, in effect, transmit that information to the buyer. Thereisasensein
which the degree of warranty can be a sufficient statistic for the seller’ sinformation.”).
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If anything islikely to foster "unrealistic expectations and false prom-
ises," it is FFS medicine and other payment options that are not result-based.
These methods fail to reflect the reality that a patient’ s chances of returning
to good health depend greatly on aprovider’ scare and skill. Moreover, these
methods are also inconsistent with the long-standing imperative of Opinion
6.01, that "aphysician’ sfeefor medical services should be based onthevalue
of the service provided by the physician to the patient."**” How is"the value
of theservice.. . tothepatient” to be measured, if notintermsof thepatient’s
health and welfare? Yet, only RBCAs explicitly connect providers' fees to
what patients value.

Evenif Opinion 6.01 were correct in that RBCAs did have the potential
tomislead patients, it would ill bewrong asapolicy matter to prohibit them.
A disclosure reguirement would suffice and woul d have the added advantage
of ensuring that patientsrecei ve better information about treatment risks. Pro-
viders are already expected to tell patients about these risks when obtaining
consent for medical procedures. Mandated disclosure of the variability of
outcomes associated with procedures paid for by RBCAswould fit comfort-
ably withinthismodel. Infact, lawyerswho enter into contingent fee arrange-
ments routingdy disclose in their engagement letters that success is not and
cannot be guaranteed. Itisdifficult to see how patients can have "unrealistic
expectations’ when disclosure statements tell them that medical procedures
are risky.

The AMA often has used claims of professionalism to oppose measures
that would make the medical marketplace more competitive.'*® In 1977, the
Federal Trade Commission obtained an injunction prohibiting the AMA from
enforcing its ethical rules because they were being employed in an anti-com-
petitivefashion.'™ Itisimportant to remember the AMA’ stendency to protect
doctors' financia interestswhen evduating the meritsof the 1994 amendment
to Opinion 6.01. The amendment passed when RBCAswerefirst makingin-
roads into the health care sector. The probability that the true aim of those
who supported the amendment was to stifle economic innovation should not
be dismissed.

Finally, because RBCAsare quality-enhancing measures, itishard to see
how any sort of ethical objection could be raised against them. The point of

117. AMA Cope oF MEDICAL ETHICS, Op. 6.01 (1994).

118. See PAuUL FELDSTEIN, THE POLITICS OF HEALTH LEGISLATION: AN EcoNnOMIC PER-
SPECTIVE 77 (Health Admin. Press, 2d ed. 1996) ("M edical associations have frequently used
alarmed references to ‘ethical behavior’ whenever a proposed action might result in price
competition.").

119.  See Federa Trade Comm'nv. Am. Med. Ass'n, 94 F.T.C. 701 (1979), modified and
enforced, 638 F.2d 443 (2d Cir. 1980), aff’d by an evenly divided court, 455 U.S. 676 (1982).
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paying providersfor resultsisto motivatethem to performbetter. Thisiswhy
principal s use contingent fees when deaing with agents they cannot readily
monitor. Thedesireto signal superior performance also explains why many
professional agents, includingdoctors, commit themselvesto ethical codes.'*°
Because it is clear that doctors have specialized knowledge, are difficult to
monitor, and often make mistakes, a quality-based case against RBCAs is
difficult to make.

Theethical propriety of RBCASs becomes even clearer when one consid-
ersthat providers currently employ highly imperfect signals of patient health.
It must be evident to all that society does not pay providers on an FFS basis
because it wants themto keep busy. Providers are paid for performing mam-
mograms, x-rays, surgeries, and other procedures because thefrequency with
whichthey providediscreteservicesisthoughttocorrel atewithpatient heal th.
The more mammograms, x-rays, and surgeries they deliver, the healthier the
population is supposed to be. In reality, frequency of serviceisapoor signal
of quality. The evidence shows quite clearly that providers often deliver
services that make patients worse off. Many medical procedures expose
patientsto health-related risks they need not incur.

Thereason for having acode of ethicsistoimprovethe qudity of service
that a profession supplies. If result-based indicators track quality more pre-
cisely than other signalsand thereby motivate doctors to treat patients better,
it would seem to be unethical not to usethem. Consequently, there can be no
ethical reason to perpetuate compensation arrangements that pay top-dollar
for servicesthat are second-rate.

2. Technical Objections to RBCAs

Opponents of RBCAs have raised the following five kinds of technical
objections to their use: informational inadequacies;, mismatches between
compensationand quality; " cherry-picking"; improper substitution of medical
procedures for non-medical procedures; and wrongful neglect of aspects of
care where quality is not measured.

a. Informational Preconditions

For RBCAs to function well, it must be possible to distinguish good
performancefrom bad performance. In 1971, A.J. Culyer ridiculedthenotion
of insurance tying a provider’s payment to a patient’s benefit because he
believed the "costs of discovering whether [a] treatment had been * success-

120. SeeMARKHALL, MAKINGMEDICAL SPENDING DECISIONS183 (Oxford U. Press1997)
(observing that agents routinely employ such "bonding" strategies to signal reliability).
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ful’" were "enormous."** In the intervening three decades, the science of
quality measurement has made great strides.*** Quality measures now exist
for the treament of mgor depressive disorder, low back pain, breast cancer,
high-risk behaviors (smoking, obesity, and alcohol use), and diabetes. "[I]n
many instances, [these] measures have the same degree of accuracy as the
majority of measures used in clinical medicine to make vital decisions about
patient care."**® In addition, treatment guidelines and critical pathways have
been developed for hundreds of conditions. Although report cards are not
availablefor most surgical procedures, itispossibleto gauge the performance
of individual providers and groups.

Outcomes that are difficult to measure directly often can be evaluated
indirectly with reasonable precision and at acceptable cost. For example,
although it may be impossible to show that a treatment increased a specific
patient’s life expectancy, changes in blood pressure, blood chemistry, body
weight, heart rhythms, and other variabl esthat correlate with longevity can be
determined easily. Drug companies and academic researchers already use
such indirect measures, called "surrogate endpoints,” to test the efficacy of
pharmaceuticals and medical procedures.'*

121.  A.J.Culyer, The Nature of the Commodity ‘Health Care’ and Its Efficient Allocation,
23 OxFORD ECON. PaPERS 189, 197 (1971).

122.  See generally ThomasBodenheimer, The American Health Care System — The Move-
ment for Improved Quality in Health Care, 340 NEw ENG. J. MED. 488 (1999).

123. Mark R. Chassin & Robert W. Galvin, The Urgent Need to Improve Health Care
Quality, 280 JAMA 1000, 1001 (1998); see AHCPR PuBLICATION NO. 96-N020, BREAST
CANCER, available at http:/lwww.ahcpr.gov/qual/ brcancer.htm (lagt visited Sept. 26, 2001);
AHCPR PuBLICATION No. 96-N021, ASSESSMENT OF HEALTH Risk BEHAVIORS AMONG
ADULTS, available at http://www.ahcpr.gov/qual/hrisk.htm (last visited Sept. 26, 2001);
AHCPR PuBLICATION No. 96-N022, DIABETES, available at http://www.ahcpr.gov/qual/
diabetes.htm (last visited Sept. 26, 2001); AHCPR PuBLICATION NO. 96-N023, DEPRESSION,
available at http://www.ahcpr.gov/qual/depress.htm; AHCPR PuBLICATION No. 96-N024,
MEASURINGHEALTH CAREQUALITY: Low BACK PAIN AND ASSOCIATED TREATMENT OPTIONS,
available at http://lwww.ahcpr.gov/qual/depress.htm (last visited Sept. 26, 2001); EXPANSION
OF QUALITY MEASURES (Q-SPAN), AGENCY FOR HEALTH CARE PoLICY AND RESEARCH (Jan.
12, 1998), available at http://www.ahrg.gov/qual/gspanovr.htm (describing effortsto develop
quality measuresfor dental careplans, asthmatreatment, managed care, cardiovascul ar diseases,
functionality in hip fracture victims, and other health care areas); QUALITY INDICATORS FROM
THE HEALTHCARE COST AND UTILIZATION PROJECT (HCUP QLS), AGENCY FOR HEALTHCARE
RESEARCHAND QUALITY (Mar. 1999), available at http://www.ahrg.gov/data/ hcup/qifact.htm
(describing efforts to make quality measures deve oped by government agencies avalable to
private purchasers); David Blumenthd, Health Care Reform at the Close of the 20th Century,
340 NEw ENG. J. MED. 1916 (1999).

124.  See New Drug, Antibioticand Biological Drug Product Regulations: Accelerated Ap-
proval, 57 Fed. Reg. 13,234, 13,235 (Apr. 15, 1992) (to be codified at 21 C.F.R. pts. 314, 601)
("A surrogateendpoint, or ‘marker,’ is alaboratory measurement or physical sign tha isused
in therapeutic trial's as a substitute for aclinically meaningful endpoint that isa direct measure
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A surrogate endpoint is arisk factor that can be measured precisely and
that isthought to reliably signal changesin health. For example, high blood
pressure, obesity, high blood cholesterol, and lipid level sarerisk factors that
pharmaceutical companies use as surrogate endpoints when testing medica
tionsintended to fight cardiovascular disease. Drug companies rarely assess
changes in actual morbidity and mortality rates because full-blown clinical
trial susing these measureswould be unduly costly and would delay theintro-
duction of new medicinesfor years. Instead, companies do short-term studies
on small populations and measure changesin risk factors. If adrug reduces
lipid levelsin the sample population, an inferenceisdrawnthat it is an effec-
tive tool for promoting good health by decreasing the risk of cardiovascular
disease. Millions of Americans take medicines whose efficacy was demon-
strated through the use of surrogate endpoints.

Doctors also rely on surrogate endpoints. They prescribe medications
under circumstances that have not been dinically tested. They also follow
treatment protocolsand perform medical procedures that reducerisk factors
without requiring ademonstration that any given patient’ slongevity isdemon-
strably improved. Thisiswhy doctors give vaccinations and provide other
preventive services, treat patientsfor obesity, and tell patients to stop smok-
ing. Inreality, doctors already use outcome-based signals. Their compensa
tion isloosely tied to these signals when they charge for such serviceson an
FFS basis.

Giventheavailability of direct and indirect measures of quality and out-
come, it isworth consi dering why providers have not introduced RBCAs on
their own.® A number of explanations are plausible, including professional
norms, path dependence, thenewness of quality measures, and the cost of col-
lecting and processing information. Many providers have primitive systems
for analyzing data, and these inadequacies "place an inherent limit on the
quality of today’ s performance measures." '

of how a patient feels, functions, or survives and is expected to predict the effect of the ther-
apy."). Pharmaceutical companiesfrequently use such surrogate endpointsto demonstrate the
potential of their productstoimprove patients health. See Bruce M. Psaty et d., Surrogate End
Points, Health Outcomes, and the Drug-Approval Process for the Treatment of Risk Factors
for Cardiovascular Disease, 282 JAMA 786 (1999); Robert Temple, Are Surrogate Markers
Adequate to Assess Cardiovascular Disease Drugs?, 282 JAMA 790 (1999).

125.  When an early version of this paper was presented, a skeptical commentator asked,
"if RBCAs make so much sense, why aren’t they being used already?' Although this observa-
tion forms the premise of a famous joke about economigs ("if that was really a $20 bill lying
inthe gutter, the market would have picked it up aready"), thereality isthat some providersare
experimentingwith RBCAs, and the prevalence of non-result based compensati on arrangements
is not an inevitable state of nature.

126. David M. Eddy, Performance Measurement: Problems and Solutions, 17 HEALTH
AFFs. 8, 14 (1998).
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Y et, these obstacl es have been overcome by some providers and payors.
Fertility clinics that offer in-vitro fertilization (IVF) closdy monitor their
success rates because they must. 1VF services are expensive, invasive, emo-
tionally demanding, andrarely covered by insurance. Toattract patients, IVF
clinics have to demonstrate their ability to deliver pregnancies. Payors and
accrediting agencieshaveal so succeeded i n gathering performance-relatedin-
formation by demanding that providers supply it:

Five years ago, when NCQA [the National Council on Quality Assurance]
released itsfirst Health Plan Employer Dataand Information Set (HEDIS),
we knew nothing about the quality of health plans except what could be
gleaned from voluntary systems review (through NCQA accreditation).
Today consumers, health care purchasers, regulators, researchers, and
health plan managers have unprecedented ability to evaluate and improve
the care and services delivered to millions of Americans enrolled in man-
aged care organizations.**’

Health care providers are not accustomed to collecting and analyzing
performancedata. Historically, their "job descriptions" havenot requiredthat
they do this.!® Yet, providersare willing to change when compensation is
tied to measurabl e performance targets. Experience suggeds that the profit-
ability of measuring affects the tendency to measure. Health care providers
can and will measure outcomes when they gain by doing so.'*

b. Compensation/Quality Mismatches

Another common objection to RBCAs is that they are impracticable
because high quality care can lead to bad outcomes and low quality care can
lead to good outcomes. Although thisproblem can certainly occur, the desire
to prohibit RBCAsfor thisreason isaclassic exampleof the"nirvanafallacy”
at work.*® A payment measure need not be perfect for it to beat the competi-
tion because all methods of paying agents are imperfect. The right question
iswhether, across all cases, animperfect RBCA createsbetter incentivesthan

127.  Cary Sennett, Moving Ahead, Measure by Measure, 17 HEALTH AFFS. 36, 36 (1998).
128.  See Berwick, supra note 35, at 437.

129. Inthisregard, we differ subgtantially with Professor Jacobi. See John V. Jacobi,
Patients at a Loss: Protecting Health Care Consumers Through Data Driven Quality Assur-
ance, 45KAN.L.Rev. 705, 781 (1997) (" Thereisno question that valid, broad- based outcomes
data are the most important indicators of quality. For reasons described above, however, this
"holy grail" isunlikely to be avalable in the near future.”).

130. See Harold Demsetz, Information and Efficiency: Another Viewpoint, 12 JL. &
Econ. 1, 1 (1969) ("The view that now pervades much public policy economics implicitly
presentsthe relevant choice as between an ideal norm and an existing ‘imperfect’ institutional
arrangement. Thisnirvanaapproach differscons derably fromacomparativeinstitution approach
in which therelevant choice isbetween alternative red institutiond arrangements.”).
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an imperfect non-performance based system of compensation. Considerable
evidence from other sectors of the economy suggeststhat RBCAs have much
to offer everyone involved in the health care market.

Similar difficulties apply to the suggestion that an RBCA tied to a
process-based measure of quality is simply aform of FFS medicine, with all
the distortions implied by that approach.’* Examples of process-based
measures might beimmunization rates for patient groups, rates of delivering
other preventive or diagnostic services, or rates of following up on tests that
reveal abnormal results. If RBCASstied to process-based measuresof quality
induce providersto deliver more of theseservices, so muchthebetter. Indeed,
process-based measures of quality have certain advantages over outcome-
based measures: they are "frequent, immediate, controllable, and rarely con-
founded by other factors —and if properly designed, can steer plans toward
particular activities that are known to be effective."'*

c. Cherry Picking

Another common complaint about RCBASs s that they would encourage
providers to “cherry pick" by treating patients with good success odds and
excluding patients who, being serioudy ill, are poor risks. The net result
would be areduction in globd accessto services. As cross-subsidies within
the entire patient pool were progressively eliminated, some patients would
become unableto find providerswhowerewillingto help themat any price.**?

We agree that RBCAswould encourage providersto sort cases. Thisis
one of the principal benefits of RBCAs, namely, their tendency to encourage
agentsto balance costs, risks, and benefits when assessing the desirability of
possible actions. If asked to accept an RCBA for performing a CABG, a
cardiac surgeon would rationally consider many factors, including the likeli-
hoodthat thepatient would die. If thepatient’ ssurvival oddsweredismal, the
surgeonwouldreject theoffer, sendingaclear signal thatthesmall likelihood
of success failed to justify theinvestment of medical resources.***

RBCAsthus frameincold numerical termsthereality that some medical
interventions are inefficient and should not be performed. Inaworldladen
withRBCASs, doctorswoul d get better and better at predi cting outcomes. Con-

131.  See William Sage, Physicians as Advocates, 35 Hous. L. Rev. 1529 (1999).

132.  Eddy, supra note 126, at 17-18.

133.  SeeHealthWeek No. 202, supra note 109 (stating that at Shady Grovefertility center
in Gaithersburg, Maryland, "patients who have a poor prognosis are not offered [the refund)]
program").

134.  See MILLENSON, supra note 41, at 190-91 (describing computerized program that
givesprobability of patient surviving surgery and leaving the hospital ("prob mort"), based on
various dinical indicators).
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sequently, they would more often send themessagethat the cost of health care
exceedsthelikely gain. Thiswould bearadical departurefromcurrent prac-
tice, where a procedure tha has even a small upside potentia qualifies as
"medically necessary” and is likely to be performed. Exiging payment ar-
rangements spare doctors and patients from having to confront this problem
head on, but theconsequencesof thisapproach havebeendisastrousfor society
at large.

Consider one telling incident from New Y ork’ s implementation of car-
diac surgery report cards. One hospital objected toitslow rating, arguing that
because a particular patient was "near-death” at the time of the surgery, the
hospital could not fairly be blamed for themorbid result. Theregulatorstartly
responded that the hospital "shouldn’t be operating on dead people."** This
insight can be generalized. Acrossthe entire market for health care, services
are routinely provided without adequate consideration of their benefits and
costs.

It may be useful to think about the likely sorting effect in the medical
sector by examining the legal services marketplace, where RBCAs havelong
been used to regulate claimants’ accessto representation. Every day, lawyers
working on contingency receivethousandsof requestsfor representation. For
obvious reasons, they reject most requests from woul d-be clients with weak
cases. Although rejection ratesare high acrossthe board, lawyerswho handle
medical malpractice claims are especially selective because these cases are
both risky and especially expensiveto prepare.*® Because potential plaintiffs
who cannot convincelawyersto take their casesare | eft to their own devices,
the market for legal services operates as a gatekeeper for access to the legal
system.”®” By screeningcases, plaintiffs’ attorneyschannd privateandpublic
resourcestoward good claimsand away from bad ones. If RBCAsdonot lead
to unacceptabl e cherry picking in law, it is unclear why they would do so in
health care. Sauce for the goose, anyone?

That said, it would nonethel ess be possible to prevent or limit the extent
of cherry picking inthe health care sector if policy makerswere unwilling to

135.  Seeid. at 211.

136. See Herbert M. Kritzer, Contingency Fee Lawyers as Gatekeepers in the American
Civil Justice System, 81 JUDICATURE 22 (1997) ("Lawyers areextremely cautiousin accepting
medical malpractice cases, and the lawyers | observed spent alot of time explaining to these
potential clientswhy their negative medical outcomedid not constitutemal practice, or thediffi-
culty in establishing that it did arise from malpractice, or that even if it was mdpractice, the
ultimatemedical outcome was probably not affected by the error (and theinterim consegquences
did not giverise to damages that made pursuing the mater financially attractive).").

137.  See, e.g., Merritt v. Faulkner, 697 F.2d 761, 769 (7th Cir. 1983), cert. denied, 464
U.S. 986 (1983) (noting that inability of prisoner to obtain private lawyer to represent himin
damages action indicated probable merits of case).
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sanction it. Risk-adjusted RBCASs, which pay providers more for treating
patientswho are poorer risks, could offset any tendency to select against high-
risk patients. By offering premiumsto providers who handle sicker patients,
risk-adjusted RBCAswouldrender themindifferent to patients' ex ante health
status. Policy makerscould even encourage providerstoprefer sicker patients
by offering disproportionately large bonuses for treating them.

Alternatively, if one were convinced that all patients should have access
to al forms of medical care, no matter how expensive the procedure or how
high the likelihood of falure, one could continue to make procedures avail-
ableon an FFSbasisfor patientswho are especially sick. Our proposal, which
istointroduce RBCAsinto thehealth care marketplace, doesnot require pay-
orsto abandon other forms of compensation. However, onceRBCAsbecome
available, the differentials between astraight RBCA, arisk-adjusted RBCA,
andan FFSpricewill provideahighly salient signal of thetrue costsandrisks
of treatment.

The solutions we have offered to the problem of cherry picking are, of
course, likely to create problems of their own. For example, risk-adjusted
RBCAswould give providers opportunitiesto profit by "cooking the books;"
that is, by reporting as "high risk" patients who actually were "low risk."
Making FFS payment an option for high risk patients might encourage the
worst providersto concentrate on patients who, arguably, need the best care.
Again, our paint is not that RBCAs are trouble-free. It isthat they have sig-
nificant untapped potential to encourage health care providers to do better,
and that they are better than other forms of payment when sensibly used.
Moreexperiencewill makeit possibleto determinethe magnitude of the prob-
lems RBCAs generate, but the early results show solid quality improvements
when RBCAs are employed.

d. Substitution of Medical Services for Non-Medical Alternatives

A different but related objection to RBCAsis that they may create un-
desirable incentives to subgtitute medical services for non-medical alterna-
tives. For example, an increasing number of IVF clinicsoffer RBCAs. Two
scholars have contended that to turn a profit on this basis, IVF clinics must
raise their success rates substantially.*® The easiest way to accomplish this
isfor clinicsto broaden their pool of patients to include couples whose odds
of conceiving children naturally are far better than those of couples who
currently purchase IVF.**® If existing practices are used as the baseline, the

138. DavidC. Schmittlein & Donald G. Morrison, A Live Babyor Y our Money Back: The
Marketing of In Vitro Fertilization Procedures4 (Aug. 7, 1998) (unpublished manuscript) (on
file with authors) (modeling economics of money-back guarantees).

139. Id a1l
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RBCA provides a powerful economic incentive for such couples to opt-into
IVF "too soon” instead of using it as the treatment of last resort — and an
equally powerful incentive for physicians to talk them into doing so.**

The difficulty with this argument is the implicit assumption that the
patient mix isuniquely "right” under FFS. Thisisunlikely. Even under FFS,
incentives to take advantage of IVF services, and therefore the patient mix,
have changed over time. Asthe price of the procedure dropped and itsreli-
ability improved, 1VF became attractive to more couples, including some
whose prospects of conceiving children naturally were better than those
previoususersof the procedure. RBCAsmay, and likely will, change the mix
again, if only by bringingin couples that could not afford multiple rounds of
thisrisky treatment. By itself, thisfact has no ethica or normativeforce. One
couldjust aseasily start with the pati ent mix under an RBCA and contend that
thedifferent mix under FFSisunduly restrictiveand wrongly limitsthe oppor-
tunities of marginally morefertile couplesto receive | VF.

To makethe"wrongful substitution" objection work, onemust establish
that there is something wrong with couples choosing IVF when their odds of
natural conception exceed some threshold. As long as the decision to seek
IVFisproperly informed, wesee nobasisfor thisassessment.*** Thedecision
to try IVF is a momentous one that couples usually make after much soul-
searching and consultation. Few couples with good prospects for natural
conceptionwill lightly incur the substantial risks, costs, and personal burdens
associated with IVF.

The"wrongful substitution” argumentisreally just apaterndistic claim
masquerading as a technical objection.’*? Any technological breakthrough

140. Id. at 6, 45.

141. Professors Schmittlein and Morrison appear to agree because they emphasize the
importance of disclosure and of patients being aware whether they are in the"last resort" pool
or the "lessinfertile/too early” pool. Id. at 41-44.

142.  Cf. David Orentlicher, Destructuring Disability: Rationing of Health Care and
Unfair Discrimination Against The Sick, 31 HARv. C.R.-C.L. L. Rev. 49, 60 (1996) (noting
treatment of contestable value judgments as technical/professional issues).

Generally, obstetricians offer amniocentesis to check for Down syndrome in preg-
nant women without a family history of Down syndromeonly if the women are at
least thirty-five yearsold. Thisgeneral rule reflects in part, the fact that when the
woman is agethirty-five or over, therisk that the fetus will suffer from Down syn-
drome isequal to or greater than therisk that the amniocentesiswill inadvertently
abort thefetus. In other words, the medical community has concluded that women
should be offered amniocentesisonly when therisk of detecting aDown syndrome
fetus equals or exceeds the risk of aborting a normal fetus. While this may be a
reasonable balance to draw, it is also the case tha many women may have very
strong feelings about not having a Down syndrome child and may therefore wish
to undergo amniocentesisunless therisk of an abortion isfive, ten, or even twenty
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that makes a medical procedure safer, more effective, or less expensive will
change the patient mix. The same can be said for any sgnificant economic
change, such as an increase in the supply of doctors or hospitals that reduces
prices, or an increase in wedth that stimulates demand. There is no reason
why these changes should not influence patients choices, aslong aspatients
are properly informed. The notion tha patients should select among health
care options without regard to cost, safety, or effectivenessis absurd.

e. RBCAs and the Micro-Management of Quality

RBCAsaso createtherisk of adifferent kind of substitution. Providers
who know that their compensation is tied to a particular measure of quality
may focus on this measure to the exclusion of other important considera-
tions. In other words, if compensation istied to improvementsin measured
areas but deterioration in unmeasured areas is not considered, havoc can
result.® Worse, if RBCAs attempt to counter thisincentive by being exhaus-
tive, they end up micro-managing thedelivery of health care through bureau-
cratic rule-making, instead of taking advantage of the specialized knowledge
of providers.***

An example may help the reader appreciate this concern. Suppose we
compensate doctors based on the time they spend with patients but ignore the
time nurses spend with patientsand the time patients spend in waiting rooms.
Doctorswill then havean incentiveto seepatients personally instead of send-
ing them to nurses who can treat them less expensively but just as well.
Doctorsalso will have aninterest in spending moretimethan necessary with
individual patients even if this means that other patients must wait.

Thiscomplaint iswell-founded, but generic. Any guarantee or warranty
that coversfewer thanall properties of agood or service entailstheidentified
risk. Yet, outside the health care sector, one encounters partial RBCAs at
every turn. Real estate agents tie their compensation to the prices at which
properties change hands, but they do not receive extra compensation for
returning phone calls promptly nor do they guarantee that clients will like
their personalities. Tire manufacturers warrant their products against tread
wear and punctures, but they do not promise that tires will continue to ook

times the risk of giving birth to a Down syndrome fetus. Reasonable people can
differ on the appropriate place to draw the balance, and medical expertise does not
help us settle the quedion.

Id.

143.  See Lawrence P. Casalino, The Unintended Consequences of Measuring Quality on
the Quality of Medical Care, 341 NEW ENG. J. MED. 1147 (1999).

144.  See Eddy, supra note 126, at 17.
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attractive or that drivers will enjoy a particular experience when cornering.
RBCAs routindy omit many features of goods and services that may matter
to principals.

For thiscriticism of health careRBCA sto be compelling, one must show
that RBCAs create more problems than they solve. Continuing the example
used above, one wants to know, for example, whether patients will wait a
minute longer to see a physician or an hour longer, and whether nurses will
see one percent fewer patients than they should or fifty percent fewer. These
matters are not appropriate for armchair speculation. Solid evidence shows
that existing health caredelivery arrangements di sserve many patients. Exper-
iments with RBCAs aso have yielded real improvements for patients. By
itself, the generic complaint about the possible deterioration of unmeasured
aspectsof caredoes not warrant aprohibition on RBCAs. It merdy warrants
an attitude of caution and realism on the part of those designing and imple-
menting health care RBCAs.

3. Philosophical Objections

Some providers oppose RBCASs on the ground that health care is too
important to be left to the unthinking and unfeeling forces of supply and
demand. Others suggest that, as asociety, we should respect the professional -
ismof providersandsimply trust their judgments. These philosophical bdiefs
help explain why the managed care revolution upset so many doctors and
patients.*** The change from FFS payment to capitation, preferred provider
discounts, bonusesfor cost reduction, and medical spending accountswas not
just amatter of different mechanismsfor purchasing widgets; patients health
and lives were at stake.

Y et, merdy thefact that RBCAsemploy rather thanignore market forces
provides no a priori reason for opposing them. The evidence is clear that
economic incentives do influence health care providers. RBCAs take advan-
tage of this fact by enlisting providers' self-interest in the cause of helping
patients. If the consequence is better health care, then that result should be
celebrated and RBCA s should be employed more broadly. If the consequence
issomething el se, then RBCA s should be opposed but on demonstrated empir-
ical grounds.

The real cause of philosophical unease with RBCAsisther tendency to
place front-and-center an issue that is difficult to face: whether it is reason-

145.  One of the more pointed ironies of the managed care backlash isthat it has caused
doctors and lawyers, who otherwise rarely see eye-to-eye, to become temporary dlies and to
lobby for laws that would enable patients to sue managed care organizations (MCOs) for
medicd malpractice.
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ableto use scare resourcesto treat patients whose chances of benefitting are
poor. Itisonethingto usecomputer programslike"prob mort" and APACH-
E, which evaluate patients’ survival odds, to compare the success rates of
CABG providers and |CUs, but many people believe that it is another thing
entirely to use survival odds as abasis for allocating access to care. RBCAS
generate avisceral reaction because people do not want to confront thereality
that tens of billions of dollars are spent every year on medical services for
peoplewho will notlivelonger or get better, regardl ess of how well providers
carefor them. Once one starts measuring outcomes and focusing on results,
it ishard naot to question the rationality of existing practices, and it ishard to
avoid thinking that resources should be transferred to services that deliver
better returns.

E. Health Care’s Economic Dimension

Sometimes, accessto health careisamatter of life and death. However,
ignoring the economicaspectsof health careishardly an effectiveresponse.**®
As asociety, we can face reality and deal with theissue, or we can continue
to pretend that it does not exist. For years, we have buried our headsin the
sand. Asaresult, arecord number of Americans are uninsured, the cost of
health careis extraordinary, and quality variestremendously and is often in-
tolerably poor. Perhapsit istimeto play the cards we have been dealt.

V. RBCAs in Action

To date, result-based compensation is relatively uncommon in health
care. The most well-known example is the use of incentive-based perfor-
mance targets in contracts between employers and HMOs.**" In 1995, the
Pacific Business Group on Hedth (PBGH), a consortium of employers who
collectively spend more than $3 billion annually on health care for nearly

146.  See JeromeKassirer, Managed Care and the Morality of the Marketplace, 333 NEw
ENG. J. MED. 50 (1995) (offering paradigmatic example of "econo-phobic" approach).

147.  See BUYER'S HEALTH CARE ACTION GROUP, OUR PHILOSOPHY, available at http://
www.bhcag.convphilosophy.asp (last visited Sept. 21, 2001) (enumerating goals of Buyer's
Health Care Action Group, including "restructuring financial incentives. .. to reward excdlent
treatment given tothe sickest patients"); MEYERET AL., supra note 76 (describing few employ-
ersthat use financid incentives and other techniquesto improve health care for employees as
"pioneers,” and noting that incentivesinclude favorablepricing for health plansthat participate
inquality studiesand improvementinitiatives, and feerel easestied to provision of standardized
information that hel ps employers compare quality of serviceacross plansand providers); Helen
Halpin Schauffler et al., Raising the Bar: The Use of Performance Guarantees by the Pacific
Business Group on Health, 18 HEALTH AFFs. 134 (1999) (outlining use of performance con-
tracts by Pacific Business Group on Health).



RESULT-BASED COMPENSATION FOR HEALTH CARE 1473

three million employees, decided to negotiate performance contracts with
HMOs.**® Unfortunately, none of the HMOs could report baseline rates for
the frequency of the following three performance measures. prenatal care,
cholesterol screenings, anddiabetic retinal exams.*** Only afew could report
such baseline data on childhood immunization rates, another performance
measure.”® By 1996, PBGH’ spressure caused the HM Os to gather the data
needed to establish baseline rates and to negotiate performance targets for
patient satisfaction and avariety of clinical procedures, such asprenatal care,
mammographies, Pap smears, childhoodimmuni zations, diabeti cretinal exams,
cholesterol screenings, and cesarean sections.®* Under the new contracts,
HM Osthat failed to meet thetargetsforfeited asmall portion of their fees.*?

Of the $420 million in HM O premiums paid to the thirteen participants,
PBGH tied less than $8.5 million, about 2% of the total, to performance.'*®
Despitethe small amount of money at stake, over half of the HMOs met their
targetsfor patient satisfaction with health plan, and three of thosethat did not
still showed improvement as compared to 1995."** Eight HMOs met their
goals for satisfaction with physicians, and five more barely missed.">

Real improvementsalso occurred in specific treatment areas. Five plans
met their goal sfor increasing childhood immuni zations.**® Ninereducedtheir
rates of cesarean sections sufficiently, and the remaining four HM Os missed
their targets by only 0.7%."" Seven HMOs met their goals for mammogra-
phies and Pap smears.**® Eight met their goals for prenatal care.**® Again, in
each area, HMOs that fell short of their targets often beat their 1995 marks.
The possibility of having to rebate a mere 2% of collected premiums was
enough to improve the quality of health care.*®

PBGH'’s success has led other provider groupsto copy itsstrategy. The
Massachusetts Health Care Purchasers Group now requiresinsurerswho fail
to deliver "quality breakthroughs" to rebate a specified portion of premi-

148.  See Schauffler et al., supra note 147, at 135-38.

149.  See id.
150. See id.
151. Seeid.
152. Seeid.
153.  Seeid.
154. Seeid.
155.  See id.
156. See id.
157.  Seeid.
158.  See id.
159. Seeid.

160. Seeid.
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ums.'®* The Central Florida Health Care coalition proposed asimilar plan,
which paysprovidersmoreif they deliver better outcomes.**® Other employer
groups are deploying similar strategies.'®

A recent proposal to addressmedi cal errorsthrough selectivecontracting
alsoreliesindirectly on RBCAs. The Leapfrog Group, aconsortium of em-
ployers, pledged thatitsmemberswill purchasehealth careservicesonly from
providerswho make certain specified investmentsin error reduction.*®* Pro-
vidersmust adopt computerized systems for prescribing medicines, refer pa-
tientsin need of complex proceduresto hospitalswith high survival rates, and
staff intensive care unitswith critical care physicians.*®® Governmental pro-
gramssuchasMedicaidandtheChildren’ sHealth Insurance Programarestart-
ingtoincludeperformanceincentivesintheir contracts.'*® Several pharmaceu-
tical companieshaveof fered money-back guaranteesonparticul ar products.*®’

Some health careprovidershave begun offering RBCAsaswell. A small
number of physicians and clinicsoffer money-back guaranteesfor vasectomy
reversals, in-vitro fertilization, vein stripping, cavity prevention, and laser
vision correction.'®® These examples occur in circumstances in which insur-

161. Personal communication with Professor Frances Miller, Boston University Law
School.

162. LindaO. Prager, Coalition Proposes Pay Based on Quality, AM. MED. NEWS, June
19, 2000, at 81 (reporting that under plan, physicians would be categorized as platinum, gold,
or silver based on outcome documented for ten conditions and could be reimbursed from 70%
to 120% of current Medicare ratefor treaing more employees with chronic illnesses).

163.  See generally Thomas Bodenheimer & Kip Sullivan, How Large Employers Are
Shaping the Health Care Marketplace (Pts. 1& 2), 338 NEw ENG. J. MED. 1003, 1084 (1998).

164. See Press Release, The Leapfrog Group, The Business Roundtable Launches Effort
to Help Reduce Medical Errors Through Purchasing Power Clout (Nov. 15, 2000), available
at http://www.leapfroggroup.org/about.htm (announcing purpose of program called " The L eap-
frog Group").

165.  See THELEAPFROG GROUP, PATIENT SAFETY, available at http://www.|eapfroggroup.
org/safetyl.htm (last visited Sept. 15, 2001) (describing methods to improve patient safety).

166. Kevin B. Piper & Jeremy J. Alberga, Performance Incentives for Medicaid Health
Plans, SCHIP Programs, Health Care Policy Report (BNA) No. 8, a 1868 (Nov. 20, 2000).

167.  See, e.g., Pauline Anderson, Clozapine Comes with Money-Back Offer, MED. POST
2,43 (May 16, 1995), available at http://www.mental health.com/magl/p51-cloz.html (report-
ing that Sandoz Canada Inc. promised reimbursements if doctors had to remove " patients with
treatment-resi sant schizophrenia' fromclozapinewithin six months, and that Merck-Frost has
offered reimbursements if patients put on finasteride (Proscar) require surgery for benign
prostatic hyperplasia after one year of medical therapy); WTNH-TV News OnlineConsumer
Team, Higher Strength Rogaine Available (Sept. 18, 1998), available at http://iwww.wtnh.com/
news/health/heal th091898.html (reporting that Upjohn "is so confident [that an extra srength
version of Rogaine will work], it's offering a full money back guarantee on the product”).

168. Seee.g., A. Trafford, Medicine’s Money Back Warranty, WASH. POST HEALTH, Aug.
5, 1997 (reporting that sixty or more in-vitro fertilization clinics offer refunds to patients);
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ance istypically not available, and patients must pay for procedures them-
selves. All involve elective procedures. All have an endpoint that can be
determined within a reasonable amount of time and at reasonable expense.
The probability of the endpoint being attained is affected, at least in part, by
the skill of the provider. The endpointisnot subject to manipulation by either
the provider or the patient. Anindividual provider or asmall group of provid-
erswhose economicinterestscoincide providetheidentified services, simpli-
fying the allocation of responsibility.

Finally, as noted previoudy, the Ingtitute of Medicine recently recom-
mended the use of RBCAS, which it described as"an opportunity for provid-
ersto share in the benefits of quality improvement," to address quality defi-
ciencies and medical error rates.*® These examples validate the analytical
model of RBCAs contained inPart IV, and demonstrate that nothing inherent
in health care precludes the adoption of RBCAs.

With the hope of encouraging more providers to offer RBCASs, weoffer
some preliminary thoughts on areas where they might be usefully employed:

A. Bonuses for Good Results with CABG

Having discussed CABG at length, it seems appropriate to start with an
RBCA tailored to this context. In designing the payment structure, we must
first makeclear what wewant providersof CABGtoaccomplish. For simplic-
ity, wewill assumethat only thefoll owing obj ectivesarei mportant: perform-
ingthesurgery correctly, discharging thepatient alive, dischargingthe patient
in fewer than ten days, keeping the patient free of iatrogenic injuries and
nosocomial infections, and returningthe patient to adefinedfunctional status.

We aso must decide how extensively we wish to micro-manage the
arrangementsthat bear onthese goals. For example, wecould separately hire

Claudia Morian, Money-Back Guarantees: Some Doctors Offer Them, But Are They Good
Medicine?, KANSAS CITY STAR, Mar. 15, 1999, a D1 (discussing refunds offered by fertility
clinicsand doctors who performvasectomy reversals). Doctorsin other fields dso have begun
toexplorethisterran. See Health Week Program No. 202, supra note 109 ("At theVein Clin-
ics of America, anationwide chain, doctors pledge to get rid of varicose veins, or your money
back."). Some laser vison correction clinics also use RBCAS. See SMILE TEAM BENEFRITS,
available at http://www.nyu.edu/Dental/smile/index/html (last visted Mar. 27, 2001) (prom-
ising to treat cavitiesfor freeif they develop while child isenrolled in Smile program); VISUAL
FREEDOM CENTER, PROMOTIONAL MATERIALS (1999) (promising 20/20 vision or your money
back) (on file with authors).

Predictably enough, organized medicine has opposed these compensation arrangements.
See HealthWeek No. 202, supra note 109 (quoting Dr. William Mahood, trustee of American
Medical Association (AMA), saying that money-back guarantees "demean[ ] the [medical]
profession” and involve" deceptive marketing,” and reporting that AMA "hascalled shared-risk
plans unethical").

169. INST. OF MED., supra note 5, at 195.
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and incentivize thesurgeon, the anesthesi ol ogist, the hospital, the nurses, and
all other providers. Or, we could engageagenera contractor (GC), for exam-
ple a cardiac surgeon or ahospitd administrator in charge of a CABG unit,
and let the GC assembletheteam. If wewere very knowledgeable, we would
handl e the arrangements on our own.

In fact, we are ignorant consumers. We do not know which doctor or
cardiac surgery unitisbest, and we do not possesstheskillsor theinformation
tofigurethisout. We need an experienced GC to make thearrangements for
us. Animportant purpose of an RBCA isto encourage such apersonto obtain
accurate, specialized information and to useit effectively for our benefit.

Our first problemisfinding theright GC. For simplicity, we assume that
we already haveaprimary care physician willingto makeareferral. Canwe
trust our general practitioner to select theright GC? Asnoted previously, the
referral market does not alwaysselect for quaity. Thisisour first opportunity
to employ aresult-based incentive. Having identified our goals, we offer our
primary care physician abonus for selecting a GC who meets our objectives:
$500if al five targets are met, $300if three are met, and so on.*”® Our gen-
eral practitioner hasan incentiveto devel op arelationship with agood GC, to
give us the benefit of that relationship, and to monitor the GC's handling of
our case after referral.

After our general practitioner routes usto a GC we cantrust, we explain
our goals and offer the following fee: (1) $15,000 for the surgery itself;
(2) another $10,000 for being discharged alive; (3) another $2,000if the con-
ditions (1) and (2) are met and discharge occurs within five days; (4) another
$3,000 if al other conditions are met without a secondary infection or other
iatrogenic injury; and (5) another $10,000 if al other conditionsare met, and
we attain the specified functional status within a certain period after dis-
charge. If dl conditions are met, the total payment for the surgery will be
$40,000. If the operation fails completely, we will pay only $15,000.

In this example, the fee arrangement is only partly result-based. We
guarantee the $15,000 payment because the GC does not control all of the var-
iablesthat affect thelikelihood of achieving our gods. Natureal so comesinto
play. Wegainlittle by requiring the GC to shoulder all of the outcome-related
risk, and forcing the GC to do so will greatly increase the price.

Although we set up this example as afirst-party payment, this payment
structure is not essential. A third-party payor could compensate both the
primary care physician and the GC. Aslong as we tie the payment to the pa-
tient’ swell being, both providerswill havethe appropriateincentivesto care
for the patient properly. The source of the reward isimmaterial.

170. Hereand throughout this Artide, wecaution readersnot to placetoo much emphasis
on specific numbers and "gods." Our interest isin the structure of RBCASs, not the specifics.
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A third-party payor might want to ater the proposed RBCA. For exam-
ple, an HM O that paysfor many CABG surgeries each year could bargain for
alower fixed component in return for a promise to refer a minimum number
of patients. An HMO could also tiethe GC' s bonus to the mortality rate for
agroup of patients, thereby helpingthe doctor diversify thevariancerisk. The
payor could also vary the premiumfor ashort length of stay by offering $1000
per day for every day under ten, instead of paying an all-or-nothing lump sum.
An HMO might aso want the GC's promise to help coordinate unscheduled,
emergency operations or to find teamsfor all CABG patients with a positive
probability of success.

By rewarding quality improvements, RBCAs would encourage CABG
providersto create dedicated teams. CABG surgeons would suddenly find it
economically advantageous to monitor nurses and other staffers who provide
post-operétive care as well as physical therapists that handle post-surgical
rehabilitation.'”™ They might even assemble CABG clinics where they could
control the entire process, from admission to final discharge.'”

B. Bonuses for Preventive Care

Even when insurance coverage is not an issue, too few patients receive
vaccinations; screeningsfor cancer, mental illness, substance abuse, and high
cholesterol; eye examinations; mammograms; and other preventive proce-
dures.’” Influenzaisaleading cause of death in the United Statesand is par-
ticularly dangerous to the elderly, but "only 52% of people age 65 and over
received the [flu] vaccinein 1993.""*

171.  See Milt Freudenheim, Corrective Medicine: New Technology Helps Health Care
Avoid Mistakes, N.Y . TIMES, Feb. 3, 2000, at C1, C26 (reporting that "[m]any hospitals have
madebigadvances[intheareaof safety] by changing procedures, likerequiring bothanurseand
aphysician to be present when therapy begins with powerful cancer drugs”).

172.  Professor Sage suggeststhat RBCA sare impracti cabl e because the ultimate outcome
of any treatment is attributable to the efforts of many providers, and it will be difficult to obtain
the necessary resources and contractual commitments to make the system work. See Sage,
supra note 131, at 1623-24 ("[A]part from occasional expenses for expert witnesses and other
consultants, a lawyer working on contingency is risking only his or her human capital. By
contrast, physicians mugt recruit outside resources such as hospital beds, diagnosticequipment
and therapeutic technology fromavast and costly array of institutions, manufacturers, and other
professionals."). Although thisconcernisrelevant, itisoverstated. Indeed, we anticipate that
the availability of RBCAsislikdy to trigger asignificant restructuring of the health care deliv-
ery system along functional lines, which will simplify the process of negotiating and funding
RBCAs considerably. See Hyman & Silver, supra note 112, at 172.

173.  See Chassin, supra note 13, at 574 ("Although theresearch literatureisfar fromided,
comparative studies of populations serviced by FFS arrangements and those enrolled in capi-
tated health plansshow about the samelevelsof underusefor avariety of therapeutic services.
Although managed care plans may provide preventive servicessomewhat more often than their
FFS counterparts, the level of underuse in both settings is considerable.).

174. D.H.H.S., THE CHALLENGE, supra note 40.
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Presumably, much of the responsibility for under-utilization of medical
carerestswith patients. Someareignorant of the potenti a benefitsof prophy-
lactictests. Someunderstandthat testsare beneficial but overly discount risks
to their health. Some are too busy or too lazy to find timefor medical care
except whenillnessesare acute. Some are di sorganized—they make appoint-
mentsbut forget to show up. Part of the responsibility likely restswith pro-
vidersaswell. Some havetelephone systems that frustrate patients. Some
requi repati entsto makeappoi ntmentsdaysor weeksinadvance. Someimpose
long delaysinwaitingroomsinstead of taking patientspromptly at appointed
times. Some do not have employeeswho are fluent in all the languages that
their patients speak.

Wedo not know whether all of these causesareimportant, and we cannot
assign them relative weights. Nor do we know how best to deal with these
issues. However, wedo know that businessesin other sectors of theeconomy
find waysto transact with customers despite similar difficulties. Every day,
fast food restaurants employing an army of teenagers prepare and serve hot
foodtomillionsof peoplewho areuneducated, busy, lazy, and disorganized.*
Gas stations, convenience stores, video rentals, grocery stores, coffee shops,
and bakeriesdo thesamething. For ten bucks, one can phoneapizzeriaon a
whim, get throughin seconds, and haveahot pieinlessthan onehour. Anyone
withacomputer and acredit card can see, read about, hear about, and order just
about anything asfast asaphonelineor cableconnection can carry el ectrons.

By mimicking the methods of successful entrepreneurs, health care
providerscould deliver valuabl e preventive servicesmoreeffectively.*”® Pro-
vidersneed only to have the will to learn themethods and to implement them.
RBCAs can supply the needed motivation by rewarding entrepreneurial
providers for bettering historic utilization rates. For example, a hedth plan
with 200,000 children enrolled and a historical vaccination rate of 150,000
(75%) could offer an enterprising doctor a flat payment of $30 per child in
excess of this threshold and a $5000 bonus for every thousand children
served. The health plan would collect the names, addresses, and telephone
numbers of unvaccinated children (and their parents) from other providers
(and possibly other information as well), give these to the entrepreneurial
doctor in electronic form, and let the doctor figure out how to reach the kids.

175.  See REGINAHERZLINGER, MARKET DRIVENHEALTHCARE 167-71 (1999) (describing,
inloving detail, effortsM cDonal dshas madeto ensure uniformity and quality of itsfrenchfries,
despite fact that its retail operations are largdy staffed by teenagers).

176. Over athree-year period, the Medicare Influenza Vaccine Demonstration project
increased vaccination rates significantly by "distribut[ing] letters to Medicare beneficiaries,
provid[ing] physician reminders, train[ing] nurses to recognize high-risk patients and piggy-
back[ing] vaccination messageson tel ephone company mailers.” D.H.H.S., THE CHALLENGE,
supra note 40.
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AnHMO might engage an entrepreneurial physicianto perform avariety
of preventive services for its entire enrolled population. Many of these
services, such ascolorectal screenings, blood pressuretests, and vaccinations,
do not requireoffice visits or the involvement of doctors. The only role that
doctors' officesneed to play is administrative. They need to know which of
their patients are hitting thresholds that i ndi cate the need for preventive care.
They also may want to alert their patients in advance to expect acall from a
physician-entrepreneur.

As in the case of vaccinations, an HMO would peg the entrepreneur’s
compensation to utili zation rates. Presumably, compensation would increase
at the margin rather than decline. If half of all seniors get flu shots already,
there is no reason to pay an entrepreneur a premium for reaching half the
population. However, moving from 50% to 75% is an accomplishment, and
reaching thelast 25% ismuch harder gill. Payment should thereforeincrease
withthe magnitude of the achievement. A flat fee combined with abonusthat
increases with the percentage of the served population would motivate an
entrepreneur to reach everyone.

It may be possible toimproveincentives further by tailoring bonuses to
special, identifiable situations. If it is harder to reach rural populations than
urban ones, bonuses may vary by region. If minority populations pose unusual
difficulties, entrepreneurs may be paid extra for reaching them. It also may
be possibleto take advantage of economiesof scale by combining populations
that belong to different health plans. Individually, ten health plans with
50,000 children apiece may be unable to offer an entrepreneurial doctor a
sufficient incentive to handle all vaccinations, but collectively they can
present a package of 500,000 children that may be large enough to reduce the
doctor’ s costs.

Unbundling of services is already occurring in many places. Large
employershold massinocul ationclinicsat theirworkplacessothat all employ-
eesreceiveinfluenzavaccines. Plaintiffs attorneyssendmobilex-rayfacilities
tojob sitesand union hallsto screen workerswho may have asbestos-rel ated
diseases. Pharmacies give blood pressure tests. Eye doctors give exams at
shopping malls. If preventive care isseparated from acute care and chronic
care and is delivered more aggressively and conveniently, under-utilization
may cease to be amajor concern.

Onceprovidersreceive d gnificant compensationfor meetingvaccination
targets, for following up on positive tests, and for delivering other preventive
services to patient-groups, they will develop ways to meet these goals.
Providerswill educate patients about the value of these services and become
moreuser-friendly. Inshort, they will deliver preventive servicestothepublic
via the same marketi ng techniques that other sellers employ.
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C. Nosocomial Infections

Hospita s are dangerous places. Many patients develop infectionswhile
in the hospital, and these infections often involve particularly nasty bacteria
or fungi. Some of theseinfectionsaretheinevitabl e result of gatheringgroups
of immuno-compromised patientsinoneplace. Othersareattributableto poor
surgical techniques.”” Deficient sanitary procedures, including the failure of
hospital workers to wash their hands when moving from one patient to the
next, also contribute to the problem.*™

It isunclear what percentage of theseinfections are avoidable.'” How-
ever, the most striking thing about hospital-acquired infections isthat hospi-
talsare ableto bill for the services needed totreat them, even though hospital
personnel control some of the variables that contribute to their frequency.*®
No rational system of payment rewards an agent for a behavior that makes a
principal worse off. Accordingly, it seems logical to develop RBCAS that
reward hospitad sfor keeping surgery patientsfree of secondary infectionsand
that punish hospital s when these infections occur.

D. Medical Errors

We can employ RBCASsto address medical errorsdirectly or indirectly.
By tying compensation to the delivery of error-free services, an RBCA will
createadirectincentivetoeliminateerrors. Anindirectincentiveto eliminate
errorsresultswhen an RBCA encourages agroup of independent providersto
consolidate, thereby decreasingthe oddsthat important information will "fall
through the cracks.” AstheInstitute of Medicine' s(IOM) 1999 report noted:

The decentralized and fragmented nature of the health care delivery system
(some would say "nonsystem") also contributes to unsafe conditions for

177.  See BruceF. Farber et al., Relation between Surgical Volume and Incidence of Post-
operative Wound Infection, in ASSESSING THE EVIDENCE, supra note 66, at 184-85 (document-
ing significant inverse relation between rate of infection and number of procedures performed
for appendectomy, cholecystectomy, herniorrhapy, total abdomina hysterectomy, and colon
resection).

178.  See PamelaNolan, Unclean Hands: Holding Hospitals Responsible for Hospital-Ac-
quired Infections, 34 CoLUM. J. L. & Soc. Pross. 133 (2000) (noting that mgority of noso-
comial infectionsare transmitted by contact, primarily by hands of hospital workers).

179.  See id. at 135 (noting common estimate that haf of nosocomial infectionscould be
prevented if health care workers followed infection control procedures).

180. Seeid. at 136 ("AccordingtotheCDC, thecost of hospital-acquired infectionsis $4.5
billion annually. As more resigant bacteria develop, the cost is expected to rise even further.
Cardiac patients, for example, have an average cost per stay of $33,185, while cardiac patients
who acquire nosocomial infections have an average cost per stay of $78,151 — a 136% in-
crease") (footnotes omitted).
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patients, and serves as an impediment to efforts to improve safety. Even
within hospitalsand largemedica groups,therearerigidly-defined areas of
specialization and influence. For example, when patients see multiple
providers in different settings, none of whom have access to complete
information, itiseasier for somethingto go wrong than when careis better
coordinated. Atthe sametime, the provision of careto patientsby acollec-
tion of loosely affiliated organizations and providers makes it difficult to
implement improved clinical information systems capable of providing
timely accessto complete patient information. Unsafe care isone of the
prices we pay for not having organized system of care with clear lines of
accountability.*®!

Most scholarsand regulators have respondedto this state of affairs by propos-
ing top-down solutions for organizing the system of care to prevent medical
errors. However, regulatorsfrequently lack theinformation requiredto design
optimal systems, theincentiveto create them, and the power to impose them.
Evenif regulatorshad thesecrucial components, their inability to maketimely
adjustmentsas circumstances changewould still cripplethem. Only informed
and motivated providers can create and maintain error-reducing systems, and
they will be morelikely to do so when the systems advance their interests.
RBCAswould encourage beneficial consolidations and other error-reducing
innovationsby rewarding providersfor finding better ways of delivering care.

E. Health Disparities

Substantial healthand health care disparities exist between majority and
minority communities.*® Minoritiesexperience higher ratesof heart disease,
stroke, hypertension, and diabetes.*®* They also receivefewer medical inter-
ventions, including both preventive and acute care. Thesedisparitiesareper-
vasive and long-standing.”®* There are also smilar disparities between the
medical treatments received by men and women.'®

181.  See INST. OF MED., supra note 5, at 3.

182. See Am.Med. Ass n, Council on Ethical & Judicial Affairs, Black-White Disparities
in Health Care, 263 JAMA 2344 (1990) (noting that persistent and substantid differences con-
tinue to exist in quality of health care among white and black Americans); Barbara A. Noah,
Racial Disparities in the Delivery of Health Care, 35 SANDIEGOL. REV. 135, 136 (1998) (ob-
serving that growing body of evidence suggeds that race adversely affects quantity and quality
of health care provided to minority patients); David Sacher, Our Commitment to Eliminate
Racial and Ethnic Health Disparities, 1 Y ALEJ.HEALTHPoOLICY,L.& ETHICS1 (2001) (assert-
ing that compelling evidence shows that race and ethnicity correlate with persistent health dis-
parities in burden of illness and deeth).

183. Seeid.

184. Seeid.

185. See Am. Med. Assn, Council on Ethical & Judicial Affairs, Gender Disparities in
Clinical Decision Making, 266 JAMA 559, 560 (1991) (noting studies that have examined
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IN1998, President Cli nton decl ared theintenti on of theUnited Statesgov-
ernmenttoeliminateheal th-rel ateddifferencesbetween majority and minority
communities within a decade.'®* Unfortunately, the initiative said almost
nothing asto how this might be done. RBCASs could bring thegoal of equal
accessto basi c servicescloser toreality.™®” AsoutlinedinPartV.B, wecould
offer entrepreneurs bonuses for ddivering preventive services to specific
patient populations. Companies with large numbers of minority employees
could receive favorable tax treatment on health care expenditures by docu-
mentingtreatmentlevel sfor vaccinations, bl ood pressure screenings, and other
preventive procedures. When reaching minority populations becomes espe-
cially profitable, heath care servicesfor minorities are bound to improve.

F. End-of-Life Care

End-of-life care has been avexing subject in health policy, health law,
and medical ethics for decades. Compelling evidence demonstrates that the
end-of -life care patientsreceiveis not what they want.*®® Often, thiscarefails
to ensure adequate pain control, robs patients of their autonomy, and simply
extends the dying process.'®® Scholars have identified durable powers of

gender asfactor for receiving several mgor diagnostic or thergpeutic interventionsand suggest-
ing that women have |ess access than men to these interventions).

186. See Press Release, U.S. Dep’t of Health & Human Servs., President Clinton An-
nounces New Recial and Ethnic Health Disparities Initiative (Feb. 21, 1998), available at
http://www.raceandheal th.hhs.gov/sidebars/sbinitpres.htm (last visited Sept. 15, 2001) (an-
nouncing five-step plan tha sets national goal of eiminating health disparitiesin six areas by
year 2010).

187. Tobesure, if medica providersare™overtreating” or "mistreating” themaj ority com-
munity, it is hardly a success to subject the minority community to the same treatments. See
Schuster et al., supra note 17, at 518 (discussing quality problemsassociated with " overuse" and
"misuse").

188. See JamesLindgren, Death by Default, 56 LAw & CONTEMP. PrROBS. 185, 197-99
(1993) (reviewing data showing patient preferences are quite different than current practice);
David Orentlicher, The Illusion of Patient Choice in End-of-Life Decisions, 267 JAMA 2101,
2102 (1992) (noting study providing important evidence of dominant role of physician values
at end-of-life decisions); Susan Gilbert, Study Finds Doctors Refuse Patients’ Requests on
Death, N.Y.TIMES, Nov. 22, 1995, & A1 (finding that doctors often misunderstand or ignore
patients' requests and thus living wills offer virtually no protection for patient preferences).

189.  See INST. OF MED., APPROACHING DEATH: IMPROVING CARE AT THE END OF LIFE
(MarilynJ. Field& ChristineK. Cassd eds., 1997) (recommending change of focus for end-of-
life treatment from aggressive conventiond careto palliative care). To be sure, the problem of
inadequate palliative care is not limited to end-of-life care. See generally INST. OF MED.,
IMPROVING PALLIATIVE CARE FOR CANCER (Kathleen M. Foley & Hellen Gelband eds., 2000)
(noting that Americans who get cancer are likely to bein pain and suffer from host of other
symptoms because of inadequacies of avalable palliative); Susan Okie, Doctor’s Duty to Ease
Pain at Issue in Calif. Lawsuit, WASH. PosT, May 7, 2001, at A3 ("Multiple studiesin recent
years have found that doctorsfrequently undertreat pain.").
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attorney, livingwills, mal practiceliability, better training, and periodic discip-
linary proceedings as means of addressing these problems, yet these ap-
proaches have so far enjoyed limited success."*

RBCASs have some potential to improve end-of-life care by rewarding
providersfor giving terminally ill patients the servicesthey desire. Many of
these patients care greatly about the manner inwhich providers accommodate
themin their last days. They want to bekept clean, dressed, free of bed sores,
and properly medicated against pain. They also may want amenities such as
televisions, radios, and easy accessto visitors. It is not difficult to envision
RBCAs that would tie providers compensation levels to the fulfillment of
these simple desires. By comparison to FFS compensation, it seems reason-
able to expect RBCAs to improve end-of-life care by enabling terminally ill
patients to obtain more of what they want.

G. Service Quality

Patients routinely complain that the quality of servicethey receive from
health care providers is poor. Appointments are not available until several
months in the future, personnd are rude or indifferent, bills are incompre-
hensible, records are not available to al involved providers so procedures
are repeated, and waits of several hours are routine."™ RBCAs, if appropri-
ately crafted, can createincentivesfor providersto see patients promptly and
ensure the service quality of the care that is rendered. Some providers of
"urgent care centers" already guarantee that patientswill be seen within thirty
minutesof arrival, and some "disease-specific providers,” such ascancer care
centers, are seeking to offer integrated servicesin amanner more convenient
for patients.**

190. See, e.g., Bernard Lo, Improving Care Near the End of Life: Why Is It So Hard?, 274
JAMA 1634 (1995); S. Elizabeth Wilborn Malloy, Beyond Misguided Paternalism: Resuscitat-
ing the Right to Refuse Medical Treatment, 33 WAKE FOREST L. Rev. 1035, 1077-86 (1998);
The SUPPORT Principd Investigators, 4 Controlled Trial to Improve Care for Seriously 11l
Hospitalized Patients: The Study to Understand Prognoses and Preferences for Outcomes and
Risks of Treatments (SUPPORT), 274 JAMA 1591 (1995).

191.  See John W. Kenagy & a., Service Quality in Health Care, 281 JAMA 661 (1999);
Thom Mayer & Robert J. Cates, Service Excellence in Health Care, 282 JAMA 1281 (1999).

192.  See HERZLINGER, supra note 175, at 36-44, 157-99 (describing convenience-enhanc-
ing health care ventures and re-szing of health care sector); Press Release, Loyola University
Health Services, LoyolaUniversity Health System Opening | mmediate Care Centerin Elmhurd:
Facility to Serve Patients Seven Days a Week (Mar. 20, 1997), available at http://www.luhs.
org/happen/newsrel/mar97/el mhurst.htm (announcing openi ng of immediate carecenter in Elm-
hurst, 1llinois: "We guarantee that patientswill be seen by a health careprofessonal within 20
minutes after their arrival at the center.").
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VI. Conclusion

Inthehedth caresector, asin ather partsof theeconomy, theobservation
that "you get what you pay for" hasconsiderabletruth. Thewaywepay health
care providersinfluences thequality of carewereceve. Historically, payors
have used compensation methods that emphasized cost reductions and that
failed to connect payments to outcomes. The quality of health care has
suffered accordingly.

Important signsof change haverecently appeared. Somelarge employer
consortiums have begun to experiment with RBCAs. They havelinked their
obligation to pay to the delivery of servicesthat actually restore health or that
are reasonably expected to protect against illness. This development, which
isstill afringe movement at best, is promising and must be encouraged. As
long as human beings, rather than machines, deliver health care, micro-incen-
tiveswill beimportant. EXxisting compensationarrangementsencourage over-
use, underuse, and misuseof resources. RBCAshave somepotential, and pos-
sibly great potential, to correct these problems.

Result-based compensation isnot a panaceafor the agency andinforma-
tional problems that plague the health care system.** It will never be possi-
ble to measure the quality of all services or to design perfect compensation
arrangements. However, some areas of health carearewell-suited to RBCAS,
and it is reasonable to expect practitioners in these areas to improve when
RBCAs are deployed. How well providers will do and how widely RBCAs
can ultimately be used are not questions that we can answer on theoretical
grounds. Thereisno substitutefor real-world experimentation on these mat-
ters. It ishardly aresponse to the existing agency problemsto argue that we
should do nothing because RBCAsdo not solveall the agency problemswith
hedlth care delivery.

We do not expect RBCAs to wholly supplant FFS and other guaranteed
payment arrangements. Lawyers have worked for contingent feesfor longer
than a century, but many attorneys still receive salaries, hourly rates, or fixed
fees. Yet, eveninthelegal services sector, lawyers are gill devel oping new
contingent fee arrangements. RCBAs haveuntapped potential toimprovethe
quality of serviceeven after a century of experimentation.

193.  Asnotedprevioudy, inthecommercial marketplace, companiesroutinely giveexpress
warranties on some products and not on other products. When they do provide warranties it
iscommon to see them only on certain aspects of products. For example, it iscommon for cars
to have awarranty, but uncommon for thewarranty to beindefinite, or tied to customer satisfac-
tion. Similarly, manufacturerswarrant tiresfor tread life, and not consequential damagesfrom
ablow-out. Given these patternsin the balance of the economy, it is unrealistic to expect
RBCAs to become the only form of compensation for health care services, and unreasonable
to criticize themfor faling to do so.
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RBCAs can foster improvements by encouraging providers to develop
systems for delivering health carethat are more reliable and more efficient.
With better systemsin place, more patientswill enjoy first-rate care, and pro-
viderswill deliver first-rate care at lower cost. Physicianswill alsoregain a
considerableamount of thedi screti onary authority they have cededto managed
care. From amost every perspective, RBCAs look like a"win-win" policy
change.

In his seminal paper on the economics of health care, Kenneth Arrow
observed that ideal insuranceis"a systemin which the payment to the phys-
icianismadein accordancewiththedegree of benefit" tothepatient.** When
ideal insuranceisemployed, "medical care will always be undertaken in any
caseinwhich the expected utility exceeds theexpected medical cost."*** Al-
most forty yearslater, thetime may finally beripeto put Arrow’sinsight into
action.

194.  Kenneth Arrow, Uncertainty and the Welfare Economics of Health Care, 53 AM.
EcoN. Rev. 941, 964 (1963).

195. Id. at 665.
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Appendix
Table 1

"An annual influenza vaccine is recommended as a preventive measure
for all adults 65 yearsor older . ... However, in 1993, [only] 52% of
people in this age group in the United States received the vaccine;
among people who had been to the doctor at least once that year, the
percentage was slightly higher at 56%."*%

" Antibioticsarealmost never an appropriatetreatment for peoplewitha
common cold because almost all colds are caused by avirus, for which
antibioticsarenot effective. However, inastudy of M edicaid beneficia-
ries diagnosed with acold in Kentucky during aone-year period from
1993 t0 1994, 60% filled a prescription for an antibiotic."**” Similarly,
studieshavereported high prescription ratesfor pharyngitisand rhinitis,
eventhough mog of these conditionsarevird; thus, antibioticsprovide
no benefit.**®

Although "antimicrobia drugs do not shorten the course of viral upper
respiratory tract infection [or] prevent secondary bacterial infections,"
"16% of all antimicrobial drug prescriptions (an estimated 17,922,000
prescriptionsnationdly) werewrittenfor upper respiratory infectionsin
1992."1%°

"Among hospitalized elderly patients with depression who were dis-
charged on antidepressant medication, 33% were on a dose below the
recommended level . ... Inastudy of 634 patients with depression or
depressive symptoms in Boston, Chicago, and Los Angeles, 19% were
treated with minor tranquilizersand no antidepressants, despite thelack
of evidence that tranquilizers work for depression and the risk that they
will cause side effects or addiction."*®

Diabetics should receive eye examinations annually or biannudly, de-
pending on whether or not they areinsulin-dependent. Yet, "[i]lnana-
tional study in1989,[only] 49% of adultswith[] diabeteshad undergone
dilated eye examinationinthepast year (66%inthe past two years), and
61% had undergone any type of eye examin the past year (79% in the

196.
197.
198.
199.
200.

Schuster & al., supra note 17, at 521, 527.
Id. at 527.

Id. at 528-29 thl.2.

Id. at 528 thl.2.

Id. at 527.
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10.

11.

12.

13.

14.

pasttwoyears). Twenty percent of diabeticshadno eyeexaminthe past
two years."**

"A study of seven managed care organizationsrevealed that about 16%
of hysterectomiesperformed during aone-year period from1989to 1990
were carried out for inappropriate reasons. An additional 25% were
done for reasons of uncertain clinical benefit."**

"In a study of four hospitals, 43 percent of patients with a positive
exercisestresstest demondrating theneed for coronary angiography had
received it within 3 months; 56% had received it within 12 months."?%

A study published in 1995 found that 9.4% of hospital admissions for
patients suffering pneumonia were inappropriate.*

A study publishedin 1994 determined that 27% of tubeinsertionsfor ear
infections were inappropriate and 32% were equivocd .**®

A 1994 study found from 5% to 35% of women treated at 6 HMOsdid
not receive al 7 recommended routine prenatal screening tests.”®

A study published in 1991 concuded that only 41%-54% of patients
with chronic uncomplicated hypertension had their hypertension con-
trolled.®’

A 1995 study found that among patients with major depression who re-
ceived antidepressant medications, [only] 78% received dosageswithin
the recommended ranges.”®®

From arandom sample of patientsat threehospitd's, a 1998 study deter-
mined that 14% of CABG surgeries were inappropriate and 30% were
equivocal .2

Although "[a]spirintherapy reduces short-termmortality inpatientswith
suspected heart attack by 23%," a 1995 study of 7917 Medicare patients
hospitalized with heart attack found that only 64% received aspirin with-

201
202.
203.
204.
205.
206.
207.
208.
2009.

Id. at 527, 535.
Id. at 535.

Id.

Id. at 529 thl.2.
Id. at 530 thl.2.
Id. at 533 thl.2.
Id. at 538 thl.3.
Id. at 541 tbl.3.
Id. at 542 tbl.3.



1488 58 WASH. & LEE L. REV. 1427 (2001)

in the first 2 days of hospitalization.”*® Likewise, a 1996 study found
that although heart attack patients who receive aspirin therapy at dis-
charge have a far lower 6-month mortality rate than those who do not
(8.4% versus17%), about one-quarter of dischargedheart attack patients
were discharged without instructions to take aspirin.**

15. Thrombolyticsreducepost-heart attack mortality by asmuch as25%, yet
1995 studies found that 30%-57% of patients who were candidates for
treatment with thrombol ytics did not recei ve them.**?

16. Although "[c]alcium channel blockers should not be given to [heart
attack] patientswith certain conditions,” 21% of 785[M edicare] patients
in a 1995 study who were ineligible for calcium channel blockers re-
ceived them.?*®

17. Betablocker therapy can reduce post-heart attack mortality by as much
as 25%, yet a 1995 study found that of the 2,976 patientswho wereideal
candidates for treatment with beta blockers, only 45% received them
prior to or at time of discharge®* Another 1997 study of 3,737 Medi-
care patients determined that only 21% received betablockerswithin 90
daysof discharge. The adjusted mortality ratefor patientswho received
thetreatment was 43% lessthan that of patientswithout the treatment.?*®

18. A 1987 study of carotid endarterectomy surgery, which opens blocked
carotid arteries, found that 32% of 1,302 procedureswereinappropriate
and 32% were equivocal .*°

19. A 1998 study of 182 patientswho died in hospital sfrom stroke, pneumo-
nia, or heart attack concluded that 14% of deaths resulted from inade-
quate diagnosis or treatment and could have been prevented.”’

210. Id.at545thl.3.
211. Id.

212,  Id. at 546-47 tbl.3.
213. Id. at 5481thl.3.
214. Id. at 549thl.3.
215, Id.

216. Id.at551thl.3.
217. Id.at 554 tbl.3.
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Table 2

Between 44,000 and 98,000 Americans die each year as a result of
medical errors committed in hospitals.®® Even the lower estimate
makes hospitd-related errors the eighth leading cause of death, ahead
of motor vehicle accidents (43,458), breast cancer (42,297), and AIDS
(16,516).2*°

Preventable medical errors that injure hospital patients generate from
$17 billionto $29 billionin costs, including lost income, lost household
production, disability, and additional health care expenses, which alone
represent over one-half of the tota .>*°

In 1993, medication-related errors caused approximately 7,000 deaths,
1,000 more deaths than those resulting from injuries sustained in the
workplacethat year.?* Annually, medication errors account for one out
of 131 outpatient deaths and one out of 854 inpatient deaths.?*

A study of "two prestigiousteaching hospitals' concluded that prevent-
able adverse drug effects beset approximately two of every 100 patients
admitted, "incread[ing] hospital costs by $4,700 per admission or about
$2.8 million annually for a 700-bed teaching hospital. If thesefindings
are generalizable, the increased hospital costs alone of preventable ad-
verse drug events affecting inpatients are about $2 billion for thenation
asawhole."?*®

TheHarvard Medical Practice Study found that adverse eventsoccurred
in3.7% of all hospitalizations, that half of these errorswerepreventable,
and that a quarter were caused by negligence.”* "13.6 percent [of the
adverse events] resulted in death and 2.6 percent caused permanently
disabling injuries."?*> Studies of hospital admissions in Colorado and
Utah yielded similar findings.?*

A 1997 sudy of 1,047 patientstreated by theintensve careand surgical
unitsat alarge teaching hospital found that in 480 cases (45.8%) "anin-
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appropriate decision was made when, at thetime, anappropriate alterna-
tive could have been chosen."#*’

7. "Inan[1997] analyssof 289,411 medication orderswritten during one
year in atertiary-careteaching hospital, the overdl error rate was esti-
mated to be 3.13 errorsfor each 1,000 orderswritten and therate of sig-
nificant errors to be 1.81 per 1,000 orders."**®

8. "Children are at particular risk of medication errors. ... Inastudy of
101,022 medication orders at two children’s teaching hospitals, a total
of 479 errant medi cation orderswereidentified, of which 27 represented
potentially lethal prescribing errors. Thefrequency of errorswassimilar
atthetwoinstitutions, 4.9 and4.5errorsper 1,000 medicationorders. ... .
Inafour-year prospectivequality assurancestudy, 315 medicationerrors
resultingininjury werereported among the 2,147 neonatal and pediatric
intensive care admissions, an error rate of one per 6.8 admissions. The
frequency of iatrogenic injury of any sort due to a medication error was
3.1% — one injury for each 33 intensive care admissions."#?

Table 37*°
Failure Rate of Industrial and Medical Procedures

Type of Service Frequency of Outcome (%)
Deathsfrom Anesthesia During Surgery 0.0005
Airline — Fatality 0.002
Airline—Lost Baggage 0.06
Negligent Injury to Hospitalized Patient 1.0
Publishing — 8 misspell ed words/page 7.0
Improper Use of Antibicticsin Ambulaory Patients 20
Inappropriate Diagnosis/Treatment of Depression 58
Failure to Use Beta Blockers After Heart Attack 80

227. Id.
228. Id.at33.

229. Id. at 33-34.
230. Adapted from Chassin, supra note 13, at 568.



