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Who Will Pay for Medical Education
in Our Teaching Hospitals?

In the teaching hospitals of this coun-
try, the care of patients has always been
intimately associated with clinical educa-
tion and research. Medical students,
house officers, and clinical fellows help
take care of patients while they are being
supervised and educated by the senior
staff, even as the staff carry out clinical
research studies. Indeed, it has been an
article of faith among medical educators
that these three elements—patient care,
clinical education, and clinical re-
search—are the essential ingredients of
academic medicine—inseparable and
mutually supportive (the academic medi-
cal “‘tripod’’). Most educators believe
that the sophisticated clinical services in
the teaching hospitals owe their special
quality in no small measure to the educa-
tional and research programs. They also
believe that the best kind of clinical
education takes place at the bedside and
in the clinics in the teaching hospitals,
under the close supervision of full-time
faculty specialists who are also engaged
in the care of patients and in clinically
related research.

Phase One: Generous Research Grants

With this rationale, and in response to
the generally perceived need to increase
the number of medical graduates, clinical
departments in the teaching hospitals—
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particularly departments of medicine—
expanded rapidly in the decades follow-
ing World War II. The initial support for
the necessary growth in full-time faculty
came largely from National Institutes of
Health (NIH) grants, which were osten-
sibly awarded only for the support of
research and research training. Although
there was no explicit approval of the use
of these funds to support education and
patient care, there was no objection ei-
ther. Generous NIH grants included sal-
aries for faculty members who were
mainly supposed to be doing research
and training investigators, but there was
no problem if they also spent some time
teaching students and house officers and
making clinical rounds. And, likewise,
fellows and trainees were supposed to be
spending most of their time in the labora-
tory, but the fact was that many were
also teaching students, seeing patients,
and learning how to become clinical spe-
cialists. No one really objected because
at first there was plenty of NIH money to
go around, and also because most of us
were convinced that one simply could
not be a competent clinical investigator
without also seeing patients and doing
some teaching.

In those early postwar years, although
most schools were eager to increase their
full-time faculty, they had no way of
supporting them other than through NIH
grants. Except in some well-financed
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state -schools, institutional hard money
was available for only a relatively few
senior faculty. Income from practice was
also limited because there were few or
no departmental practice plans, and
most patients on teaching services were
uninsured.

Thus, it was that departments of medi-
cine in the 1950’s and 1960’s built their
new full-time faculties largely with NIH
funding. That was not intended by Con-
gress, nor was it often admitted in pub-
lic, but deans and department chairmen
knew what they were doing, and they
rationalized it by talking about ‘troikas’’
and ‘“‘three-legged stools.”” The fact was
that we really had no other options. In
those days, if you wanted to build a
department, it was the NIH or nothing.

By 1965-1966, 53 percent of total med-
ical school revenues came from the fed-
eral government, most of it in the form of
research grants and contracts (/). For a
relatively brief period, beginning in 1966,
the government provided modest sup-
port for education in the form of per
capita grants. Originally intended to fund
“‘basic improvements’’ and to assist
schools in financial straits, the grants
were soon linked to expansion of class
size. By the mid-1970’s a gradual phas-
ing-out began, which was completed in
1980, ostensibly because there was no
longer any need for expansion of classes.

There never was any explicit federal
commitment to the general support of
medical education, but in any case, pro-
posals that there ought to be soon faded
away as the NIH purse strings began to
tighten in the 1970’s. With the coming of
a new austerity in the NIH budgets also
came the need to account for allocations
of time and effort more carefully and to
concentrate available resources on the
support of research rather than educa-
tion or patient care.
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Journal of Medicine and professor of medicine,
Harvard Medical School,” Boston, Massachusetts
02115. This article is based on the presidential
address delivered before the Association of Ameri-
can Physicians, 6 May 1984, Washington, D.C.

SCIENCE, VOL. 226



Phase Two: Open-Ended
Third Party Payments

By 1970, or even earlier, we began to
realize that the federal government was
not going to provide nearly as much
support of nonresearch activities as had
been hoped, and we began to look else-
where for resources to continue the ex-
pansion of full-time faculty and the de-
velopment of graduate training pro-
grams. The answer, of course, was pa-
tient care in the teaching hospitals.
Medicare and Medicaid had arrived in
1966 and were now paying physicians
and hospitals for the care of indigent and
elderly patients. Enterprising depart-
ment chairmen and deans soon began to
organize faculty practice plans to cap-
ture that potential income for academic
purposes. The extraordinary success of
that effort can be illustrated best with a
few data supplied by the Association of
American Medical Colleges (/). In 1965-
1966, income from patient care for all
U.S. schools was only $49 million, or 5.6
percent of total revenues and 13 percent
of general-purpose (or ‘‘unrestricted’’)
revenues. Sixteen years later, by 1981-
1982, those figures had increased to
$2.14 billion, which represented 30 per-
cent of total medical school revenues
from all sources and 48 percent of gener-
al-purpose revenues. Corrected for infla-
tion, income from patient care had in-
creased 15-fold in 16 years, and was now
the largest single source of medical
school support. By contrast, federal sup-
port over the same period had dropped
from 53 percent of total revenues to 28
percent.

There has been an equally spectacular
rise in third-party payments to hospitals
over the same period. Overall, payments
to hospitals have been increasing at a
compound rate of 12 to 15 percent per
annum, and the teaching hospitals have
led that rise. Since many of the special-
ized services in the teaching hospitals
are directly provided or supervised by
clinical faculty, it is clear that hospital
income and physician income are closely
linked.

The teaching hospitals, of course,
have always had to charge much more
for their services than nonteaching hos-
pitals because they must support the
extra costs of house staff and fellows,
more advanced equipment and larger
technical staffs, a greater burden of free
care, and a generally sicker and more
complicated mix of patients. These dif-
ferential costs were no problem at first
because the third parties simply reim-
bursed the teaching centers for their
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higher charges. As long as that system
prevailed, hospital administrators could
be receptive to the requests of clinical
chiefs for more house staff and fellow-
ship positions, and more equipment and
more salaries for clinical faculty.

For a while, then, we thought we had
the answer. The tightening of the NIH
budget might have eliminated opportuni-
ties for federal funding of education, but
we were doing much better through the
third-party = reimbursement  system,
which not only generated direct income
for departments, but subsidized under-
graduate and graduate educational costs
in the hospital and even some of the
indirect costs of clinical research.

Before, in what I call ‘‘Phase one,”’ we

their services simply to generate the net
income they need to support their expen-
sive life-style.

Secondly, any open-ended reimburse-
ment system for health care inevitably
prices itself out of existence, and that is
what has begun to happen with our pres-
ent system for hospital payment. The
Medicare fund seems headed for bank-
ruptcy, and the private insurers are in
serious trouble with their customers be-
cause of their high premiums.

To stave off disaster, Medicare is
changing to a prospective payment sys-
tem based on fixed rates for diagnostic
groups (DRG’s) (2). In all likelihood,
other insurance carriers will soon do
likewise.

Summary. Although most medical educators believe that education, research, and
patient care are inseparable and essential to their academic mission, the educational
component of this triad has never been given adequate, earmarked support. To fund
educational programs, medical centers first relied on research grants and later on
third-party payments intended for patient care. However, research money has long
since ceased to be available for other purposes and recent federal cost containment
measures have started to reduce payments for patient care. Teaching hospitals are
threatened with loss of support not only for education, but for their capital improve-
ments and care of the poor. Many institutions are now hoping to generate new income
through business deals with for-profit health care corporations, but this effort probably
will also fail and may compromise professional traditions. Teaching hospitals serve
the public interest and will have to depend, at least in part, on public subsidy of their

unavoidable extra costs.

had temporarily succeeded in using re-
search funds to meet educational and—
to some extent—patient care costs that
could not otherwise have been support-
ed. Now, in Phase two, we were using an
open-ended hospital care reimbursement
system to pay for educational and re-
search costs that otherwise would not
have been funded. The third-party pay-
ers had not explicitly agreed to support
education and research in the teaching
hospitals, but we privately justified our
higher hospital charges by the quality of
the tertiary care given to patients in our
hospitals and by our conviction that the
teaching hospitals were an essential na-
tional resource that had to be supported
by one means or another. The trouble
was that we never argued this publicly
and therefore never had the explicit
agreement of the payers or the public.
There were other major problems. In
the first place, to generate a large prac-
tice income for a department of medi-
cine, you have to have a large full-time
clinical faculty spending large amounts
of time earning money. Academic de-
partments then face the danger of be-
coming large profit-seeking enterprises,
committed to marketing and expanding

Any fixed-rate prospective payment
system tends to put hospitals in jeopardy
unless they can reduce their costs. The
new system puts special pressures on the
teaching hospitals because it is based on
paying the same basic rate for a given
diagnosis to all hospitals in a given re-
gion, and therefore it squeezes hardest

‘on the high-cost providers. Under cur-

rent regulations, there is a separate reim-
bursement for the direct costs of the
house staff program and a special addi-
tional payment based on the ratio of
house staff to beds, which is supposed to
pay for the added costs of the technology
and the sicker patients in the teaching
hospitals. However, no one can yet be
sure that this formula will account for all
the legitimate differences in costs, partic-
ularly since there is no provision for the
costs of indigent patients—a major bur-
den carried by many teaching hospitals.

The End of Phase Two

The dust has yet to settle, but it is
already clear that Phase two has run its
predictable course. There will be little or
no further expansion of graduate training
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programs. Instead there will probably be
important reductions in some hospitals
and in some fields. The separate reim-
bursement of approved and identifiable
house staff and clinical fellowship costs
has both positive and negative aspects. It
has the advantage of finally establishing
a separate budget for graduate educa-
tion, but it also carries the risk of greater
exposure to economic pressures and po-
litical manipulation by external forces.
One easily foreseeable consequence may
be the use of this funding mechanism to
force changes in the total number and
specialty distribution of approved train-
ing slots (3). Depending on how and by
whom this were done, it might not neces-
sarily be a bad thing.

Prospective payment of hospitals by
the third parties will probably reduce the
availability of hospital funds for the pay-
ment of hospital-based faculty, for the
purchase of new technology, and for the
subsidization of complicated high-cost
patients or patients of special research or
educational interest. Pressures for re-
ducing optional or redundant hospital
work-ups and unproven procedures will
increase. Even if there is no change in
the present fee-for-service reimburse-
ment of physicians, departmental in-
come from hospital practice is bound to
fall, and this will be felt by the faculty
practice plans. Of course, if new fee
schedules are negotiated by the third
parties, or if prospective payment for in-
hospital physician care is instituted,
there may be even larger reductions in
practice income.

Perhaps the most serious immediate
consequence of the new hospital pay-
ment system will be the loss of funding
for free care. The teaching hospitals as a
whole currently provide nearly one-half
of all the charity care in our short-term
nonfederal hospitals, although they con-
stitute only 6 percent of these hospitals
(4). They have been meeting the costs by
cross-subsidy from the charges paid by
the third parties, including Medicare.
Unless special provisions are made, con-
version of all third-party payers to a
prospective payment system similar to
the present Medicare method will elimi-
nate that cross-subsidy and require that
the teaching hospitals either absorb the
costs themselves or transfer their indi-
gent cases to the already overburdened
and underfunded public hospitals. It is a
serious and growing national issue that
must be resolved very soon.

I do not want to go into too many of
the technical details of hospital finance,
but the more one studies the subject, the
more one realizes that it is the key to
some of the most important policy issues
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academic medicine is facing today. I will
therefore touch only very briefly on one
other critical financial problem confront-
ing our teaching hospitals—that of capi-
tal costs. Like many other voluntary
hospitals, most teaching hospitals have
been unable to accumulate enough re-
serves from their operations to replace
or repair their physical plant. To meet
the now astronomical expenses of build-
ing and equipping a new plant, teaching
hospitals have had to borrow large sums
of money and then add the cost of paying
principal and interest to their per diem
hospital rate, provided that state rate-
setting commissions allow those extra
charges. For the moment, the new Medi-
care system allows hospitals to pass
through the total costs of any state-
approved capital project, but the subject
is under review, and new regulations
may well put much stricter limitations on
Medicare payments for capital costs.
This would add yet another special bur-
den on the teaching hospitals, which
have to purchase expensive equipment
and maintain relatively elaborate physi-
cal plants.

In short, all signs point to the closing
of Phase two. In the long run, we were
not able to fund our clinical education
costs through the NIH research budget,
and we will not be able to do it through
the patient care payments from the third
parties. It is also rather uncertain wheth-
er the third parties will continue to pay
all the other extra costs of teaching hos-
pitals.

What will happen next? How will our
academic medical centers find other
sources of support for their special
needs?

I believe the beginnings of Phase three
are already apparent. At a recent meet-
ing of medical school deans, I am told, a
speaker asked the audience how many of
them had been discussing possible busi-
ness ventures with for-profit corpora-
tions. A large majority of the assembled
deans held up their hand.

As of this moment, at least three uni-
versity hospitals are managed, and one is
leased, by an investor-owned hospital
corporation. Three or four other schools
are believed to be negotiating with such
corporations about the sale or lease of
their hospitals. One large hospital chain
has signed an agreement to build and
operate a new psychiatric unit at a uni-
versity medical center and has made an
unsuccessful bid to purchase another
psychiatric teaching hospital (5). Of
course, we know that many medical
schools and a few teaching hospitals
already have arrangements with biotech-
nology companies for the sponsorship of

research projects and special research
units. Many faculty members in clinical
as well as basic science departments also
have arrangements with these companies
as consultants or investment partners.
But joint ventures involving teaching
hospitals and for-profit businesses in the
delivery of health care services are an
entirely new development. Another,
quite different kind of commercialization
is the corporate reorganization of a
teaching hospital into a nonprofit holding
company, which may own various kinds
of business enterprises, the profits of
which go to the holding company for the
sole benefit of the teaching hospital.

In this discussion, I am not referring to
either the research arrangements with
industry or the corporate reorganiza-
tions, but rather to the joint ventures
between teaching hospitals and investor-
owned corporations which involve the
direct delivery of health care services.
These, I believe, represent Phase
three—an attempt by academic medical
institutions to find new sources of sup-
port for their clinical education and re-
search programs and, in some cases, to
transfer the costs of capital improve-
ments, by striking deals with investor-
owned hospital and health care delivery
corporations.

This is not the place to expand on this
issue, but I believe that Phase three will
be relatively short-lived and even less
successful than the phases that have
preceded it. In my view, the large health
care corporations probably could, if en-
couraged, provide the new capital for the
replacement or upgrading of a few teach-
ing hospitals in exchange for leasing ar-
rangements or transfer of ownership, but
they are not likely to do this for many
hospitals, nor will they be able to pro-
vide sustained large-scale support for the
ongoing costs of medical education. This
brief affair between the teaching hospi-
tals and the ‘‘medical-industrial com-
plex” will very likely fail (5), but it
contains the possibility of damaging aca-
demic institutions that venture too far
along this path. It is one thing to make
limited arrangements with corporations
for specific research purposes, with
terms that ensure the intellectual, eco-
nomic, and administrative independence
of the academic institution. It is quite
another to merge the operations of teach-
ing hospitals with the business activities
of investor-owned corporations. Such
arrangements could undermine the basic
traditions of the teaching hospitals,
which are supposed to have a primary
commitment to education, research, and
community service. Investor-owned
business corporations are primarily con-
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cerned with the maximization of profits,
an objective not always compatible with
the purposes of the teaching hospital.

I believe that esponsible leaders of
the for-profit heaih care industry would
genuinely like to help the teaching hospi-
tals and the academic medical centers.
They should be encouraged to do so
through unrestricted gifts and endow-
ments rather than by seeking major fi-
nancial interests in the operation of aca-
demic institutions.

What Next?

My purpose to this point has been to
describe and analyze past events and
present trends. Fortune-telling is not my
forte, and I do not know what is going to
happen after we end our romance with
the for-profit health care industry. I do
know, however, that we are entering a
new era of unprecedented change in the
social and economic climate surrounding
health care in this country. Academic
medicine can influence events by the
goals it sets for itself and what it does to
‘achieve those goals.

I will therefore conclude this discus-
sion by briefly suggesting a few general
guidelines for Phase four.

First, we must assume that public sup-
port for biomedical research will remain
strong. I think that is a safe assumption,
but we should do everything we can to
encourage and justify such support. We
are fortunate in having strong, intelligent
leadership at the NIH. We must make
sure that this kind of leadership contin-
ues and is not hamstrung by excessive
political interference.

We cannot, on the other hand, assume
that there will be general public appreci-
ation of, or automatic public support for,
the special functions and needs of our
teaching hospitals. We should do every-
thing possible to explain to the public
what teaching hospitals do, why they are
no less crucial to the future of health care
than is our biomedical research program,
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and why neither the NIH nor our teach-
ing hospitals can function well without
the other.

To justify continued special treatment
of our teaching hospitals, we will have to
do more to ensure that they are efficient-
ly managed. Being not-for-profit does
not mean that you cannot be business-
like in your management. Clinical facul-
ties will have to help their teaching hos-
pitals become more efficient. With the
full cooperation of the staff, teaching
hospitals should participate in the rigor-
ous assessment of medical technology.
Technology assessment, which leads to
the identification of truly cost-effective
methods and the abandonment of inef-
fective and unnecessary procedures, is
the only alternative to rationing. We
should press for a national program of
technology assessment, supported by a
levy on the third-party funds used for the
payment of health care.

We need to recognize that, in our
clinical programs, more is not necessari-
ly better. We have overextended our-
selves in many cases, with larger full-
time faculties and more ambitious clini-
cal programs than we really need for our
primary academic mission. Medical edu-
cation will be in a better position to press
its claim for public support if it is per-
ceived to be more modest in its use of
resources and manpower and more fo-
cused on its central function. We have in
the past received different signals from
government, but now it seems clear that
if we hope to obtain sustained, specifi-
cally earmarked funding for clinical edu-
cation, we will have to scale down our
expectations and concentrate on the es-
sentials. The result may be fewer full-
time faculty in clinical practice but more
attention to teaching and research.

Academic medicine must also take
more responsibility for the planning of
medical manpower training. We need to
become more involved in decisions
about the number of medical students
and the number and kinds of approved
graduate training programs. If this is

done with the cooperation of govern-
ment, we may be able to avoid running
afoul of antitrust law. What we simply
cannot afford is to leave the matter to the
ineffective workings of the so-called
medical marketplace.

We should join with other interested
sectors of American society in insisting
on an adequate public response to the
health care needs of the poor. This is an
urgent and growing national problem
that will not be solved by segregating the
poor in second-class, underfunded pub-
lic hospitals. Neither will it be solved by
allowing the for-profit, and the not-for-
profit nonteaching hospitals to refuse
admission of indigent patients or transfer
their uninsured patients to the teaching
hospitals with the expectation that the
latter will absorb the costs. Two baleful
results follow from this state of affairs: (i)
inadequate or unavailable medical treat-
ment for the poor; and (ii) fiscal disaster
for the teaching hospitals. Both could be
prevented by an equitable tax-supported
insurance program that gave the indigent
access to the mainstream of medical
care while avoiding the ruinous incen-
tives of an open-ended reimbursement
system.

Finally, we should recognize that
teaching hospitals are public resources.
To enable them to carry out their com-
plex and expensive social obligations,
they will have to depend on public sup-
port. If they act responsibly, keeping
their public service commitments in
mind, and if they manage themselves
prudently, there is every reason to be-
lieve that adequate public support will be
forthcoming.
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