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National Health Expenditures per Capita  
1960-2010 

Notes: According to CMS, population is the U.S. Bureau of the Census resident-based population, less armed forces overseas and population of 
outlying areas, plus the net undercount. 
 
Source: Centers for Medicare and Medicaid Services, Office of the Actuary, National Health Statistics Group, at 
http://www.cms.hhs.gov/NationalHealthExpendData/ (see Historical; NHE summary including share of GDP, CY 1960-2010; file nhegdp10.zip). 
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Health Care Costs as Percentage of GDP 



Average Annual Growth Rates for NHE and GDP, Per Capita, 
for Select Time Periods 

Source: Historical data from Centers for Medicare and Medicaid Services, Office of the Actuary, National Health Statistics Group, January 2012, at 
http://www.cms.hhs.gov/NationalHealthExpendData/ (see Historical; NHE summary including share of GDP, CY 1960-2010; file nhegdp10.zip). Projections from 
Centers for Medicare and Medicaid Services, Office of the Actuary, National Health Statistics Group, July 2011, 
https://www.cms.gov/NationalHealthExpendData/downloads/proj2010.pdf. 

Projected 
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Per Capita Health Expenditure and GDP 2008 

 



Possible Explanations 

• Are we healthier than everyone else?  

– Life expectancy and infant mortality 2009 data 

• OECD Average: 79.6 years at birth; 3.9 per 1000. 

• US: 78.2 years at birth; 6.7 per 1000. 

– Outperform in cancer screening, care and survival. 

– Not very well in preventing costly hospital admissions for chronic 

conditions. 

• Do we start out with less healthy people? 

– Yes, different lifestyles but not the entire story. 

• Or is it something about our system? 

– Higher administrative costs. 

– Overutilization of services and technology. 

 

 

 



Life Expectancy at Birth in 2009 
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Obesity Rates and Projections in 2009 



Difference Between Actual/Expected Health Care 

Spending and Actual/Expected Life Expectancy  



Sources of Funds in 2007 by  

OECD Country 



The Uninsured 

Children, 26% 
Children, 16% 

Nonelderly 
Adults, 61% 

Nonelderly 
Adults, 82% 

Elderly, 13% 
Elderly, 2% 

Distribution of U.S. Population Distribution of Uninsured

Source: KCMU/Urban Institute analysis of 2011 ASEC Supplement to the CPS. 
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Trends in Uninsurance 
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Source: Urban Institute analysis for KCMU, 2011. Based on data from the 2001-2011 CPS. 

Health Insurance Coverage Among the Nonelderly, 2000-2010 



Hospital services 
31% 

Physician services 
20% 

Dental services 4% 

Other 8% 

Public health 3% 

Program 
administration 7% 

Prescription drugs 
10% 

Investments 6% 

Home health care 
3% 

Nursing homes 6% 

Uses of Health Care Funds in the US 2010 



Why is This a Problem? 
 

Notes: This figure omits national health spending that belongs in the categories of Other Public Insurance Programs, Other Third Party Payers and Programs, Public 
Health Activity, and Investment, which together represent about 20% of total national health spending in 2010.  

Source: Kaiser Family Foundation calculations using NHE data from Centers for Medicare and Medicaid Services, Office of the Actuary, National Health 
Statistics Group, at http://www.cms.hhs.gov/NationalHealthExpendData/ (see Historical; National Health Expenditures by type of service and source 
of funds, CY 1960-2010; file nhe2010.zip). 

Cumulative Percent Change in National Health 
Expenditures, by Selected Sources of Funds, 2000-2010 

http://www.cms.hhs.gov/NationalHealthExpendData/


Why is This a Problem? 

• Government 
– Federal deficit currently and in the foreseeable future is largely due to 

spending in Medicare and Medicaid. 

• Employers  
– Increased costs of benefits will lead to lower wage compensation or 

fewer overall health benefits. 

• Households/ workers 
– Median income for those with private health insurance increased from 

$76,000 in 1999 to $99,000 in 2009. Insurance premiums, out-of-pocket 
healthcare costs and taxes devoted to health care accounted for about 
90% of the increase. Auerbach & Kellerman  HA 2011.  



Why is This a Problem?  

Sources of Waste 

 

Source: IOM 2012 report - Best Care at Lower Cost 



TOTAL MEDICARE REIMBURSEMENTS PER DECEDENT BY HRR 

Last Two Years of Life 2003-2007 

Why is This a Problem? 



HOSPITAL CARE INTENSITY INDEX, LAST TWO YEARS OF LIFE 

Why is This a Problem? 



Why is This a Problem? 
 

 
Total Expenditures on Education as  Fraction of GDP 



Principles of Economics 

• Resources are scarce, but wants are limitless 

• Trade-offs are inevitable 

– Each society must make a number of fundamental but 

crucial choices 

– People are rational and make informed decisions 

– Before they take an action, people weigh the costs and 

benefits of undertaking that action.  

• Opportunity cost 

– The value of the next best alternative that is given up 

 

 



Fundamentals of Health Economics 

• Trade-offs are inevitable in health care too 

• Medical care resources 

– Physicians, nurses, hospital beds, drugs etc. 

– Are scarce 

– Have an opportunity cost – what else can these 

resources be used for? 

• Choices may involve sensitive trade-offs 

– The young vs. the old 

– Prevention vs. treatment 

– Men (prostate cancer) vs. women (breast cancer) 



A Basic Problem in Health Economics 
 

Q1 is the socially optimal amount of care 

Q2 is the technologic (medical) optimal amount of care 

Quantity of medical care 

    $ 
Marginal benefit 

Marginal cost 

Q1 Q2 0 



What is Health Economics? 

• Health economics 

– . . . studies the supply and demand of health care 

resources and the impact of health care resources on a 

population. 

 

– Demand 

– Supply … 

– .. and what’s so different about health care? 

 



The Law of Demand & Supply 

• Law of demand 

– Inverse relationship between quantity demanded of a 

good and its price  

– Reflects the value to society of that particular good 

• Law of supply 

– Positive relationship between quantity supplied of a 

good and it price  

– Reflects the cost to society of the particular good 

• Together they determine prices and the allocation of 

resources 

– How much of the good is produced, bought and sold 

and who gets it. 

 



How is Health Market Different? 

• Demand does not reflect true benefit 
– Someone else pays (third party payer, the insurer) 

– Prices are not transparent (vary on a case by case 

basis) 

– Supplier (provider) makes decision for purchase  

• Agency problem – common in many areas of 

economics, harder to solve here as the seller 

(physicians) is in better position to know the benefits 

than the buyer (patient). 

– Many providers are non for profit. 

– Equity concerns. 

 



Why Insure? 

• Imperfect information 

– Choices individuals make as health care consumers 

involve a substantial amount of uncertainty 

– Risk 

 

• People dislike risk 

– Willing to pay to avoid it 

 

• Pooling arrangements 

– Help mitigate some of the risk 



Insurance 

• In the US private insurance mostly employer based 

– How did this come to pass? 

• Employers 

– Compensate workers based on their market-determined 

productivity: Wages + fringe benefits 

– Set up a pool. 

• For a given productivity level, trade-off: 

– More expensive health insurance  

– Lower wages  

• Employees actually pay for their health insurance coverage 

– Reduction in other types of compensation 

– Median income growth for a HH of four largely gone to health 

expenditures 



Problems with Insurance 

• Moral Hazard 

– Situation in which consumers alter their behavior when provided with 

health insurance – overconsumption of health care. 

• Take fewer precautions to prevent illnesses 

• Shop very little for the best medical prices 

• Purchase more medical care than they would without insurance 

• Adverse Selection 

– Occurs when high-risk consumers, who know more about their own health 

status subscribe to an insured group composed of lower-risk individuals 

– Higher utilization rates of high-risk consumers increase premiums for all 

plan subscribers   

– Low-risk subscribers leave the higher-priced policies leading to further 

increase in premiums and uninsurance 

– Incentive for insurance company to keep people with pre-existing 

conditions out of their own pool 

 



Price Transparency 

• Large variation in prices across hospitals and providers 

– Within providers too 

– GAO report 2010. 
 

• Consumers don’t know prices in advance and choose 

accordingly 

– Even harder to establish quality 

– Appendix removal in CA from $1,500 to $180,000, with 

an average of $33,000. Source: Hsia et al., Archives of 

Internal Medicine, 2012. 
 

• Recent policies at the state level not very effective 



Price Transparency 

http://www.gao.gov/assets/590/585400.pdf 

http://www.gao.gov/assets/590/585400.pdf


Provider Side Complications 

• Fee-for-service payment schemes 

• Reimbursement for every procedure, providers decides how many 

procedures  incentive to overspend 

• Lowering FFS payments leads to increase in quantity billed 

• Defensive Medicine 

– In light of malpractice claims 

• Reduction in physician flexibility due to monitoring by others 

– Insurers, HMO 

• Restricted Supply 

– Minimum educational requirement - accredited medical school 

– Internship or a residency program at a recognized institution 

– Pass a medical exam 

• High opportunity cost of becoming a medical doctor 

– Substantial time and money costs  

 

 

 



Number of Physicians in U.S. 

• Physician labor 

– Primary input in the production of physician services 

• Physician-to-population ratio 

– Increased 80% from 1970 to 2006 

– Problem of geographic maldistribution 

• Proportion of active primary care physicians 

– Decreased from about 40% in 1975 to 33% in 2006 

• Number of specialty physicians 

– Increased at a faster pace than number of primary care 

physicians 

– Specialists are more prone to overutilize costly new, high-

technology medical procedures 

 

 

 



Number of Physicians in the United States 

1975–2006 
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Economic Reasons for Government 

Intervention 

• Public goods: e.g. basic research and information (NIH) 
 

• Externalities: e.g. infectious diseases, anti-smoking 

regulation 
 

• Monopoly: concentration of market power in the hands of a 

few producers 
 

• Market failure: e.g. Medicare - insurance market for over 

65’s would fail, no risk pooling advantage 
 

• Equity: e.g. Medicaid – health care for those who can’t 

afford it 



General Outline of the PPACA 

1. Expand health insurance coverage 

– Individual mandate in January, 2014.  

– Medicaid expansions up to 133% FPL, subsidies in exchanges up 

to 400% FPL, dependent coverage up to 26 years old. 

– Penalties for large employers, tax credits for small. 

 

2. Improve coverage for those with health insurance 

– Prohibit denying coverage or set premiums by health condition. 

– Prohibit rescinding coverage or place annual/lifetime limits 

– Ensure coverage of preventive services with no cost-sharing 

– Establish minimum benefit standards 

– Limit out-of-pocket spending for consumers 



General Outline of the PPACA 

3. Improve access to and quality of care 

– Promote primary care and prevention 

– Improve provider supply 

– Develop new models for coordinating and delivering care 

– Make use of information technology 

– Reform provider payments to promote quality 

– Establish the Patient Centered Outcomes Research Institute 

4. Control rising health care costs 

– Greater oversight of health insurance premiums and insurer 

practices 

– Increase competition and price transparency through Exchanges 

– Provider payment reforms in Medicare 

– Test new, more efficient delivery models in Medicare and Medicaid 



General Outline of the PPACA 

More Details: 

 

http://www.kff.org/healthreform/upload/8061.pdf 
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