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Chapter 1: An Introduction to the Economics of Medical Care
 
Chapter Overview

After a discussion of U.S. medical expenditures over the past 50 years, this chapter focuses on how economists and the field of economics can contribute to the health policy debate. Every society must decide upon several key parameters with regard to the provision of health care (how much and what type of services to provide, who should produce them, and how to distribute them). Economists provide the tools to assess how best to achieve these goals. Although it is sometimes argued that health care is not like other goods and therefore should be outside the realm of economic analysis, the economic concepts of supply and demand (equilibrium theory) and marginal analysis (optimization, diminishing returns) still have much to offer the policy maker striving to find the most efficient way to achieve an agreed-upon outcome.


Learning Objectives

	Upon completing this chapter, the reader should be able to:

1. Understand the historical trends in medical expenditures.
1. Apply the basic tools of economics used in this book.
1. Explain the different choices that must be made with regard to how much is spent on medical services, the best methods for producing medical services, and how medical services should be distributed.
1. Describe how the tools of economics are useful in clarifying the above choices.


Key Concepts

1. Consumer sovereignty
1. Consumer surplus
1. Criteria for cost minimization
1. Criteria for maximizing consumer satisfaction 
1. Definition of rational choice
1. Economic efficiency
1. Economic welfare
1. Health maintenance organizations (HMOs)
1. Interrelationship of two tools of economics
1. Law of diminishing returns
1. Marginal analysis (optimization technique)
1. Market efficiency
1. Market equilibrium
1. Medicaid
1. Medicare
1. Opportunity cost
1. Production possibilities curve 
1. Rational behavior
1. Redistribution
1. Supply and demand analysis
1. Technical efficiency
1. Tools of economics


Table and Figures

Figure 1–1 illustrates trends in payment for medical services for the period 1960 to 2008. In 1960, before the introduction of Medicare and Medicaid, government expenditures represented 21 percent of personal health care expenditures. As a result of these two programs, government’s role as a payer of medical services increased dramatically; by 2008 the government share of payment for medical services climbed to 46.5 percent, with the federal government paying three-fourths of that amount (increasing from 8 percent to 37 percent). The greatest increases in government spending occurred in those sectors covered by Medicare and Medicaid, namely hospital and physician services. 

Table 1–1 presents the percentage of the distribution of personal health expenditures by source of funds: private and public (both federal and state). Notable is the dramatic decline, over time, in out-of-pocket expenditures for personal health services and the corresponding increase in federal spending. Spending by private insurance has increased, but not so dramatically, and spending by the states has remained relatively level, actually declining slightly between 1965 and 2008. 

Figure 1–2 shows data on annual changes in national health care expenditures, gross domestic product, and the consumer price index from 1965 to 2008. 
As private insurance and government payments lessened the financial burden on the patient, few constraints remained to hold down the use of services and prices charged by providers. Hospital and physician prices rapidly increased, as did expenditures on medical services. This acceleration in medical prices continued until the early 1970s, when federal price controls were imposed on the entire economy in 1971. Although the economy-wide price controls were removed after one year, they remained in place for the medical sector until 1974. With the removal of price controls, medical prices rose rapidly. As the economy-wide rate of inflation continued to increase in the late 1970s, so did medical prices. 

Figure 1–3 illustrates the growth in total medical expenditures and in the sources of financing from 1960 to 2008. Government spending has increased the most, private insurance has increased, but not so dramatically, and spending by the states has remained relatively level. 

Figure 1–4 displays changes in expenditures on personal health care services between 1980 and 2008. The relative size of expenditures on hospital, physician, and other medical services has been changing over time. Before the growth of managed care, hospital use and expenditures increased more rapidly than the other components of medical services. Since the mid-1980s, the introduction of Medicare DRG payments to hospitals and the consequent reduction in length of stay, the growth of managed care and utilization management, the shift to less costly outpatient surgery centers, together with growing competitive pressures on hospitals, resulted in hospital expenditures increasing less rapidly than other components of medical care. In 1980, hospital expenditures represented 47 percent of total personal medical expenditures and by 2008 they declined to 36.8 percent. In 1980, expenditures on physician services were 22 percent and by 2008 they increased to 25.4 percent. Prescription drugs have been an increasing percent of personal medical expenditures, from 5.6 percent in 1980 to 12.0 percent in 2008. In addition to an increasing number of aged persons and higher prices and use of new drugs, Medicare started covering prescription drugs (Medicare Modernization Act of 2003), reducing the out-of-pocket price paid by the aged and thereby increasing their use. 

Figure 1–5 presents data on health care expenditures as a percentage of GDP for selected countries in 2007. The United States spends a greater portion of its GDP on health care (16.0 percent) than any other developed country. The next closest country is France at 11.0 percent, then Switzerland and Germany at 10.8 percent and 10.4 percent, respectively. 

Figure 1–6A and 1–6B illustrate the concept of diminishing marginal utility. As one obtains more of a given good (moves right along the horizontal axis), one’s marginal benefit, or utility, declines. This is not to say that total utility is less, indeed it will likely increase, but the acquisition of the second or third item does not add as much utility or provide as much benefit as did the first. For example, a child may be ecstatic when his parents buy him a helium balloon, and he may even beg for a second, but once he has ten, getting an eleventh will not be such a big deal. Likewise, the fifth or sixth X-ray of an injured joint will no doubt provide less benefit than did the first. While marginal benefit curves all slope downward, not all goods have the same marginal benefit curve (i.e., the steepness, or slopes, vary). Getting an additional piece of chocolate may provide nearly as much utility as getting the first, but getting an additional stick of gum will provide quite a bit less than did the first. In Figure 1–6B, a quantity of A of the first item and a quantity of C of the third item provide the same marginal benefit. To maximize total utility, one will choose the amount of each good that provides the same amount of marginal utility (for example, A = 5 sticks of gum and C = 20 pieces of chocolate).

Figure 1–7 illustrates the inevitable trade-off between quality (on the vertical axis) and quantity (on the horizontal axis). Theoretically, it is derived from the fact that production possibilities curves, which represent the set of all possible output combinations that can be made from a given amount of inputs (such as labor and capital), are concave. With the resources we have, we can efficiently produce anywhere along the curve, choosing, for example, to produce A or B. If we produce A, we are not using inputs as efficiently as we could. If we want to produce C, we will have to obtain additional resources. If we only allow only the very brightest students to attend a very limited number of medical schools with exceptional faculties, we’ll have fewer, but presumably better, doctors than if we allow anyone who thinks it would be fun to be a doctor to attend medical schools set up by anyone who thinks it would be fun to train a doctor. Perhaps more realistically, if the budget of a given community clinic is limited, it can choose either to be a full-service (i.e., high quality) provider to a relatively small number of patients or provide only certain services (i.e., lower quality overall) to a larger number of patients. 

Figure 1–8 illustrates the downward sloping demand curve (price is on the vertical axis and quantity demanded is on the horizontal). Because of the principle of decreasing marginal benefit, we only want more of a given good if its price falls. For example, at $100 per hour I may only visit my massage therapist once every two months, even though my back hurts in between. If the price of a massage fell to $60 per hour, I would go every month, and if it fell to $40 per hour I might go even more often.

Figure 1–9: Consumer surplus is the difference between what a consumer would be willing to pay and what she actually has to pay (i.e., the market price). For example, if electric toothbrushes cost $10 each, I would still buy myself one, but since they actually only cost $6 each, I’ve also bought one for every member of my family. The consumer surplus I receive from the fact that I would have paid $10 for the first is represented in the figure as the area under the demand curve, above the market price.
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