CONCEPT 56
Health Care Economics
Teresa Keller

The future of the health care system is one of the most important issues facing the United States. This system is funded by a patchwork of public and private insurance programs and philanthropies, in contrast to many other nations in which the central government manages financing of the delivery of health care for the majority of its residents. Most people in the United States finance their health care through some form of insurance, but not a single form. The health care market is complicated and involves insurance companies, employers, and regulators. This loose system of health insurance coverage impacts individuals' and family's interactions with the health care delivery system, particularly in terms of the type of care and the providers that can be seen along with the out-of-pocket costs. Even with the major overhaul of the health care insurance market by the Patient Protection and Affordable Care Act of 2010 (PPACA), gaps in coverage still exist and there are still issues with access to quality, affordable care for all. Determination of those who qualify for access to health care markets, the amount of care received, and how to pay for it are moral and practical challenges to our society.
A foundational element in this discussion is the concept of health care finance, including the economic principles that influence the insurance markets. Economics, as a discipline, can provide insight into the issues of the distribution of health care because the fundamental problem of resource scarcity requires making choices in the health care market. Health care resources are limited, creating a situation in which scarcity propels the costs associated with health care delivery and the financial arrangements made to meet these costs. Health care economics is concerned with both efficiency (getting the most out of a fixed amount of resources) and distribution (determining who receives resources and who will be denied). Sellers of medical goods and services (physicians, nurses, pharmacists, hospitals, and clinics) are motivated by economic interests as well as patient needs.1
Definition
Health care economics focuses on how people deal with scarcity and finite resources. For the purpose of this concept presentation, health care economics is defined as a behavioral science that begins with two propositions about human behavior. First, human behavior is purposeful or goal directed, implying that persons act to promote their own interests. Second, human desires and demands are unlimited, especially for something such as health care. However, resources are limited and cannot meet unlimited demands. Thus the basic problem addressed by health care economics and finance is how to allocate limited resources among unlimited demands and how to pay for these resources.2 The term health care finance refers to the arrangements made to pay for these goods and services.
Scope
Health care economics represents the availability (or scarcity) of health care resources and financing, or payment mechanisms, to pay for these resources. Whether or not there is payment influences utilization of resources, regardless of the availability and distribution of health care. Therefore, health care economics and finance are twin sides of the same coin and are appropriately considered together. The delivery and financing of health care is highly influenced by government and public and private organizations because they define and control payment for health care services. Economic behavior in the health care marketplace is highly sensitive to the actions of all participants, leading to ongoing changes in health care goods and services and their costs.
Attributes and Criteria
The characteristics commonly associated with the concept of health care economics are price and cost, supply and demand, cost-effectiveness, efficiency, and value. In a health care market, financing is driven by economic principles and the effect these principles have on market participants (Box 56-1).
Box 56-1
Attributes of Health Care Economics
• Price and cost
• Supply and demand
• Cost-effectiveness
• Efficiency
• Value
Price and Cost
The United States spends more money on health care than any other nation. By 2017, it is estimated that $13,000 per person will be spent on health care, according to the annual projection by the Centers for Medicare & Medicaid Services (CMS). Annual health care spending in the United States is estimated to surpass $4.2 trillion in 2018, representing 19% of the gross domestic product by 2018.3 Payment mechanisms are needed to cover these costs. Approximately 60% of Americans have employer-provided health care insurance (including military health care), and 9% self-pay for their health insurance.4 However, for many employees, growth in health care insurance premiums displaces wage increases. For other employees, increasing insurance premium costs mean their employers struggle to offer coverage at all. Older Americans (>65 years of age) are eligible for the government insurance programs, Medicare and Medicaid. Rising costs associated with these 520government programs are paid for by taxpayers, include the insured participants, through taxes.
Supply and Demand
The relation between supply and demand is an economic model of how prices are determined in a market. In a competitive market such as the United States, the unit price for a particular good will vary until it settles at a point where the current price will equal the quantity supplied by producers. This results in an economic equilibrium of price and quantity. The two important concepts to understand are the laws of supply and demand. For supply, this means that when the selling price of an item rises, more people will produce the item because they can make a profit. The law of demand states that when the price of an item is reduced, the demand for it increases. This means there is a balance. As a price increases, demand decreases, and vice versa. Generally, supply reflects demand because individuals would not continue to develop a product or supply a service for which demand has declined, nor would they buy something when the price is too high.5 Regardless of where the market is in terms of supply and demand, long-term sustainability of health care entities depends on delivering care that is cost-effective, efficient, and has value.
Cost-Effectiveness
Health economics aims to find the best way to satisfy the increasing demand for health care given the limited resources. The resources used to provide care services are scarce, and decisions about the services to be provided and who will receive these services usually have resource and cost implications. The overall aim of economic evaluation is to aid decision makers to make efficient and equitable decisions about the allocation of resources by comparing the cost-effectiveness and benefits of health care interventions.6 Cost-effectiveness analyses of health care interventions have become one of the focal points in the decision-making process in health care. The introduction of any health technology, whether it is a new drug or a new medical device, is often associated with an increase in health care costs and can limit the funding available for other interventions. Using health economics and measuring the cost-effectiveness helps policymakers, health care providers, and insurance companies determine whether the new intervention is cost-effective in comparison to other options.7
Efficiency
Efficiency in the delivery of health care can be thought of as avoiding waste (including waste of equipment, supplies, and people) or as using health care resources to get the best value for the money. The definition of efficiency used by economists was formulated by the Italian economist Vilfredo Pareto. Achieving a Pareto efficiency would be a balanced allocation of resources where no one can be made better off without making someone else worse off.5
Today, health care system financial resources in the United States are less frequently controlled by physicians and nurses and more often by administrators, financial managers, third-party payers, and politicians. These people view reduced illness and death as a reasonable goal, but they also seek objective evidence that this goal is achieved with fiscal efficiency (i.e., by the least expenditure of increasingly scarce financial resources).8 Economic analysis is based on the fundamental notion of efficient use of available resources. Two basic points are that economics is about resource allocation and efficiency in resource use (getting the most from available resources).2
Value
Cost-effective and efficient delivery of health care is needed to achieve value and thus is a critical attribute of economics in health care. The best way to drive system progress is rigorous, disciplined measurement and improvement of value. However, value in health care remains largely unmeasured and misunderstood.9 Achieving high value for patients must become the overarching goal of health care delivery, with value defined as the health outcomes achieved per dollar spent. This goal is important for patients and unites the interests of all who interface with the system. If value improves, patients, payers, providers, and suppliers all benefit, and the economic sustainability of the health care system increases. Because value depends on results, not inputs, value in health care is measured by the outcomes achieved, not the volume of services delivered, and shifting focus from volume to value is a central challenge. Nor is value measured by the process of care used; process measurement and improvement are important tactics, but in economics they are not substitutes for measuring outcomes and costs.10 The interrelationship among the attributes of cost-effectiveness, efficiency, and value is shown in Figure 56-1.

FIGURE 56-1 Relationship among Attributes of Health Care Economics
The interrelationship of how these attributes build on one another is represented as a bull's-eye because the “target” for the concept of health care economics is to have cost-effective care; thus it is in the center of the bull's-eye. Close to the center of the bull's-eye is efficiency in delivery of care. Even if the care is cost-effective, inefficiency wastes resources and the system becomes unsustainable. At the outer rim of the bull's-eye is value. If a fire at the target hits value, there will be contributing economic benefits to the health care delivery system, but without the others, value alone cannot sustain the system. For example, if a patient were to spend a full hour with a primary care provider during a routine visit that normally would be a 20-minute visit, the patient would likely perceive value. However, the time involved is not efficient, cost-effective, or sustainable. Alternatively, if no value is perceived by the patient, the system is still not sustainable.
Theoretical Links
An important theoretical link to the concepts of health care economics is risk. Risk is the uncertainty and unpredictability of a loss—for 521example, the loss of a home due to fire. Typical health care risks are generally related to the debilitating effects of serious health conditions and their effect on an individual's or family's quality of life. For example, if the health of one of the income earners in a household deteriorates, there is likely to be a loss of income to sustain the family. Health insurance mediates this risk by transferring the risk to an insurance company in a contractual arrangement between the insured and the company. In the case of a loss, the insurance company compensates the insured for their loss.11
Context to Nursing and Health Care
Nursing is the largest segment of the nation's health care workforce. With more than 3 million members who often provide the largest bulk of patient care, nurses can play a vital role in helping realize the objectives set forth in the 2010 Affordable Care Act—legislation that represents the broadest health care overhaul since the 1965 creation of the Medicare and Medicaid programs. Working together with government, businesses, health care organizations, professional associations, and the insurance industry, nurses can play a vital role in ensuring that health care is equitable and accessible to all and leads to improved health outcomes.
Health care economics affects all professional nurse practice environments as well as the individual nurse and his or her family. Nurses delivering patient care in an organization may be unaware of the many issues of economics and finance that they encounter on a daily basis. Health care organizations of all types usually have a finance office that manages income and payments so health care personnel can provide patient care. Nurses will often encounter the economic and finance issues that directly affect their patients at discharge, such as insufficient resources to pay out-of-pocket costs or to purchase medications. In such cases, the nurse should work with the interdisciplinary team, including the patient, to problem solve these issues. Nurses will experience almost daily a constant concern for achieving efficiencies in practice, reducing unnecessary waste, and working together to reduce the costs of care. In addition, as health care consumers themselves, nurses will have to make choices and trade-offs about the resources they use to keep themselves and their families healthy.
Patient Protection and Affordable Care Act (Public Law 11-148)
One of the major impacts on health care economics in recent years has been the PPACA. This legislation has elicited much debate among policy experts and the public. No one knows exactly how this new complex law will evolve. The objective evaluation of its effectiveness is extremely important.12
The American College of Physicians wants legislation to advance key priorities on coverage, workforce, payment, and delivery system reform. The goal of the PPACA is to help provide affordable health insurance coverage to most Americans and to improve access to primary care. What remains to be seen is to what extent the PPACA will ensure affordable coverage and sufficient numbers of primary care physicians.13
The PPACA is expected to cover an estimated 32 million uninsured Americans.14 Without the PPACA, the Census Bureau estimates the number of uninsured persons would reach to more than 60 million or one out of five U.S. residents.15 The Congressional Budget Office (CBO) estimates that 95% of legal U.S. residents will be covered under the legislation, including the aforementioned 32 million who otherwise would have been uninsured.16 Despite the challenges that initially existed when the enrollment process began, the number of previously uninsured individuals enrolled reached nearly 17 million people by May 2015.17
According to the Kaiser Foundation,18 the following are some of the law's major provisions:
• The requirement that most U.S. citizens and legal residents have health insurance by 2014
• The creation of state-based exchanges through which individuals can purchase coverage, with subsidies available to lower income individuals
• A major expansion of the Medicaid program for the nation's poorest individuals
• The requirement for employers to cover their employees or pay penalties, with exceptions for employers with few employees
• New regulations on health plans in the private market requiring them to cover all individuals, regardless of health status
• Establishment of a national, voluntary insurance program for purchasing community living assistance services
• Increases in payments for primary care services
• Greater support for prevention, wellness, and public health activities
Pay for Performance
Current health policy initiatives to reduce market distortions are directed at both supply and demand. Pay for performance is designed to enhance the communication and coordination of care among patients, providers, and clinicians (including nurses) by offering additional reimbursement to clinicians and hospitals for the provision of health care services considered appropriate and of high quality. This will ensure that patients receive important care that may not have been prioritized before the program's existence. More than half of commercial health maintenance organizations (HMOs) use pay for performance, and recent legislation requires the CMS to adopt this approach for Medicare.19
There is much debate about whether pay for performance should be at the individual provider level, for a provider group, or at an organizational level. An example of this is the use of generic drugs. Unless contraindicated for a particular patient, a provider who prescribes a generic drug is saving the health care system money; thus the provider should be rewarded. One of the struggles with pay for performance is how to develop performance reporting on both cost and quality measures and then to use the same performance data to calculate financial rewards. Many current pay-for-performance programs offer rewards for high relative performance (being among the top 10% of physicians) rather than absolute performance. Rewarding only the top providers creates competition and can stretch a small bonus pool. On the other hand, competition may limit collaboration and sharing of best practices and may create or sustain quality gaps between high- and low-performing providers.20
Nurses are indirectly part of pay for performance with new Medicare reimbursement guidelines. Currently, Medicare will not cover the cost of preventable hospital-acquired conditions, mistakes, and infections that can occur during a patient's hospitalization. For example, if a patient admitted to a hospital develops a pressure ulcer during his or her hospital stay, Medicare will not pay for the extended admission related to acquiring the pressure ulcer. Other nurse-sensitive indicators included in Medicare's new ruling are falls from bed, catheter-associated urinary tract infections, blood incompatibility mistakes, and vascular catheter-associated infections. This is placing an additional financial burden on hospitals because nurses need the time to assess all of these indicators on an ongoing basis and hospitals must code for infections and other conditions as “present on admission” so they are not liable for a reduction in their payment. Therefore, staff nurses have the ability to contribute to the organization's efforts to achieve pay-for-performance standards, including education, documentation, team collaboration, and patterns of care.21
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Interrelated Concepts
This concept represents areas that relate to health care economics. Several concepts featured in this textbook have a relationship with this concept. Health Policy is used to provide overarching goals and to set priorities and values for the allocation of health resources. Health Care Quality is concerned with issues related to ensuring standards of care and outcomes are achieved in the delivery of health care. Health Care Organizations provide the framework for the delivery of health care. Care Coordination involves the marshaling of personnel and other resources needed to carry out all required patient care activities. Health Care Law affects health care economics because it governs the insurance industry and is illustrated in the application of health care funding and reform. These interrelationships are depicted in Figure 56-2.

FIGURE 56-2 Health Care Economics and Interrelated Concepts
Clinical Exemplars
The ability to deliver patient care is affected by a wide variety of categories involved in health care economics. These include the factors that constitute our health care markets, such as the distribution of health care that results in health disparities and the principles of free market and supply and demand, and the influence these have on creating health care that is efficient, cost-effective, and has value. In addition, health care financing, which includes government-sponsored care, managed care, and private insurance, is the driving force behind health care economics. Payment mechanisms dictate the use of care, and this influences the availability and scarcity of resources. These exemplars are shown in Box 56-2 and further described next.
 Box 56-2
Exemplars of Health Care Economics
• Medicare
• Medicaid
• State Children's Health Insurance Program
• Private insurance plans
• Accountable care organizations
• Managed care organizations
Featured Exemplars
Medicaid
Medicaid is the nation's major public health insurance program for low-income Americans. Enacted in 1965, Medicaid has improved access to health care for low-income individuals, financed innovations in health care delivery, and functioned as the nation's primary source of long-term care financing. Medicaid is now one of the centerpieces of expanding coverage in the national health reform bill.22 By 2019, the program is expected to cover nearly one in five Americans. Medicaid is funded by state and federal government sources such as legislative appropriations, intergovernmental transfers, certified public expenditures, permissible taxes, and provider donations. Medicaid eligibility is determined by income and need.
State Children's Health Insurance Program
The State Children's Health Insurance Program (SCHIP) was enacted in 1997 to provide coverage to uninsured low-income children who did not qualify for Medicaid. Like Medicaid, SCHIP is jointly funded by state and federal governments and eligibility is determined by income and need. Payments are only distributed to qualified hospitals and health care facilities and home health agencies, and they cannot exceed a reasonable estimate of the amount Medicare would pay for the same services.23
Medicare
Medicare provides health care coverage for all people ages 65 years or older, people who are permanently disabled, and individuals with end-stage renal disease. It is a federal health insurance program that individuals or their spouses have paid into through employment or self-employment taxes.24 Medicare includes hospital insurance (Part A), supplemental medical insurance (Part B), Medicare Advantage plans (Part C), and outpatient prescription drug coverage (Part D). Part A includes hospital coverage, and Part B includes outpatient coverage and is optional—the recipient must contribute a premium each month to preserve coverage. Patients with Part A may opt to add Part B, which covers 80% of the fees for outpatient services.25
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Accountable Care Organizations
The 2010 PPACA provided for the creation of accountable care organizations (ACOs). ACOs are organizations of health care providers that are accountable for the quality, cost, and overall care of Medicare patients, for whom they provide the bulk of primary care services.26 ACOs must have defined processes for promoting evidence-based medicine and reporting data to evaluate the quality, cost, and coordination of care. ACOs that meet specified quality standards will receive a share of the savings if Medicare's cost for the care of their assigned patients is below a certain benchmark.27 Critical to the achievement of these ACOs is regulation by the Centers for Medicare & Medicaid Services and the Federal Trade Commission. One of the most important judgments these agencies will make includes assurances that ACOs foster, not hinder, competition in health care markets.28
Managed Care Organizations
In managed care, health care providers and insurance companies assume a part of the financial responsibility for health care. Patients pay a monthly premium for health care insurance. Patients choose from several different plans under the managed care system, including preferred provider organizations (PPOs) and HMOs. Patients receive health care from a list of providers who participate in the PPO or HMO.29 Current trends show insurance companies have multiple health care plans that they manage for different employers. Health care services covered by the plans are determined by the employer. Insurance payment varies according to geographic region and depends greatly on the type and plan of coverage. This may often leave the patient with unpaid medical expenses or the need to obtain prior authorization before seeking treatment or medication.29
Private or Indemnity Health Insurance
Private health insurance may be purchased on a group basis (e.g., by a firm to cover its employees) or purchased by individual consumers. Most Americans with private health insurance receive it through an employer-sponsored program. Nearly 60% of Americans are covered through an employer, whereas approximately 9% purchase health insurance directly.15 The PPACA has expanded access to Medicaid and to private insurance markets for individuals and families who were previously unable to obtain insurance benefits. An example of private indemnity health insurance that can be purchased either by an employer for its employees or by an individual is that provided by the Blue Cross Blue Shield Association.30
Case Study

Source: 4774344sean/iStock/Thinkstock
Case Presentation
Raymond Wiley operates a small business in a rural area. In his community, there is a 10-bed hospital that has a 2-bed intensive care unit (ICU). A large hospital with comprehensive services is located in a nearby city 100 miles away.
Mr. Wiley became ill with a fever and cough. Because his regular physician was out of town, he went to the local hospital, where he was diagnosed with pneumonia and admitted. Mr. Wiley received supportive care, but after 3 full days with no apparent improvement, the admitting physician transferred him to the city hospital for a referral with a pulmonologist.
Mr. and Mrs. Wiley wanted to drive to the city hospital in their private vehicle, as opposed to having Mr. Wiley transported by ambulance. Their rationale was based on the fact that Mrs. Wiley could drive, Mr. Wiley was stable, and their insurance did not cover ambulance transport unless it was a medical emergency. Up to this point, Mr. Wiley had only received supportive care; his IV had been capped, and he was taking oral antibiotics. The Wileys' request to drive themselves was refused, and Mr. Wiley was transported by ambulance; they were charged $1300 for the transport.
Once Mr. Wiley arrived at the city hospital, it took 2 days for the pulmonologist to see him because the admitting unit mixed up his name with another patient. A computed tomography scan was completed, which revealed he had a large mass and pleural effusion. Mr. Wiley was then seen by a thoracic surgeon, who scheduled him for a thoracotomy the next day—a Sunday. This required assembling an on-call surgical team at the higher weekend rate.
Following surgery, Mr. Wiley was in the ICU. He experienced several postoperative complications precipitated by the initial delay in correct diagnosis and treatment. On postop day 11, an order was written to transfer Mr. Wiley out of the ICU to the medical unit, but because of a shortage of nursing staff on the medical unit, he remained in the ICU for 2 additional days before being transferred to a medical unit and discharged home later that day.
Mrs. Wiley spent 10 months disputing many of the charges because her husband's care had been delayed by the medical team, causing his complications and extensive hospitalization. The Wileys believed that they should not be charged and held responsible for the 3 days in the rural hospital, the “emergency” transport, the 2 days in the city hospital before Mr. Wiley was seen by the specialist, and the 2 additional days spent in the ICU because the hospital was short staffed. The insurance company and hospital finally agreed on how much the insurance company would pay of the $136,000 worth of services billed. The hospital wrote off $60,000, and the Wileys paid $5000 in co-payments.
Case Analysis
Mr. Wiley's care was not cost-effective because there were many delays that were costly both from a systems standpoint and from the exacerbations to the seriousness of his illness. The hospital eventually was forced to write off nearly half of the billed charges, which will eventually result in higher charges across the system to compensate for these and other losses. Mr. Wiley's story highlights how a lack of communication resulting in a lack of effectiveness in timely treatment continues to haunt health care, affecting the quality of patient care and outcomes as well as patient costs. Value was not attained because Mr. Wiley's care was delayed in both the rural and the tertiary care hospitals.
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