
Health Care Expenditures Reexamined

Concern about health care expenditures is not a new
phenomenon. Seventy-five years ago, President Her-

bert Hoover appointed a committee to investigate the cost
of medical care under the chairmanship of Ray Lyman
Wilbur, MD, president of Stanford University (1). Thirty-
eight years ago, John Gardner, Secretary of Health, Edu-
cation, and Welfare, convened a national conference on
medical care costs (2). Since then, not a year has passed
without professional and lay periodicals addressing this
subject. Most recently, Annals has published 4 articles by
Thomas Bodenheimer on health care costs, the last of
which, coauthored by Alicia Fernandez, appears in this is-
sue (3–6). These articles provide valuable background ma-
terial and address several key questions about expenditures
from many different perspectives. Possible approaches to
cost containment are discussed, with special emphasis on
the potential role of physicians and with the caveat that
this is “an overview of a complex topic, written by a non-
economist for noneconomists” (3).

This editorial, written by an economist for physicians,
emphasizes some critical distinctions and offers a some-
what different set of questions and answers. It differentiates
sharply between levels of expenditures and their rates of
growth, addresses the question of why either should be of
concern for public policy, and discusses strategies for con-
taining expenditures.

It is important to distinguish between high levels of
expenditures and high rates of growth because the symp-
toms, diagnoses, and appropriate interventions all differ
markedly. The level of health expenditures in the United
States is very high relative to other countries: In 2001, the
United States spent $4887 per person, almost 50% more
than the next highest-spending country, Switzerland. The
median level of spending for the 30 countries belonging to
the Organisation for Economic Cooperation and Develop-
ment (OECD) was only $2161 (7). By contrast, the rate of
growth of expenditures in the United States was very sim-
ilar to that in other countries from 1991 through 2001.
The inflation-adjusted rate of growth in the United States,
3.0% per year, was exactly the same as the median of the
OECD countries (7). In some periods U.S. expenditures
grew faster than those in other countries, but sometimes
the reverse was true. The reasons why U.S. expenditures
are high relative to other countries are different from the
reasons why health expenditures grow rapidly in all coun-
tries.

With respect to levels of health care spending, an anal-
ysis of differences between the United States and Canada
concluded that the principal explanations for higher expen-
ditures for physician services in the United States were
greater administrative costs, higher physician incomes,
more amenities, and low-capacity utilization of physicians
and equipment for specialized diagnostic and therapeutic

procedures (8). More speculatively, U.S. care may be more
intensive or, broadly defined, of higher quality: In the
United States, specialists provide a higher proportion of
visits for evaluation and management, and procedures are
available without much queuing. For hospital costs, the
principal explanations for the differences between the
United States and Canada in real costs per adjusted admis-
sion are higher administrative costs, more amenities, and
low-capacity utilization of specialized equipment and per-
sonnel in the United States (9).

In contrast, the rate of growth of expenditures over
time in the United States and in other countries is driven
primarily by new technology and new applications of old
technology (4). When Medicare expenditures for physician
services jumped 15% between 2003 and 2004, the Bush
Administration cited longer and more intensive office vis-
its, more laboratory tests, more frequent and complex im-
aging procedures, and greater use of in-office prescription
drugs (10). Dr. J. James Rohack, chairman of the Board of
Trustees of the American Medical Association, attributes
some of the increase to new drugs and technology ap-
proved for coverage by Medicare and to government-en-
couraged screening for cancer and diabetes (10). Two other
factors that affect expenditure growth over long periods are
a country’s rate of growth of gross domestic product and
changes in the age structure of the population. All things
being equal, health care expenditures grow more quickly
the more rapidly the gross domestic product grows and the
faster the population ages. Most of the time, however,
changes in technology dominate changes in health care
expenditures in all high-income countries, which is why
percentage rates of growth tend to be similar.

What determines the pace and direction of techno-
logic change in medicine, the main driver of rising expen-
ditures? The advance of science is part of the answer, but
the financial incentives and constraints facing drug compa-
nies, physicians, hospital administrators, and others are
also very important. Most countries feel the impact of new
technology, but many try to limit the diffusion of expen-
sive new drugs and equipment by formularies and controls
on capital spending. They also force physicians and hospi-
tals to work within fixed budgets. Large buyers, such as the
government or insurance funds, use their buying power to
hold down drug prices and physicians’ incomes. In the
United States, where such cost-containment measures are
absent or limited in scope, insured patients tend to de-
mand drugs, tests, and procedures regardless of cost.

Other industries also have technologic change, but
most face more imposing constraints: Technologic change
must exceed a satisfactory benefit–cost threshold or it will
not be undertaken. Consider, for example, development of
a more fuel-efficient automobile engine. Potential buyers
can and will compare the savings in fuel against the higher
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cost of the engine. Knowing that buyers will make this
comparison, automobile manufacturers make the calcula-
tion first and do not develop innovations that are not ex-
pected to be cost-effective. Moreover, research and devel-
opment in most industries focus not only on better
products but on innovations that lower production costs.
Medical research and development focus primarily on bet-
ter products that find a ready market regardless of cost.

Although technologic change in medicine usually re-
sults in greater expenditures, it also frequently brings ben-
efits, such as extending life or improving the quality of life.
Why should public policy be concerned with the level or
rate of growth? Much is often made about the fact that the
United States spends over 15% of the gross domestic prod-
uct on health care while other high-income countries
spend only 8% to 10%. But every country spends 100% of
its gross domestic product on something; if other countries
spend less on health care, they must spend more on cars or
clothes or other goods and services. Is that bad for them
and good for the United States? Not necessarily. It all de-
pends on the value obtained by the spending. The main
reason we should care about high health expenditures is
because extra spending in the United States may not pro-
vide as much value in improved health or other sources of
patient satisfaction as if those funds were used for educa-
tion, housing, scientific research, environmental protec-
tion, or other private or public consumption and invest-
ment. Many investigators believe that even though the
total value of health care is large relative to expenditures, a
significant portion of spending is for health services of lim-
ited or zero value (11). This can occur for several reasons.
Physicians and hospital administrators don’t know what
the benefits are because the information may not exist or
may not have been adequately communicated. Fear of mal-
practice suits may induce interventions of limited value
(12). Probably most important, financial incentives may be
misaligned. Fully insured patients will want any care that
might do them some good, regardless of cost. Physicians
may feel obliged to provide that level of care. Not infre-
quently, the reimbursement system will be out of whack,
with low-value interventions more richly rewarded than
those of higher value.

Some writers claim that health care spending is impor-
tant because high expenditures make U.S. companies less
competitive in the global economy. That’s incorrect.
Health expenditures have no more relationship to compet-
itiveness than do expenditures for hotels or haircuts. Em-
ployer contributions to health insurance are part of a total
compensation package that includes basic wage rates, over-
time premiums, and a wide variety of fringe benefits. If
total compensation is high relative to productivity, the firm
will not be competitive—that is obvious. But the form of
compensation, such as wages, health insurance, or other
benefits, is irrelevant. Food is much more expensive in
Japan than in the United States, but no one claims that the
high price of food has made Japan uncompetitive in the

global economy. The confusion stems in large part from
the belief that employer-based insurance is paid out of cor-
porate profits rather than being passed on to workers in
lower wages. The facts suggest just the opposite. Over the
past 40 years, health insurance premiums have skyrock-
eted, but inflation-adjusted corporate profits per worker
have doubled. On the other hand, inflation-adjusted wages
of production and nonsupervisory workers are lower now
than they were 40 years ago (13).

There is no good reason why a country should set an
arbitrary limit on the level or rate of growth of health care
expenditures. That is not a sensible social goal any more
than a limit on spending for education, food, housing, or
any other good or service. What is sensible is to strive for a
system of health care finance and delivery that results in
incremental value commensurate with that provided by
other sectors of the economy. That goal is reached when
the last 1% of health care spending provides as much ben-
efit as the same amount spent in some other way, such as
enrolling an additional 2 million children in Head Start or
increasing the number of police officers by 50%. Better
information about the benefits and costs of medical inter-
ventions would help to achieve that goal, especially when
combined with a reimbursement system that motivates
physicians to consider benefits and costs when making de-
cisions.

What public policies might bring about a better bal-
ance between incremental health care expenditures and
benefits? To affect the growth of health expenditures—
more important than levels in the long run—the focus
must be on modifying the pace and direction of techno-
logic change. The United States needs a large, independent
organization to assess the benefits and costs of technologies
and to make that information readily accessible to physi-
cians and other decision makers (14). Several European
countries have created such organizations; a highly success-
ful model is the National Institute for Health and Clinical
Excellence (NICE) in England (15). Better information
alone, however, will not usher in an era of cost-effective
technologic change. It must be combined with a payment
system that rewards physicians and hospital administrators
for using the information to make appropriate decisions
about drugs, devices, and equipment. These decisions, in
turn, will serve as signals to the suppliers of new technol-
ogies to keep potential benefits and costs in balance as they
proceed with their research and development programs.

To affect the level of expenditures, the focus must be
on physicians, whose decisions about drugs, tests, and hos-
pitalization determine the bulk of health care costs at any
given time. Bodenheimer reviews many recommendations
about how better decision making by physicians could con-
tribute to cost containment (6). Most of these recommen-
dations are not new; that they have not yet been widely
implemented suggests that the problem is systemic rather
than attributable to individual negligence or indifference.
One systemic problem is the scale of practice. Most physi-
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cians are in practices that are too small to take full advan-
tage of drug formularies, electronic patient records, more
intensive use of physician extenders, and other innovations
that contribute to effective and efficient care. A second
systemic problem is the method of reimbursement. Given
the ubiquity of third-party payment and the absence of
direct government controls, responsibility for weighing
costs and benefits falls to physicians. But the most widely
used method of reimbursement, fee-for-service, does not
provide the right incentives. Probably only comprehensive
reform of health care finance—the way the funds are raised
and the way they are paid out—can bring about the nec-
essary organizational changes that will give physicians the
information, infrastructure, and incentive to deliver cost-
effective care to the entire population (16).
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