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Summary

Recent data indicate that economies across the globe spend an average of $500 per
person, or 5.4% of gross domestic product, on health care. Of that, approximately half is
financed through government sources. Income elasticity estimates also indicate that the
percentage of gross domestic product spent on health care, along with the proportion of
health care expenditures financed by the government, increase with income. Lowincome countries spend an average of 4.2% of gross domestic product on health care
and, of that, slightly more than one-third is financed by government authorities. Highincome countries spend nearly 10% of gross domestic product on health care, with 62%
of the total financed by government authorities. The remaining funds flow primarily
from consumers as out-of-pocket payments, with private insurance accounting for only
a modest share of health care financing. Funding sources affect both risk sharing and
equity. Individuals without health insurance are forced to bear the entire financial risk of
any illness. Those with insurance, either private or public, transfer most of that risk to
third-party payers. The desire to enhance equity and correct market failures are the
primary reasons for governments funding health care expenditures. Unfortunately, the
need to address these issues is most pressing for low-income countries yet their ability
to do so is severely hampered by limited tax bases.
1. Introduction
Rising health care costs have placed tremendous pressure on health care systems around
the world. A recurring theme is the need for health care reform to address problems of
efficiency, equity, and access to medical care. Critical to the health care reform debate is
the role of alternative funding sources. This article provides an overview of funding
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sources across the globe. Particular attention is paid to regional disparities and the effect
income has on funding sources. The paper begins with a review of the effect of thirdparty payers on risk sharing. This is followed by an examination of the rationale for
government intervention in health care markets. The article closes with an analysis of
funding sources across the globe.
2. A Model for Health Care Financing
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Health care systems differ widely across the globe in terms of their financing and
payment schemes. In the most general terms, a health care system is the institutional
structure through which a society makes decisions regarding how much medical care to
produce, how it is to be produced, who should receive the medical care produced, and
how it is be funded. Due to the global variability in health care systems, many people
have trouble understanding how they function. In an attempt to clarify the problem, a
general model of a health care system is presented in Figure 1. The shape of this graph
is triangular to capture the interaction between the three main participants in any health
care system: patients or consumers, the medical care providers, and the third-party
payers. Critical to our discussion is the role third-party payers play in financing health
care.

Figure 1. A model for health care financing
Before discussing the role of third-party payers, we need to look at the more typical
market transaction, captured along the bottom of Figure 1. In most market transactions,
the consumer exchanges directly with the provider and the out-of-pocket price equals
the full cost of the services provided. Under a normal market exchange, consumer and
provider are fully informed as to the price and quality of the product and an unexpected
outcome is unlikely. For example, a consumer goes down to the corner store and
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purchases the morning newspaper. An unexpected outcome is not likely to occur and if
it does it can be easily remedied. In most cases, however, that does not reflect a typical
transaction for medical care. For example, when an individual goes to the doctor with
flu-like symptoms, the visit is not anticipated and the price, quantity, and quality of the
medical service provided are unknown beforehand because of the uncertainty
surrounding diagnosis and treatment.

U
SA NE
M SC
PL O
E –
C EO
H
AP LS
TE S
R
S

Given that illness occurs irregularly and unexpectedly and that medical costs are
difficulty to predict on an individual basis, a third-party payer such as a private
insurance company or government agency plays a critical role in financing medical
expenditures. Because a third-party payer can pool the risk associated with the
consumption of medical care over a large number of individuals, it is in a much better
position to manage with greater certainty the financial risk associated with the purchase
of medical services. This is primarily because of the law of large numbers, which states
that medical costs can be predicted with much greater accuracy across a large
population when events are random than they can for an individual. Since most people
are risk averse, they prefer the certainty of an insurance premium payment to the
uncertainty of financial losses due to illness. Many individuals therefore purchase
medical insurance and in return benefit through enhanced financial security. As
illustrated in Figure 1, if the third-party payer is a private insurance company then it
receives premium payments from consumers in exchange for some type of medical
coverage. The private insurance carrier, in turn, compensates medical care providers for
medical services provided to individual policyholders. Methods of reimbursement to
medical care providers can vary widely, however. For example, medical care providers
may be compensated on a variable or fee-for-service basis, in which case health care
providers receive individual payments for each medical service provided. Or payments
could be made on a fixed basis, and health care providers receive predetermined
negotiated payments that are independent of the actual cost or quantity of medical care
provided.

Where a government agency acts as a third-party payer, medical care providers are
reimbursed by a government authority and health expenditures are funded through either
a general tax (i.e. Canada) or some type of payroll tax (i.e. Germany or France). In some
instances, government authorities take a much more active role in medical care markets,
with public ownership of health care facilities such as hospitals and clinics. This is the
situation in the United Kingdom and Hungary.
3. Risk Sharing and Payment

The health care financing scheme adopted by any country has a significant impact on
the distribution of financial risk across the population. Individuals without insurance are
forced to bear the entire financial risk of any illness. Any risk sharing under these
circumstances among a larger group is likely to be limited and generally voluntary. It
may include the family or some other type of kinship relationship. Voluntary risk
sharing is very common in low-income countries where governments have limited funds
and markets for private health insurance are not well developed.
When individuals purchase health insurance from private vendors, much of the financial
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risk associated with health care expenditures is transferred to a third-party payer in
exchange for fixed premium payments. The insurance premium equals the sum of the
expected benefits to be paid out, plus administrative costs, taxes, and profits. The
monetary value of expected benefits depends in turn on the health risk characteristics of
the group or individual purchasing the insurance. To control the cost of moral hazard,
however, the third-party payer generally makes sure that at least some financial risk
resides with the policyholders. For example, individual policyholders may be forced to
pay deductibles or copayments. When individual subscribers are forced to shoulder
some of the financial risk, they are less inclined to acquire medical care.

U
SA NE
M SC
PL O
E –
C EO
H
AP LS
TE S
R
S

The capacity of a private insurance company to pool financial risk also hinges on its
ability to categorize policyholders into different groups. If the insurance premium is
determined on a community-rated basis, then the risk premium is based on the risk
characteristics of the entire membership. On the other hand, when the premium is
calculated using an experienced-rated basis, then the insurer places individuals, or
groups of individuals, into different risk categories based on health risk factors such as
age and gender. In the former case, the financial risk for subscribers is shared equally
across the entire membership because everyone pays the same for health care insurance.
In the latter case, the financial risk is pooled across much smaller groups or individuals
because premiums are directly linked to individual health risks. As a result, those
groups or individuals who are deemed less healthy, and therefore more likely to
consume large amounts of health care, pay higher premiums.
In an attempt to improve access to private health insurance, some governments force
health insurance companies to adopt a community-based rating system for all
individuals. Proponents argue that when such legislation is in place insurance
companies no longer have the incentive to exclude individuals or groups of individuals
that may be considered bad health risks. Thus, access to private health insurance, and
therefore health care, improves. Critics of a community-based system argue that just the
opposite may occur because healthy individuals who are forced to pay more for health
insurance may elect not to purchase health insurance. The decision not to purchase
health insurance may be particularly true for low-income individuals or families who
are forced out of the insurance market because of an increase in health insurance
premiums. Others are concerned that private insurance carriers will elect not to sell
insurance in regions that require a community-based rating. The effect of communitybased rating on access to private health insurance is not fully understood and needs to be
the subject of further research.
While it is clear that employers make the premium payments to insurance carriers,
economic theory suggests that most of the cost of the insurance is pushed back on to
employees in terms of forgone wages when competitive labor markets exist. The
forgone wage argument is based on the notion that in a competitive labor market
employers lower their wage offer to workers in an attempt to recoup the cost of medical
insurance. Workers accept the lower wage offer provided they attach a monetary value
to the medical insurance. Employees therefore bear a share of the cost of medical
insurance in terms of lower wages. As a result, any requirement on employers to
provide health care coverage may place a tremendous financial burden on low-wage
workers since they are forced to pay for medical insurance through forgone wages.
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Where a government agency acts as a third-party payer, financial risk is distributed
among a much larger segment of the population. Generally, when some type of social
insurance program is implemented, participation is mandatory and the cost of the
program is heavily subsidized through taxes. Even under these circumstances
individuals may be called on to bear some of the financial risk in terms of deductibles
and copayments. The objective is to contain medical costs by making consumers
financially responsible for a portion of their health care costs.
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Finally, the growth of managed care has meant that health care providers have
increasingly been forced to share in the financial risk. The objective is to limit the
production of unnecessary medical care and contain costs through financial incentives.
For example, fixed payments for medical services, such as capitation, make medical
care providers accountable for cost overruns. Other more sophisticated payment
schemes that force medical care providers to bear some of the financial risk include
bonuses and withholds. These performance-based methods of compensation directly
link the level of compensation provided to the appropriateness of the medical care
provided. Global budgeting, which establishes spending limits for medical services
provided over a given time period, is another mechanism used to transfer financial risk
on to health care providers.
-
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