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Preface

Health care is a unique economic commodity. In general, people do not
know if and when they will need it and they do not know what types of
health care they might need. They also have very little information about
the impact of health care on their health. Crucially, their use of health care
might impact upon other people’s health and well-being. These facts make
health care different from most other goods and services that are analysed
in standard economic approaches. Furthermore, in most high-income
countries, health care is publicly financed, and many of these countries
have policy objectives that state that health care should be distributed
according to some notion of need rather than according to how much con-
sumers are willing to pay for it. All of this makes health care so interesting
to us as economists and has provided the motivation for this book.

In particular, we have been motivated to write a book that is concerned
with the value judgements associated with distributing health care. Our
aim is to set out some of the key economic and ethical issues that are
involved in distributing health care. As such, our focus follows from the
desire to provide a theoretical background for analysing some of the major
challenges facing health-policy makers. Indeed, we hope to show that some
issues that are sometimes discussed by economists in technical language
are more about policy objectives, and thus reflect normative assumptions
upon which economic analyses are based.

The book is compact and has a focus on how health care should be dis-
tributed in publicly funded health care systems. It should not, therefore, be
seen as a ‘stand alone’ textbook in health economics, but rather as a com-
panion to other texts. We certainly acknowledge that this book does 
not provide a ‘just coverage’, in that we do not cover the topics that health
economists have been writing about in proportion to the amount written
on those topics. Part of this inevitably stems from our chosen walk through
the topics, something that may have the unintended side-effect of stepping
on the toes of some of our peers by not giving them sufficient credit.
We hereby apologize, but writing a textbook that would please all of our

Dolan-fm.qxd  9/20/02  11:44 AM  Page v



academic colleagues is impossible—we have found it hard enough to please
ourselves!

We therefore acknowledge that there are some loose ends, and there will
inevitably be those who think that we should have dealt with some issues
in more detail. But, as the Norwegian Nobel Laureate in Economics, Trygve
Haavelmo, is said to have commented ‘a good textbook should contain
some weaknesses for the teacher to spot, so that he can impress his stu-
dents’. With this in mind, we hope that teachers (and reviewers) will find
things that they can ‘score points’ on! More importantly, we hope that stu-
dents will gain some understanding—and enjoyment—from reading it.
If they start to reflect upon and deliberate about the issues, then fine. And,
if they agree with our views, then even better.

Our intention has been to make the book accessible to a wide audience
of economists and non-economists. We have therefore avoided using
mathematical notation so far as possible and have used diagrams only
where they aid exposition. This book is truly a joint effort. We hope that
this comes across in the style of the book, where we have tried to make the
whole thing a seamless and coherent walk through the issues. In the econ-
omists’ tradition, the two authors are listed alphabetically.

Paul Dolan,
Sheffield Health Economics Group,
University of Sheffield, UK

Jan Abel Olsen,
Institute of Community Medicine,
University of Tromsø, Norway

vi PREFACE

Dolan-fm.qxd  9/20/02  11:44 AM  Page vi



Acknowledgements

There are two people who in their own ways have greatly influenced our
views about health economics—Bob Evans and Alan Williams. To the
extent that we have professional heroes, these are the two. The Health
Economics Research Programme at the university of Oslo (HERO) is a
somewhat different hero to us—a financial one. However, this is not to for-
get the non-pecuniary aspects in terms of its great professional environ-
ment and friendly atmosphere. Due to us both having part-time positions
in Oslo, we have been able to meet regularly in a location somewhere
between Sheffield and Tromsø. Therefore, this book can justifiably be con-
sidered as one output from the HERO programme.

We would like to thank Bob Evans, Gavin Mooney, Erik Nord, Jeff
Richardson, and Alan Williams for their comments on particular chapters.
We are indebted to Aki Tsuchiya who acted as a kind of proofreader and
who pointed out some important factual errors and omissions. The usual
disclaimers apply. Happy reading!

Paul Dolan and Jan Abel Olsen
April 2002

Dolan-fm.qxd  9/20/02  11:44 AM  Page vii



Dolan-fm.qxd  9/20/02  11:44 AM  Page viii

This page intentionally left blank 



Contents

1 Health care and health 1

1.1 What is health care? 1
1.2 What is health? 3
1.3 What does health care—and 

health—do for people? 5
1.4 The determinants of (ill) health 7
1.5 The health of nations 9
1.6 Conclusion 11

Suggested reading 12

2 Economics and efficiency 13

2.1 Microeconomics—studying markets 
and their actors 15
2.1.1 More in means more out—but 

at a diminishing rate 16
2.1.2 Substitution—‘there is more than 

one way to skin a cat’ 19
2.1.3 Scarcity: a dismal reality for the 

dismal science 23
2.1.4 Supply and demand—and the 

magic equilibrium 27
2.2 Conclusion 30

Suggested reading 30

3 Justice and fairness 31

3.1 What is to be distributed? 32
3.1.1 Utility 32
3.1.2 Primary goods 34
3.1.3 Basic capabilities 35

3.2 How is it to be distributed? 35
3.2.1 Sum-ranking 36
3.2.2 Maximin 36
3.2.3 Egalitarianism 37

Dolan-fm.qxd  9/20/02  11:44 AM  Page ix



3.3 Choosing a preferred distribution 38
3.3.1 Choosing a point on the utility possibility

frontier 38
3.3.2 The social welfare function 40

3.4 Alternatives to distributive justice 42
3.4.1 Rights 42
3.4.2 Procedural justice 44
3.4.3 Medical ethics: different principles 

at the bedside? 45
3.5 Conclusion 47

Suggested reading 48

4 Efficiency-motivated responses 
to market failures 49

4.1 The perfect market model and the 
imperfect market for health care 49

4.2 Uncertainty and insurance 53
4.2.1 The welfare gain from insurance 53
4.2.2 The probability and the loss 55
4.2.3 Actuarially fair insurance 56

4.3 Adverse selection 57
4.4 Moral hazard 59
4.5 Asymmetric information and the 

agency relationship 60
4.5.1 The doctor–patient relationship 61
4.5.2 Supplier-induced demand 62
4.5.3 The agency relationship and 

social welfare 65
4.6 Externalities—selfishly motivated 66

4.6.1 Contagion 67
4.6.2 Productivity 69

4.7 Conclusion 70
Suggested reading 71

5 Equity-motivated responses to 
market failures 72

5.1 Reasons for caring—defining altruism 73
5.2 Transfers in cash or in kind 75

x CONTENTS

Dolan-fm.qxd  9/20/02  11:44 AM  Page x



5.3 Concerns for more than one individual 78
5.4 Concerns for the community 79
5.5 Conclusion 80

Suggested reading 81

6 Providing health care: finance 
and regulation 82

6.1 Flows of money: the ‘revenue–
expenditure–income’ identity 83
6.1.1 Limited revenue 84
6.1.2 Keeping expenditures in line 

with revenues 85
6.1.3 Earning incomes from the expenditures 86

6.2 Disaggregation: a closer look at 
gainers and losers 86
6.2.1 Shifting the financial burdens 87
6.2.2 Making a living from expenditure 88

6.3 The split between purchasers and providers 88
6.4 Labour supply 92
6.5 Conclusion 96

Suggested reading 97

7 Economic evaluation techniques 98

7.1 Different techniques with some basic similarities 98
7.2 Valuing benefits in monetary terms 101

7.2.1 Non-preference-based measures of
monetary benefits 101

7.2.2 Preference-based measures of
monetary benefits 105

7.3 Valuing benefits in health terms 108
7.3.1 Non-preference-based health benefits 108
7.3.2 Quality-adjusted life-years 109
7.3.3 Measuring health-related quality of life 110

7.4 Estimating costs—some key principles 112
7.4.1 Marginal costs 112
7.4.2 Social costs 113

7.5 Discounting—a preference for the present 114
7.5.1 The reasons for discounting 115

xiCONTENTS

Dolan-fm.qxd  9/20/02  11:44 AM  Page xi



7.5.2 Some formulae and examples 115
7.5.3 Some views on discounting 116

7.6 Conclusion 118
Suggested reading 120

8 The ethics of economic evaluation in 
priority setting 121

8.1 Aggregation issues 122
8.1.1 Aggregation in monetary terms 122
8.1.2 The distribution of health benefits 123

8.2 The importance of different health streams 124
8.2.1 The no-treatment health stream 124
8.2.2 Age and the previous stream of health 125

8.3 The importance of non-health characteristics 126
8.3.1 The causes of ill health 127
8.3.2 The consequences of improved health 128

8.4 Quantifying preferences 128
8.4.1 The type of preferences required 128
8.4.2 The nature of individual preferences 130

8.5 Quantifying rights and procedures 131
8.6 Conclusion 133

Suggested reading 134

9 Towards a new health economics? 135
9.1 The boundaries of health economics 135
9.2 The demand for curves 137
9.3 Justice and fairness: societal judgements 139
9.4 The market fails—but so may the government 140
9.5 Caring for others 140
9.6 Purchasing and providing health care 141
9.7 Economic evaluation 142
9.8 Beyond health benefits 143
9.9 A new normative health economics? 144

References 146

Index 151

xii CONTENTS

Dolan-fm.qxd  9/20/02  11:44 AM  Page xii



1

Health care and health

This chapter considers what is meant by health care and health. It looks at
what health care does for people, and at what the determinants of ill health
are. The chapter is primarily an analytical one but it also highlights some
stark inequalities in health care expenditure and health.

1.1 What is health care?
What do we mean by health care? What makes some types of resource use
and some activities eligible to be termed ‘health care’ and others not?
Answering these questions seems a sensible place to start given the title of
the book. Health care is about cure, care, and prevention. Health care refers
to those resources society uses in an attempt to cure them or to care for
people in ill health. In addition to curing and caring for people who have
already become ill, health care includes some of those activities that seek to
prevent people becoming ill in the first place.

Cure is concerned with improvements in health. When a person’s life is in
danger, or when they suffer from an illness, a ‘cure’ might (1) fully restore
that patient’s health (for example, rescue operations); (2) improve their
health, though not completely (for example, cataract operations); or (3)
limit the extent to which their health deteriorates (for example, pain relief
for the terminally ill). While this latter situation might not correspond with
the everyday connotation of the word ‘cure’, it is still motivated by improv-
ing health compared to what might otherwise be the case. Care is not
directly concerned with improving health; rather it seeks to provide dignity
for sick people.

Prevention includes those resources whose main purpose is to reduce the
probability of illness or premature death. In principle, prevention includes
any intervention that seeks to reduce these risks; for example, traffic, work,
and environmental safety. As such, there are many ways in which illness
and premature death can be prevented, and often these lie outside of
our usual conceptions of health care. One pragmatic way to separate out
‘preventive health care’ from other preventive interventions is to say that
for prevention to be termed health care, health professionals must be
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involved in its provision. An even more pragmatic approach would be 
to say that health care is whatever a national accounting system (for 
example, the Organisation for Economic Co-operation and Development
(OECD) system of classifying health care expenditures) defines it to be.

The three types of health care identified above differ in at least three
important respects. First, they differ in their primary purpose. Cure and
prevention primarily seek to improve health; that is, to produce health out-
comes. Caring, on the other hand, has a qualitatively different purpose. The
interaction between a carer and a patient is not justified by its outcomes,
but by such process-related concepts as dignity, respect, autonomy, empathy,
and sympathy. The economic evaluation of health care interventions has
traditionally focused on the measurement of health outcomes and has
largely ignored the less tangible, and consequently harder to measure,
processes of care. Nonetheless, it is important to try to measure the ‘good-
ness’ from the various types of care because not all types of care are equally
good.

Second, the types of health care differ according to the availability of
alternatives to health care. There are clearly alternative measures to prevent-
ive health care. For example, in the case of anti-hypertensive drugs, there
are alternative ‘non-pharmacological’ interventions such as reduced salt
intake or physical exercise. If avoided deaths are ‘produced’ by prevention,
then safety interventions might be better than health care at producing
them. There are also substitutes for formal health care through the infor-
mal sector. Rather than being institutionalized, sick people could receive
care from family members, friends, or charities. In the case of cure, how-
ever, there are very few—if any—substitutes. For most illnesses, most of us
would prefer to see a health professional rather than anyone else. The
extent to which alternatives to health care exist is crucial in the context of
a discussion about the public provision of health care. In general, the fewer
alternatives to health care that exist, the stronger the argument for public
subsidisation. This is an issue we will return to later in the book.

Finally, the types of health care differ according to their time horizon.
Whilst both cure and care deal with the present, prevention in concerned
with the future. The closer in time the relationship between the interven-
tion and its consequent ‘goodness’, the more ‘heroic’ becomes the interven-
tion, and the more morally obliged society becomes to make health care
available. As a result, there is an ethical difference between health care that
saves the life of a known individual (for example, by mountain rescues)
and health care that results in the saving of an unknown (statistical) life in
the future (for example, by road safety).

2 HEALTH CARE AND HEALTH
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1.2 What is health?
Much of the discussion so far, particularly with respect to cure and pre-
vention, has focused on health care in relation to health. So, what is ‘health’
then? Defining health is even more problematic, and certainly more con-
troversial, than seeking to define health care. We can think of a continuum
of definitions ranging from the very narrow to the very broad. At one
extreme lies a narrow medico-technical definition, where health refers to
the degree of bodily functioning that is observable to an external expert
and measurable on medical instruments. At the other extreme lies the
famous World Health Organization (WHO) definition of health as ‘a state
of complete physical, mental, and social well-being’ not ‘merely the absence
of disease and infirmity’.

Such an all-encompassing definition of health would imply that every-
thing becomes health care, simply because all commodities affect ‘physical,
mental, and social well-being’. For the purposes of distributing health care,
a narrower conception of health is required. A pragmatic approach to 
finding a meaningful definition of health would be to look at how health is
defined within the descriptive systems that are currently being used to meas-
ure health in clinical trials and evaluative studies. Interestingly, many of
these descriptive systems refer to the concept of health-related quality of
life, implying something that is broader than the medico-technical defini-
tion of health but narrower than the WHO definition. But, of course, this
still raises questions about what health means in ‘health-related’.

The different descriptive systems define health in different ways, largely
because they are designed for different purposes. Condition-specific instru-
ments are designed to measure health within a particular condition or dis-
ease group. Generic instruments have been developed to measure and
compare health status across a range of different dimensions, although the
dimensions often cannot be combined to form an overall single value for a
composite health state because the number of dimensions and levels within
dimensions is very large. There now exist some descriptive systems that do
allow values to be attached to overall health status and, because these are
suitable for use in informing resource allocation decisions across a range 
of diverse interventions, they will be the focus of attention here. Table 1.1
lists these descriptive systems together with the dimensions of health 
contained within them (see Brazier et al. 1999 and Richardson 2001). The
systems differ enormously in the dimensions that they include and also
markedly in terms of where they are located on the ‘narrow’ to ‘broad’
spectrum. The Health Utilities Index: Version 3 (HUI-III), for example,

3WHAT IS HEALTH?
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adopts a rather narrow ‘within-the-skin’ conception of health, whilst
dimensions such as ‘usual activities’ put the EQ-5D (formerly EuroQol)
more towards the other end of the spectrum.

Even at this pragmatic level, then, there are enormous differences in 
how health is defined. However, all the descriptive systems in Table 1.1
define health as being something narrower than general well-being but
much wider than the presence or absence of a medical condition. This 
general definition of health is all that is required for the purposes 
of this book.

The dimensions included in these descriptive systems refer to attributes
of health states only. As such, they all refer to the ‘quality’ side of health, as
opposed to the ‘quantity’ side that takes account of duration. Any mean-
ingful metric of health would clearly have to include both quality and
quantity. Furthermore, when judgements are made on the expected gains
from an intervention, the probability of successful outcomes is crucial; the

4 HEALTH CARE AND HEALTH

Table 1.1 The different descriptive systems that generate single index values
for health

Descriptive system Dimensions Levels Health
states

Rosser Disability 8 29
Distress 4

EQ-5D Mobility, self-care, usual activities, 3 243
(formerly EuroQol) pain/discomfort, anxiety/depression

Quality of well-being Mobility, physical activity, social 3 1170
(QWB) functioning 27 symptoms/problems 2

SF-6D Physical functioning, role limitations, 4–6 18 000
(derived from SF-36) social functioning, pain, mental 

health, vitality

Health Utilities Index: Sensory, mobility, emotion cognitive, 24 000
Version 2 (HUI-II) self-care, pain, fertility

Health Utilities Index: Vision, hearing, speech, ambulation, 972 000
Version 3 (HUI-III) dexterity, emotion, cognition, pain

AQoL (assessment of Illness, independent living, social 16 800 000
quality of life; or relationships, physical senses,
Australian QoL) psychological well-being—each

consists of three sub-dimensions
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higher the success rate, the better. And, lastly, at the population level, the
more people that receive individual health gains, the higher the total health
gain to society. Thus, the simplest way to value health gains would be to
calculate the product of (1) health state improvements, (2) duration, (3)
probability, and (4) the number of people benefiting. Calculating health
gain in this or other more complicated ways is perhaps the most crucial
part of the economic evaluation of health care interventions, and it is
something we will return to in later chapters.

1.3 What does health care—and health—
do for people?
The reasons why people consume health care are very different from why
they consume other goods and services. In general, consumers demand
goods because of the pleasure (or avoided pain) these goods are expected
to yield. In the language of economists and philosophers, consumers 
derive utility from the consumption of most goods and services. In more
everyday language, we get satisfaction from consuming goods—otherwise
we would not have chosen to spend money on them.

The reason why patients consume health care, however, is not because
health care gives satisfaction per se, but rather because of the positive effect
it has on health. Thus, the demand for health care is derived from the
demand for health. In the words of Evans and Wolfson (1980), ‘health care
per se is in general a dis-good, except in so far that it contributes to 
health ( . . .). People ‘consume’ health care for its expected effects on health;
absent these, and they would prefer not to use it’. Hence, in order for 
people to be willing to consume health care, the benefits in terms of
expected improvements in health must more than outweigh the disutility
from the consumption of health care.

So, what good does good health do then? First and foremost, good health
has intrinsic value in its own right. There is a direct effect of improved
health on the individual’s utility. Beyond this direct effect, there are two
important positive ‘side-effects’ of improved health. First, healthy people
are able to earn more and, second, healthy people are better able to satisfy
their social needs. These relationships are shown in Fig. 1.1. Health care
(HC) and wealth (W) are measurable in physical or monetary terms. Social
relations (SR) can be measured in terms of number of friends and family
members, as well as the frequency of contacts with them, but this says
nothing, of course, about the quality of these contacts. Health (H) can be

5WHAT DOES HEALTH CARE—AND HEALTH—DO FOR PEOPLE?
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measured by the various descriptive systems referred to above. Utility
(U)—measured in units of satisfaction, which economists refer to as
utils—is the hardest parameter in Fig. 1.1 to measure.

Consider first the right-hand side of the figure. Utility is what an indi-
vidual would like to have the most of in life. To the left of utility are the
three main ‘goodies’ in life which yield utility; namely, wealth, health, and
social relations. Since more utility is preferred to less, more wealth, health,
and social relations are also preferred to less. The popular phrase that ‘it is
better to be rich and healthy than poor and sick’ may suggest that only
wealth and health matter, but human beings are social animals, and the
more social relations you have, the better you feel. Of course, there may
come a point when you have too much of a good thing—you become 
satiated—but most of us would prefer to be rich and healthy than poor and
sick. And most of us would prefer to have many friends rather than few.

In general, we can make trade-offs between the ‘goodies’ in life. For exam-
ple, improved health can compensate for reduced wealth and, whilst ‘money
can’t buy me love’, pleasant social relations are also some compensation for
reduced wealth. Of course, the precise trade-offs we make will depend on
many things, some of which may be determined for us (by our backgrounds
and life experiences, for example) whilst others are more directly under our
control. These issues will be returned to throughout the book.

Figure 1.1 shows the crucial roles that both health care and health play in
life. Beyond the direct bold arrow from health to utility, there are some-
what thinner arrows from health to wealth, and from health to social rela-
tions. Of course, the interrelations between health, wealth, and social

6 HEALTH CARE AND HEALTH

      W 

     H  
   U 

 
HC

     SR  

Fig. 1.1 The instrumental nature of health care—and of health. HC, health
care; H, health; W, wealth; SR, social relations; U, utility.
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relations are more complex than the figure indicates. For example, it has
been shown that good social relations have positive health effects, and 
that the social position associated with high income may also yield positive
health effects. For simplicity, however, such effects are not included in 
this figure.

We have already said that, when in need of cure, there are few—if any—
substitutes to health care. Hence, access to health care is an important
determinant of an individual’s utility. The figure also serves to highlight the
important distinction between the sphere of interest of health profession-
als compared to individual patients. The sphere of health professionals is—
and should be—restricted to the arrow from health care to health. They are
trained to have information on the expected health effects from various
types of health care. Based on this information, then, it is the sphere of the
patient to judge just how important a given health improvement is for their
utility—provided, of course, that they have sufficient mental capabilities 
to do so.

1.4 The determinants of (ill) health
The crucial public health question, ‘Why are some people healthy and 
others not?’ is discussed in a book with the same title by Evans et al. (1994).
They consider there to be three major determinants of (ill) health in a pop-
ulation: (1) genetics, which explains inherited diseases through natural
variations in human biology; (2) the environment, including physical 
factors like working conditions and pollution and social factors like cul-
tural norms and position in the social hierarchy; and (3) (health-related)
lifestyle, that at the population level can be explained largely by cultural and
social norms.

The three determinants differ in the extent to which individuals can exer-
cise discretion and control over them. Genetic endowments are something
which most of us take as given, no matter how hard we might fight against
them. The physical and social environment is fairly given, particularly for
children who have very little say over the environment they are brought up
in. If they were to have a say, we might have very different social arrange-
ments and very different views about what constitutes social injustice. As
we get older, we come to have more freedom in choosing the environment
but we are never completely without constraints.

Lifestyle is the determinant of ill health over which we have most discre-
tion but precisely how much of observed behaviour reflects genuine choice

7THE DETERMINANTS OF (ILL) HEALTH
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and how much is due to factors outside the individual’s control is a very con-
tentious issue. Rather than consider lifestyle to be entirely within an indi-
vidual’s control or to be entirely determined by genetic and environmental
factors, it is more helpful to consider an individual’s lifestyle to be determined
by a variety of factors over which they have differing degrees of discretion.

Figure 1.2 presents a graphical representation of the determinants of ill
health. We have chosen to introduce preferences (rather than lifestyle) as an
independent variable. This variable is to reflect genuine differences in the
choices that people make. Note here that a particular preference is not
unhealthy per se. It is when a preference is being revealed through behaviour
that it may become unhealthy. An individual’s lifestyle, then, depends upon
a combination of their responses to the environment and their choices
determined by their freely expressed preferences. Of course, there are
moral and ideological disagreements as to which actions a person should
be held responsible for, but we will not concern ourselves with this here. In
reality, of course, genetics, environment, and preferences are related to one
another, but for ease of exposition the possible arrows between them are
not shown here. Among these determinants, the first two—at least in 
principle—are observable, whilst preferences are not.

Our emphasis on health-related lifestyle within this map of causation 
is justified on the grounds that this variable is often associated with 

8 HEALTH CARE AND HEALTH

Constraints Discretions  

Ill health  

Genetics 
Social

environment
 

  

Preferences 

Health-related
lifestyle 

  

Individual
responses 

Physical
environment

 
  

Fig. 1.2 The determinants of ill health.
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self-inflicted diseases, for which, some would argue, individuals should be
held responsible. However, the model suggests that a ‘lifestyle-disease’ is not
necessarily self-inflicted, rather it may be caused by a mental or biological
response to the environment in which people happens to find themselves.

What implications does Fig. 1.2 have for health care interventions? Well,
the rationale behind preventive health care is to prevent ill health. The map
of causality illustrates the determinants that various interventions could be
targeted at. For genetics, effort would perhaps be best concentrated upon
future generations because there is much less that can be done for those of
us around already. For the physical and social environments, a range of
environmental protection and work safety measures exist, and there are a
range of policies that seek to improve housing conditions and safety in the
workplace.

In order to prevent ill health through changing preferences, there are var-
ious health education programmes which seek to encourage people to
depart from an unhealthy norm (‘kiss a non-smoker and feel the differ-
ence’ is a particular favourite of ours). With preferences, interventions
become ethically more controversial. If a preference is not ‘irrational’
(through there being no addiction and no lack of foresight about the con-
sequences) and if there are no negative impacts on others, it seems fully
justified to defend risky and unhealthy preferences. This contrasts with a
view that we should all be encouraged to choose ‘the healthy way’.

Figure 1.2 raises two further interesting questions. First, at what levels are
there suitable alternatives to preventive health care? The further back we go,
the more likely that social policy and work safety will bring about greater
health gains than health promotion. Second, at what level of the causal chain
should health interventions be implemented? It would appear that the fur-
ther back in the chain we go, the more ‘side-effects’ there are in terms of pos-
itive lifestyle responses. Furthermore, it seems ethically less controversial to
try to change the factors that shape preferences rather than trying to shape
preferences themselves (but see how tricky and circular this can all become!).

1.5 The health of nations
Health care is distributed unequally. Rather unsurprisingly, there are
immense global inequalities in the distribution of health care. For example,
the least developed countries spend, on average, US$11 per capita on
health care compared to US$1907 in high-income countries (WHO,
www.who.int/whosis/). It is also the case that health care expenditure per
capita increases with national income, or gross domestic product (GDP).
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Moreover, it seems to increase at a higher rate; that is, the richer a country
is, the higher percentage of GDP it spends on health care. As illustrations,
the USA spends 14% of its GDP on health care, most other OECD coun-
tries spend somewhere between 7% and 9%. Poor countries such as the
Philippines and Kenya spend 3–4%. In fact, most analyses suggest that
national income is the most important determinant of expenditure on
health care.

In general, the poorer a population is, the sicker they are and the shorter
they live. While GDP is the most widely used indicator for ‘the wealth of a
nation’, life expectancy and infant mortality are the most commonly used
indicators for ‘the health of a nation’. More recently, the WHO has started
to use disability-adjusted life expectancy (DALE) in order to express mor-
tality and morbidity in the same index. Global differences in life expectan-
cies at birth are wide. For example, life expectancy at birth in the least
developed countries is 51 years, as compared to 78 years in high-income
countries. Differences in infant mortality rates across these development
categories are equally as stark. There are 100 deaths before the age of one
per 100 000 live births in the least developed countries as compared to six
per 100 000 in high-income countries (www.who.int/whosis/).

Whilst less dramatic, there are wide variations in health within countries,
even developed ones. In the UK, for example, life expectancy amongst men
in the two lowest social classes is 69.7 years, which is 5.2 years less than in
the two highest social classes. These facts follow from the observation of
strong social class gradients in age-standardized mortality rates across
almost all diseases. Small-area analyses of mortality rates in the USA have
revealed remarkable differences in life expectancy at birth across geo-
graphically defined groups. For men in 1990, it showed a difference of 16.5
years (range 61–77.5).

Thus, there is a strong relationship between wealth and health both
across and within countries. Income appears to affect mortality and mor-
bidity through different pathways. In the poor countries of the world, there
is a clear and strong relationship between GDP per capita and life
expectancy, in that small increases in wealth are related to quite substantial
increases in life expectancy. Those poor countries with the highest life
expectancies (such as Cuba) also tend to have higher levels of literacy.
When comparing the richer countries of the world, the curve showing the
relationship between per-capita GDP and life expectancy is much flatter,
that is, there is a weaker relationship between income and health. This sug-
gests that there is a diminishing marginal impact of increased income 
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levels on life expectancy. However, this contrasts with the strong relation-
ships between income and life expectancy within these rich countries.

While biological pathways (insufficient nutrition and infectious 
diseases) are posited as the primary reason why people in poor countries
die early the reason why poor people in rich countries die earlier than their
rich counterparts might be better explained by psychosocial pathways.
However, it is not clear whether these health differences are due to income
differences as such, or people having different positions in a social hierarchy,
which is associated with inequalities in income. In the former explanation,
it is deprivation and financial frustrations that produce ill health. In the lat-
ter explanation, it is subordination, lack of self-control, and low self-esteem
associated with being at the bottom of a social hierarchy which produce ill
health.

There are also issues, which we do not have the scope to cover in this
book, relating to possible reverse causalities. That is, the extent to which
those in poor health are less productive and so earn less. Determining
whether and how low incomes are related to poor health and whether and
how poor health is related to low incomes are hard tasks indeed.

1.6 Conclusion
We have taken a rather pragmatic and instrumental approach to defining
health care and health. Health care consists of three branches of
activities—cure, care, and prevention. Whilst health care personnel 
normally provide cure and care, prevention may involve a range of
interventions whose overriding objective is to prevent ill health and reduce
the risks of dying—of which only a part is provided by the health sector. A
pragmatic definition of health care, then, is whatever happens to be clas-
sified as such in a national accounting system. In this way, we avoid a 
controversial distinction between what might clearly be termed health care,
and what might be referred to as cosmetics.

Health is defined according to whatever descriptive system is chosen 
to look at the changes in health associated with different interventions.
Our primary concern in this book is with these health gains rather than
with health per se. We are largely concerned, therefore, with the impact of
health care on health.

There are many facts and figures to prove a strong correlation between
wealth and health. Figures may change but patterns remain. We recom-
mend readers tour the web and seek updated figures. Under suggested
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reading, we have provided some sites to start with, as well as some inter-
esting books that discuss alternative explanations to the facts and figures.

Suggested reading
OECD Health Data, http://www1.oecd.org/els/health/

The World Bank, http://www.worldbank.org/poverty/

The World Health Chart, http://www.whc.ki.se

WHO, http://www.who.int/whosis/

Evans, R., Barer, M., and Marmor, T. (ed.) (1994) Why are some people healthy and
others not? The determinants of health of populations. New York: Gruyter.

Leon, D. and Walt, G. (ed.) (2001) Poverty, inequality and health. Oxford: Oxford
University Press.

Marmot, M. and R. Wilkinson (ed.) (1999) Social determinants of health. Oxford:
Oxford University Press.
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2

Economics and efficiency

This chapter has the dual purpose of introducing the ‘dismal science’ of eco-
nomics to non-economists, and to draw trained economists’ attention to those
parts of their discipline that are most relevant in the context of this book.
Therefore, rather than purporting to represent a complete introduction to 
economics, the chapter introduces concepts and basic models which are of
particular relevance later in the book.

We believe that most people perceive economics to be a discipline that
primarily—if not exclusively—deals with efficiency issues. If people were
to understand by efficiency the same as economists do, namely, that it may
also include distributive issues, their conceptions would—to a large
extent—be correct. However, to most people, efficiency is often understood
more narrowly as being basically synonymous with maximizing produc-
tion. In this chapter, we will try to clarify this confusion by explaining the
many different meanings of the concept of efficiency. Before that, our main
aim with this chapter is to try—in as simplified way as possible—to explain
‘the heart of economics’.

There are many versions of a definition of economics. We rather like the
definition found in The pocket economist: ‘how scarce resources are used to
produce and distribute goods and services to meet human wants’. Because
one of its early practitioners, Malthus, believed that scarcity was so acute as
to put the world permanently on the edge of famine, economics came to be
known as the ‘dismal science’. Therefore, three main concepts—production,
distribution and scarcity—are embodied in ‘the heart of economics’.

Economists try to answer three questions simultaneously—What is to be
produced, how is it to be produced, and for whom is it to be produced? As
to the first question, most mainstream economists would say that people’s
preferences should determine what is to be produced, that is, ‘give the 
people what they want’. Alternatively, some would argue that people’s needs
should determine what is to be produced. This distinction between ‘wants’
(or ‘desires’) and ‘needs’ is particularly relevant in the context of health
care, and is therefore something we shall return to. How things are to be
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produced depends on technology, as well as the relative prices of the factors
of production. Most economists would agree that a given level of a particu-
lar good or service should be produced in the cheapest way possible.

For whom, is an issue of distribution, and the answer given by conven-
tional models is to distribute the goods according to people’s willingness
and ability to pay. This is how the problem of distribution is solved in
model markets as well as in many real world markets. However, this dis-
tributive principle is more value laden than many economists would like to
acknowledge. Interestingly, in those countries with publicly funded health
care, an overriding objective is to distribute health care quite independ-
ently of people’s willingness and ability to pay for such services.

When answering these fundamental questions, economics emerges as a
field somewhere at the interface between engineering and ethics.
Economists would ask engineers about what is technologically feasible, that
is, how can we possibly produce the things that people want (or need)? And
they would ask politicians about which distributive principle society wants
as a basis for determining who are to have these things. Thus, when the
technologies have been identified and the distributive principles have been
decided, the economist springs into action.

Economic models have three types of building blocks: (1) identities,
(2) technological relations, and (3) the objective function. A typical 
‘identity’ relationship for a producer is the account balance, that is, ‘money
out � money in’. In other words, the revenues obtained from selling the
good are equal to the costs of purchasing the input factors plus any profits.
An example of a technological relation would be a production function
that explains the relationship between input factors and output.

Since an optimal allocation of resources crucially depends on what we
want to achieve, all economic models must also have an objective function,
even if this is only stated implicitly. This objective function must also spe-
cify the appropriate distribution of resources in question. For instance, if
we want to maximize health, health care would be allocated differently
compared to how it would be allocated if the objective were to be doing the
most good for the most severely ill.

In dealing with each of these building blocks, economic models make 
a number of assumptions about the way in which inputs and outputs 
relate to one another (see the production function below) and about how
producers and consumers behave. Producers are assumed to maximize
profit. In competitive markets, this behaviour is forced upon producers
because they would go out of business if they did not seek to maximize
profits.
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Identities and technological relations are considered to be positive issues
whilst stating the objective function and the distributive principles are
normative issues. Positive issues deal with how things are, while normative
issues deal with how things ought to be. This distinction is very important
and is often strongly emphasized in economics. However, economists often
have different views as to which parts of their models to label positive and
which to label normative.

In the particular context of applying economic models to inform health
policy, we would hold that it is for society to state the objectives and the prin-
ciples under which health care should be distributed. These are therefore
clearly normative issues, which might narrow the degrees of freedom that
economists have when choosing which types of models to use. Beyond these
explicit policy issues, there are often implicit normative issues hidden in the
economic models we use. Our own—admittedly normative—view here is
that analysts should be honest and explain any such distributive implications
of their models. We have forced ourselves to try to do so in this book!

Our discipline is usually divided between ‘macroeconomics’ and ‘micro-
economics’, as can be seen from the titles of most introductory textbooks
in economics. Although the boundaries between macro- and micro-
economics are often quite blurred, the majority of health economics has its
theoretical basis in microeconomics.

2.1 Microeconomics—studying markets and 
their actors
Microeconomics focuses on the behaviour of market actors, and analyses
how their behaviour influences supply and demand, and, hence, prices and
quantities. Beyond this core, microeconomics includes a range of sub-
disciplines, for example welfare economics and game theory.

Starting from basics, the actors in the market are usually referred to as
‘producers’ and ‘consumers’, and sometimes as firms and households, or
simply sellers and buyers. Producers are assumed to be ‘only in it for the
money’, that is, they are motivated by maximizing profits. Their behaviour
is constrained by technology as well as by prevailing market prices. Under
‘perfect competition’ each producer is a ‘price taker’, that is, their quantities
are so small relative to the size of the market that they do not individually
influence market prices. However, under other market forms, a single 
producer may influence the market price, as would be the case under
monopoly where there is only one producer in the market.
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Consumers are assumed to be ‘only in it for the pleasure’, that is, they are
motivated by maximizing utility. Their choices are constrained by their
income and the prevailing market prices. The moves they make depend on
their individual ‘taste’. In the following sub-sections, we examine some
important aspects of microeconomic models.

2.1.1 More in means more out—but at 
a diminishing rate

Production functions
A production function sets out the ‘technology relationship’, explaining
how the amounts of input factors, such as labour and machinery, vary with
the production of goods. Usually we find that production increases with
more input, although it rarely increases proportionally with input. Initially,
production would often increase more than the increase in input, and we
have what is termed ‘economies of scale’. After some level of production,
this ‘overproportional’ increase starts to diminish to the point where there
is ‘constant return to scale’, that is, production increases proportionally
with input. After this level, there is ‘underproportional’ increase—produc-
tion increases at a diminishing rate. The good thing, though, is that pro-
duction still increases with more input. But, most good things come to an
end, and there comes a point where more input does not yield more out-
put (termed the ‘satiation point’), after which more input would actually
reduce the level of output. Figure 2.1 illustrates this pattern, where the
horizontal axis, labelled L, is the amount of labour used, and the vertical
axis, X, is the amount of goods produced.
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Fig. 2.1 The typical relationship between one input, L, and one output, X.
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This S-shaped production function has intuitive appeal. Consider doc-
tors as an input factor. With a given hospital equipped with various types
of machinery, one doctor would spend much time running from one end
of the building to the other. Employing more doctors means that less time
would be wasted. When all the wasted time has been saved, more doctors
may still lead to increased production, because they can specialize and help
each other. The production will increase, but at a diminishing rate. Then,
there comes a point, beyond which more doctors would get in each other’s
way, so that production will actually fall.

The central concept of productivity must not be forgotten here. This can
be defined on an average or marginal basis. Average productivity is simply
the total output divided by the number of units of the particular input: in
the case of labour, this is X/L. Marginal productivity is the additional out-
put which follows from employing an additional unit of the particular
input: in the case of labour, this is dX/dL where d means change. The aver-
age or marginal productivity depends crucially on how much other inputs
are involved. Labour productivities would normally be higher the more
machinery there is behind each employee. So, as well as different paces of
work, differences in labour productivity across countries may also be due
to differences in how much machinery is available.

As to the optimal number of workers to employ, not much can be said
on the basis of this general production function alone. The only thing we
can say for sure is not to employ beyond the satiation point, at which new
workers will only mess things up. The number of workers to employ will
depend on the price of the input (the wage) and the price of the goods (as
well as on the level and relative price of capital). The good thing about such
production functions is that the relationships they are based upon can
actually be measured in physical units. As such, they differ from utility
functions, to which we now turn.

Utility functions
A utility function sets out the relationship between the amounts of various
goods consumed and the utility that a consumer derives from them. The
general relationship between the units of a particular good consumed and
utility (holding other goods constant) is assumed to be somewhat simpler
than with the production function above. Utility increases with more units
consumed, but again at a diminishing rate. After a satiation point, the util-
ity begins to fall (see Fig. 2.2 where the horizontal axis, labelled X, is the
amount of a good consumed, and the vertical axis, U, is the utility that the
consumer derives).
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We believe that most people will agree with the general shape of this 
utility function. For any good you consume (chocolate, say), the amount 
of satisfaction you get from succeeding units of that good diminishes. This
is sometimes referred to as ‘the law of diminishing marginal utility’. And
after a certain level (again referred to as the satiation point), you realize
that you wish you had not had the last unit. The average utility is simply
the total amount of utility enjoyed divided by the number of units con-
sumed to get that amount of utility (U/X). Marginal utility is then defined
as the additional utility one gets from an extra unit of the particular 
good dU/dX.

Unfortunately, it is hard to measure utility in any meaningful unit.
Whilst you might be able to attach relative utilities to additional units of a
good (for example, ‘the second chocolate gave half the satisfaction com-
pared to the first one’), it is difficult—if not impossible—to express
absolute levels of utility. The way in which a consumer’s utility is usually
measured is through their willingness to pay for the particular unit. Holding
everything else constant—which from now on will be termed ceteris
paribus—the more a consumer is willing to pay for a good, the more utility
they are considered to get from that good.

But, of course, an individual’s willingness to pay will be related to their
income. A rich person might be willing to spend more on a chocolate than
a poor person, not necessarily because she gets greater utility from the
chocolate, but simply because she can afford to pay more for it. So, the way
conventional economic theory measures how much utility a consumer gets
is by a metric that is income dependent.

18 ECONOMICS AND EFFICIENCY

U

X
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2.1.2 Substitution—’there is more than 
one way to skin a cat’

Substituting production factors
Most goods require the use of more than one input factor in the produc-
tion process. In the following, we will stick to the conventional factors of
labour and capital (or machinery):

X � f(L, K). (2.1)

Suppose that a given quantity, X0, is produced with a particular com-
bination of labour and capital, L0 and K0, and that the marginal productivity
of each factor is positive (that is, we are not at or beyond the satiation
point). If we were to reduce labour by a certain amount (L1 � L0) while still
maintaining the initial quantity, X0, we would have to use more capital
(K1 � K0). Equally, if less capital were to be used (K2 � K0), we would have
to employ more labour (L2 � L0) in order to maintain X0.

Thus, by identifying all combinations of labour and capital that produce
a given quantity, an ‘isoquant’ (equal quantity) can be depicted. In Fig. 2.3,
the horizontal axis indicates the amount of labour, L, and the vertical axis
the amount of capital, K. The three combinations of labour and capital are
shown as points on the isoquant that produces output X0.

The downward slope of the isoquant shows that if we use less of one
input factor, we have to compensate for this by using more of the other fac-
tor. The isoquant is convex to the origin because of diminishing marginal
productivity. When we use a lot of one factor, the succeeding units of it are
less productive than the preceding units. Hence, we have to use an increasing
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Fig. 2.3 A given quantity produced with various combinations of labour, L,
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number of extra units in order to compensate for a reduced unit of the alter-
native factor. At the same time as the alternative factor is being reduced, we
forego a higher and higher marginal productivity the more we reduce it.

So, why did we find it necessary to discuss isoquants? Firstly, because it
is important to be reminded that there is more than one way to skin a cat,
more than one way to save a life, more than one way to treat an illness and
so on. Admittedly, the range of alternative options are not so many that
they can be identified on a continuous smooth and elegant isoquant, but in
most instances it is feasible to choose between alternative technologies—
different combinations of inputs—in health care.

Secondly, isoquants help to explain two levels of efficiency. First, there is
technical efficiency which means that a combination on the isoquant is
chosen. This means that we do not waste input factors. If a point to the
north-east of the isoquant were chosen to produce the same quantity,
we would be using more input factors than necessary. It would then be 
possible to reduce the amount of labour or capital without reducing the
quantity produced.

Which point on the isoquant should we choose? The answer is to choose
the cheapest combination of inputs. This second level of efficiency is
referred to as cost-efficiency. The exact point chosen on the isoquant 
will depend on the relative prices of the input factors. In Fig. 2.4, a budget
line has been added to illustrate the relative prices of labour and capital.
If wages increase, the line becomes steeper and labour is substituted with
capital. Conversely, if capital costs increase, the line becomes flatter and
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Fig. 2.4 The cost-effective combination of input factors, labour, L, and 
capital, K.
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capital is substituted with labour. The budget line in Fig. 2.4 is tangential
to the point (L0, K0), showing this to be the most cost-efficient combina-
tion of labour and capital.

When comparing the choice of technology between countries, we find
that where labour is cheap, more of it is used relative to capital. In rich
countries, on the other hand, where labour is expensive, firms tend to use
relatively more capital in the production process. This is true of health care
too, where poorer countries tend to spend relatively more on labour than
in developed countries.

Of course, much depends on the time period over which decisions are
made. In the short run, with buildings and machinery installed, it may be
hard to suddenly opt for an alternative technology. Consequently, most
economics textbooks assume that in the short run capital is a fixed factor
of production whilst labour is a variable factor. In the long run, there is
more discretion about which point on the isoquant to choose since both
capital and labour are assumed to be variable. (Precisely when the short
run finishes and the long run starts is rarely defined; they are simply con-
ceptual devices.)

Substituting consumption goods
Even the saddest child can be compensated when he has to give up a toy.
Give him a different toy, an ice cream or a video, and you observe a 
simple point: if we have to forego a unit of one good, the lost utility (or
well-being or satisfaction or happiness) can be compensated by the utility
obtained from more of the other good that is made available. Analogous to
the fact that there is more than one way to skin a cat, there is certainly more
than one way to get some satisfaction.

Consider a simplified and typical utility function, where a consumer
gains utility, U, from the two goods, X and Y:

U � u(X, Y). (2.2)

Imagine that a particular combination of the two goods, X0 and Y0, yields
a given level of satisfaction, U0. If the individual has to give up one unit of
X, compensation is required in terms of more Y. The minimum compensa-
tion required in order to remain at the initial utility level is that which
brings them to Y1:

U0 � u(X0, Y0) � u(X1, Y1). (2.3)

Figure 2.5 illustrates an indifference curve that shows those combinations
of two goods that yield a given level of utility for a particular consumer. You
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can see that there are some similarities with isoquants that show those
combinations of two inputs that yield a given output.

Like isoquants, indifference curves slope downwards from left to right—
in order to remain equally happy, less Y requires more X. And like iso-
quants, indifference curves are convex to the origin—the reason lies in the
above concept of diminishing marginal utility. The more you get of one
good, the less additional utility you get from each extra unit, and so you
require more of it to compensate you for the loss of the other good. At the
same time, the less you get of the other good, the higher is the lost utility
from each additional unit foregone, and so you require even more of the
other good in compensation. The slope of the curve illustrates the con-
sumers’ marginal rate of substitution between X and Y (MRSXY), that is, the
number of Y required for being willing to forego one additional X.

So, what is so special about indifference curves except for their elegance?
The answer is that they illustrate probably the most important attribute of
consumer behaviour, namely that we make trade-offs. Such trade-offs are
made not only between apples and oranges, but between fruit and cho-
colate, between food and wine, between cars and holidays, and between
wealth (income) and health.

Unfortunately, indifference curves are not observable and cannot be
measured in the same way that isoquants can. Rather, indifference curves
are mental constructions—at least within the minds of economists. They
crucially reflect the taste of the given consumer. Human beings are
uniquely different, and consumers are sovereign in expressing their 
tastes. Thus, while some consumers may appear to have pretty weird pref-
erence structures, there is no ‘right’ or ‘wrong’ shape to their indifference
curves.
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However, there are some restrictions that economists impose on just how
weird an individual’s preference function can be. One of the most import-
ant restrictions is that preferences must be transitive. This means that if
you prefer A to B and B to C, then you should also prefer A to C. So, if we
know you prefer hot-dogs to hamburgers and hamburgers to pizza, then
we can infer that you prefer hot-dogs to pizza. If you did not, then you
would be an irrational consumer.

Given all these combinations of goods that yield the same level of utility,
which one would the consumer choose? The answer, analogous to that for
production, is that they would choose the cheapest combination, which
will be determined by the relative prices of the goods in question. In 
Fig. 2.6, the budget line illustrates the relative prices of X and Y. The budget
line is tangential to the indifference curve at (X0,Y0) and here the consumer
maximizes utility.

If the price of X increases (or the price of Y falls), the budget line becomes
steeper and the consumer would substitute X with more of Y. If the price of
X falls (or the price of Y increases), the budget line becomes flatter and the
consumer would choose to consume more of X and less of Y.

2.1.3 Scarcity: a dismal reality for 
the dismal science
Had it not been for the constraints on input factors in Fig. 2.4, society
could have moved further north-east in the output space in order to
increase production. And were it not for budget constraints, most of us
would fly off further north-east in the utility space to a utopian point
where satiation is reached for all the goods we desire. But, unfortunately,
we face scarcity of resources in the real world.
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Most input factors, such as raw materials, capital, technology, skills, and
labour, have limited availability. The economic problem, then, is how to
allocate the available inputs across different sectors or firms that produce
different goods. Consider the typical model of two input factors, labour
and capital, which are available in fixed quantities, L0 and K0. These input
factors can be used for producing either of two goods, X and Y.

If all inputs were used to produce X, there would be nothing left to pro-
duce Y, and vice versa. Imagine that we start by producing only Y. If one
less unit of Y was produced, the factors required to produce this unit would
be released and could be reallocated to produce as many units of X as pos-
sible. The production of Y could be reduced still further, thus transferring
more and more factors to the production of X. What emerges, then, is
another elegant curve: the production possibility frontier (PPF), or trans-
formation curve, as shown in Fig. 2.7.

The reason for its downward slope is that more input factors devoted to
the production of Y means fewer input factors devoted to the production
of X, and so more units of Y produced means fewer units of X produced.
The PPF is concave to the origin because of diminishing marginal produc-
tivities for each of the factors of production. Incremental units of labour
and capital devoted to the production of Y will produce fewer additional
units of Y. As inputs are taken away from the production of X, more and
more units of X will have to be foregone in order to produce fewer and
fewer additional units of Y.

The terms PPF and transformation curve are indicative of what the curve
in Fig. 2.7 shows. They also capture concepts that lie at the heart of eco-
nomics. The PPF indicates the maximum amount of one good that can be
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produced given the amount of the other good that is produced. The col-
lection of frontier points is referred to as being Pareto efficient. This means
that, at any point on the frontier, it is not possible to increase the produc-
tion of one good without also reducing the production of the other good.
Clearly, points inside the frontier cannot be Pareto efficient. If we are inside
the PPF, it would be possible to move to a point on the frontier by increas-
ing the production of one good without reducing the production of the
other.

The alternative name for the PPF—the transformation curve—literally
suggests that (the production of) one good can be transformed into (the
production of) the other good. This is achieved by withdrawing input fac-
tors from the production of one good and putting them into the produc-
tion of the other good. Hence, the alternative to producing an extra unit of
one good is what might otherwise have been produced of the other good.
The slope of the transformation curve illustrates the marginal rate of trans-
formation between X and Y (MRTXY). What we forego in terms of lost 
production of the other good is referred to as the opportunity costs of
producing an extra unit of one good. The shape of the curve in Fig. 2.7 tells
us that the opportunity costs of producing incremental units of X
increases, that is, more and more units of Y have to be forgone for each
additional unit of X that is produced.

A frontier point is always superior to an interior point but which fron-
tier point should we choose? The answer is that it all depends on the pref-
erences of the consumer. If they have a strong preference for X over Y, then
more of X should be produced, and vice versa. The point at which an indi-
vidual consumer’s indifference curve is tangential to the PPF is exactly
where their utility is maximized, as shown in Fig. 2.8.

At point E, the given amounts of the factors of production have been
allocated between the production of the two goods so as to reflect what
people want. This unique combination of the two goods corresponds 
with allocative efficiency. This top-level efficiency requires that the mar-
ginal rate of transformation between X and Y (MRTXY) is equal to the con-
sumers’ marginal rate of substitution between X and Y (MRSXY). If
unequal, it is possible to bring about a Pareto improvement. For example,
if MRTXY � 2 and MRSXY � 1, then the economy can transform one X into
two Y. Since individuals are indifferent between one X and one Y, by pro-
ducing two more units of Y and one less unit of X, one individual can be
made better off.

Many microeconomics textbooks include models in which two con-
sumers trade between two different goods, whose total quantities are given
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and whose distribution between the two consumers have been randomly
determined ‘like manna from heaven’. It is unlikely that the individuals’ ini-
tial bundles would correspond with their respective tastes for the goods.
However, by voluntarily exchanging goods with each other, an optimal dis-
tribution can be achieved. Since the exchange is voluntary, neither of them
would be made worse off than initially, but their relative utility gains would
depend on their relative negotiations skills. With sufficiently many differ-
ent initial distributions of the two goods between the two individuals, a
curve of optimal distribution can be observed to result from these
exchanges.

Based on this curve, a frontier can be derived which depicts the collec-
tion of all optimal distributions of the two goods between the two indi-
viduals—the utility possibility frontier (UPF) in Fig. 2.9. The UPF 
shows all points where Pareto optimality exists, that is, at any point on the
frontier where it is not possible for one individual to increase their utility
without the other individual having to reduce theirs. Clearly, points 
inside the frontier cannot be Pareto optimal. The shape of the UPF will be
determined by the extent to which the two individuals are able to generate
utility from the goods they consume. The precise point on the UPF that is
reached will depend on the initial distribution of goods between the two
individuals and on their relative bargaining skills.

The frontier intersects the axes in two extreme distribution points. At
UA

max, A’s utility is maximized by their consuming everything available of
the two goods (nothing left for B). The other extreme is at UB

max, where B
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has got it all. At least two important things should be said about the UPF.
First, it is based on individualistic utility functions, which means that 
each individual is only concerned about his own utility, something that is
obtained from his own consumption of goods. Second, the UPF in itself
offers no guidelines as to the ranking of preferred distributions. All points
are equally ‘optimal’ according to the Pareto criterion, even the most
extreme points. It is in Chapter 3 that we will attempt to identify ethically
acceptable distributions.

2.1.4 Supply and demand—and the 
magic equilibrium
From the above models, it is implied that the more we produce of one
good, the more it ‘costs’ in terms of foregone production of other goods.
And, the more you have consumed of one good, the less you are willing to
pay for it in terms of foregone consumption of other goods. In this section,
we shall consider the interaction between producers and consumers in the
market for one good, in isolation from the market for other goods.

When considering what determines the supply of good X, we begin by
reminding ourselves about the diminishing marginal productivity of each
input factor. Therefore, more input factors are needed to produce each
incremental unit X. When the price of an input factor is unaffected by how
much of it a producer employs, it follows that the cost of producing each
additional unit will increase. Beyond this ‘technical reason’ for increasing
marginal costs, there might be an ‘input price reason’ in that an input 
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factor might become more expensive the more of it that is employed. In
general, then, it seems reasonable to assume that producers are faced with
increasing marginal costs.

Because each producer is assumed to try to maximize profits, they will
not sell any unit of output at a loss, at least not in the long run (in the short
run, he might be able to sustain losses providing these are covered by
increased profits subsequently). If the market price is higher than the cost
of producing the last unit, he will expand production, and hence supply
increases. Conversely, if the market price is lower than the marginal costs
of production, supply will be reduced. As a result, the long run supply
curve is identical to the marginal cost curve. By aggregating each pro-
ducer’s supply curve, we have the market supply curve. And so the higher
the market price, the higher the market supply.

We noted earlier that a consumer is denied reaching their satiation point
by their income and the price of the good. If a consumer is willing (and
able) to pay more for an additional unit of the good than its prevailing
market price, then they would buy it. If their willingness to pay for the
good were less than the market price, they would not buy it. The maximum
amount a consumer is willing to pay for an extra unit of the good signals
how much they value the benefits from that extra unit.

In general, each consumer is assumed to have a demand curve that
reflects how much they value incremental units of the good. The amount
that each of us demands at a given price will depend on our income and on
our preferences. But it seems reasonable to assume that if the price of a
good were to fall (rise), we would be more (less) inclined to buy an extra or
an initial unit of the good. Analogous to the above aggregation to deter-
mine a market supply curve, when we aggregate each consumer’s demand
curve, we have the market demand curve. And so the lower the market
price, the higher the market demand.

Figure 2.10 illustrates the typical market with an upward sloping supply
curve, S, and a downward sloping demand curve, D. The horizontal axis is
the quantity, Q, and the vertical axis is the price, P. The intersection
between S and D determines the equilibrium price and quantity. At this
point, the cost to producers of the last unit is exactly equal to the value that
consumers place on this unit. For many economists, this location repres-
ents their imagination of a Nirvana!

The curves in Figure 2.10 could be relatively steep (that is, closer to being
a vertical line) or relatively flat (that is, closer to being a horizontal line).
The steepness of a demand (supply) curve shows the responsiveness of
quantity demanded (supplied) to changes in price. A relatively steep demand
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curve means that the quantity demanded is not very sensitive to the price
of the good. A relatively flat demand curve means that the quantity
demanded is sensitive to the price of the good. There are several factors 
that influence the steepness of the demand curve. These include (1) the 
availability of substitutes—where there are few close substitutes available,
the demand curve will be steeper; (2) the proportion of income spent on
the commodity—where the cost of the good is a small proportion of total
expenditure, the demand curve will be steeper; (3) whether the good is a
necessity or a luxury—if a good is considered a necessity, the demand
curve will be steeper; and (4) whether the good is habit-forming—if it is,
the demand curve will be steeper.

There are several factors that influence the steepness of the supply curve.
These include (1) the time period—in the short run supply curves are rel-
atively steep due to the existence of fixed factors which limit the scope for
increased output, whilst in the long run supply curves are flatter because all
factors are assumed to be variable; (2) factor mobility—the greater the
mobility of the factors of production, the flatter the supply curve; and 
(3) the availability of stocks—where a product can be stored without loss
of quality or undue expense, the supply curve will tend to be relatively flat.

As well as movements up and down particular demand and supply
curves, we can also consider shifts in the curves. A shift in the demand curve
would be caused by a change in other parameters in the demand function
besides price. For example, higher incomes tend to shift the demand curve
further out. The curve would also shift out when suppliers (perhaps through
advertising) persuade consumers that the good is even better or even more
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needed than consumers had originally thought. In health economics, the
concept of supplier-induced demand is illustrated by such shifts in the
demand curve—here, demand is induced by doctors who recommend that
patients use more health care. A shift in the supply curve is typically caused
by technological changes, whereby marginal costs change, for example,
technological innovation would make the supply curve shift downwards.
All exogenous shifts in the demand or supply curve result in a new equil-
ibrium for price and output.

2.2 Conclusion
The equilibrium point at which demand equals supply offers an attractive
theoretical solution to ‘the grand economic problem’ of how much to pro-
duce in order to maximize welfare. The interaction between producers and
consumers, each of them acting out of their own self-interest, brings about
an optimal outcome where social welfare is maximized. The idea that an
‘invisible hand’ can bring about allocative efficiency has been immensely
attractive to economists since Adam Smith introduced this parable more
than 200 years ago.

However, like many things that look fine on paper, the ‘invisible hand’ is
troublesome in the real world where a range of restrictive assumptions will
have to be satisfied. The most important ones are that (1) suppliers and
demanders are so numerous that individual actions do not impact upon
the market price; (2) the good offered by each supplier is homogeneous;
and (3) each consumer has full information about the good. Beyond these
assumptions there are others which are of particular relevance when dis-
cussing the usefulness of ‘markets’ for distributing health care. These will
be explained in Chapters 4 and 5. It is worth noting here, though, that the
allocation that would result from a perfect market serves as a useful bench-
mark by which to judge other allocations by other market and non-market
structures.

Suggested reading
See any introductory economics text; we recommend Part 1 of Dobson, S. and

Palfreman, S. (1999) Introduction to economics. Oxford: Oxford University Press.

The more advanced reader (third year undergraduate level) could take a look at Part 1
of Mas-Colell, A., Whinston, M., and Green, J. (1995) Microeconomic theory.
Oxford: Oxford University Press.
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3

Justice and fairness

Justice and fairness essentially deal with two issues; whether the distribution
of something is considered ‘just’ and ‘fair’, and whether the procedures that
led to that distribution are considered ‘just’ and ‘fair’. This chapter discusses
the major theories of justice, with an emphasis on comparing them with each
other. Given the title and focus of this book, most space will be devoted to 
theories of distributive justice.

The major theories of justice place different emphasis on distributive com-
pared with procedural issues. Theories of distributive justice concentrate on
the outcomes of a distribution whereas theories of procedural justice are
concerned with how those outcomes came about. The arguments used by
the major theories of justice to justify deviations from equality focus either
on aggregate consequences (for example, an unequal distribution is
required to increase ‘the size of cake’) or on the procedures (such as fair and
democratic principles) that cause the resultant unequal distribution.

However, before meaningful comparisons between competing theories
can be made, it must be recognized that the theories have very different views
about which entities are to be distributed. Alternative conceptions of what is
to be distributed may have very different implications for what the most effi-
cient allocation of resources looks like. Therefore, we must first of all clarify
what the ‘distribuendum’ is. In what follows, the entities to be distributed are
divisible, so that it makes sense to have different quantities of them, and also
to assume that they are preferred in larger rather than smaller amounts.

Economists have traditionally adopted the utilitarian philosophy when
considering how welfare should be defined and how it should be distrib-
uted across society. Classical utilitarianism can be seen as a combination of
three requirements:

(1) welfarism—the goodness of a state is a function only of the utility
information regarding that state;

(2) sum-ranking—utility information can be assessed only by looking at
the sum-total of utilities across individuals;
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(3) consequentialism—every choice or valuation must be ultimately
determined by the consequent states of affairs.

‘New’ welfare economics eschews cardinal utility (the idea that utility can
be expressed on a numeric scale with certain properties) and interpersonal
comparisons (the idea that A’s utility can be compared with B’s utility), and
has been referred to as ‘ordinal utilitarianism’. But what precisely is utility?
What alternative conceptions of well-being are there? What alternatives to
sum-ranking are there? And might the processes by which an outcome is
achieved also matter? Each of these questions is dealt with in this chapter.

3.1 What is to be distributed?

3.1.1 Utility
In Chapter 2, it was shown that an efficient allocation of resources requires
the utility possibility frontier (UPF) to be identified. Therefore, economists
usually focus on individual utility. Defining an individual’s welfare in terms
of the utility (or happiness) they derive owes much to the work of the util-
itarian philosophers, Jeremy Bentham and John Stuart Mill. The original
hedonistic perspective of Bentham is based on the simple premise that
people do things to attain pleasure and to avoid pain. He believed that
pleasure promotion and pain avoidance could be measured cardinally as 
a number of utils, which could then be used to make interpersonal com-
parisons, and thus provide information regarding how much more happy
one person is compared to another.

Bentham was neutral about the sources of pleasure and pain—it is for
individuals to decide these things for themselves. Mill, however, distinguished
between ‘higher’ and ‘lower’ pleasures, famously claiming that ‘It is better to
be a human being dissatisfied than a pig satisfied; better to be Socrates 
dissatisfied than a fool satisfied’. The view that some types of consumption
patterns are more approved of than others implies that society should weight
pleasures in accordance with them being of a ‘higher’ or a ‘lower’ order.

From Mill onwards, utilitarian philosophers have shown increasing
interest in the source of an individual’s utility. Although a fully informed
rational person is still taken to be the best judge of their own welfare, recent
models do allow for preferences to be ‘laundered’ in various ways. This
might be to correct them for mistaken beliefs or to allow for the exclusion
of certain anti-social preferences, such as envy and malice. Therefore,
whilst the distribuendum in a utilitarian framework is obviously still utility,
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it is far from obvious what types of utility should be allowed to contribute
towards social welfare.

All utilitarian and standard economic models do, however, rely on an
individual’s subjective assessment of their own utility. The crucial distrib-
utional issue is how many utils one individual is capable of generating from
the consumption of an additional unit of a good as compared to how many
utils another individual is capable of generating from the same unit. In
viewing individuals as locations of their respective utilities, Rawls (1982)
argues that utilitarianism ignores ‘the separability of persons’. As such, using
utility as the distribuendum can be criticised on the grounds that it treats
individuals as nothing more than passive carriers of pleasure and pain.

Moreover, the reason why one individual may obtain more utility from a
particular good consumed than another individual is not an issue: one may
have different needs or one may just simply be a more effective ‘pleasure-
generating machine’, that is, they may be easier to please. But there are 
circumstances (for example, when deciding whether or not to give money
to a beggar) where we will make our decision based upon what we think
the person ‘needs’ rather than on what they want. In this way, we may wish
to feed a beggar, but not to finance his gambling, say.

Ignoring the source of differences in individual utility may have dam-
aging limitations in the context of interpersonal comparisons of well-being
(Sen 1987). Given that the amount of utility that an individual gets is
largely determined by their experiences and expectations, it might well
happen that a deprived poor person (with relatively low expectations) gets
less utility from a health improvement than a richer person does. If health
care were to be distributed according to the utilitarian principle, then the
rich person would get the treatment. This is a solution that seems to 
contradict widely shared conceptions of fairness. Using Sen’s terms,
we might consider deprived poor people to be ‘unable to manage to desire
adequately’.

Another problem with measuring welfare through utility is that some-
thing valuable may be lost if it is not desired by anyone. For example, a per-
son may not have the courage to desire freedom under an oppressive
regime. The extent to which information other than that relating to indi-
vidual utility is relevant to distributive judgements is one of the central
issues involved in disputing utilitarianism and the Pareto principle. Sen
(1987) argues that well-being may be better represented by the freedom
that the person has, and not entirely by what the person achieves on the
basis of that freedom. In addition, there may be social value (but not 
individual utility) attached to the concept of duty, or the Kantian ethic.
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Such considerations take us in the direction of rights and liberties, which
will be dealt with later. For now, the question that arises is ‘if not utility,
then what?’.

3.1.2 Primary goods
Rawls (1971) defines individual well-being in terms of an index of primary
goods. These goods are (1) basic liberties, for example, freedom of thought;
(2) freedom of choice of occupation; (3) powers and prerogatives of office;
(4) income and wealth; and (5) social bases of self-respect. This is a rather
heterogeneous list and, although Rawls saw income and wealth as acting as
more easily measurable proxies for some of the other primary goods, many
have criticised Rawls for having a rather vague distribuendum. Moreover,
Rawls says very little about how items in the index are to be weighted and
so he offers little guidance about how the primary goods are to be traded
off against one another in the construction of the index.

However, Rawls does avoid some of the interpersonal comparability
problems by defining an ‘objective list’ of primary goods. This objective list
is something which society defines as being important to its citizens, as
opposed to a welfare economic approach to subjectively valued goods
within consumers’ utility functions. Primary goods would then represent a
sub-set of all possible attributes within a consumer’s utility function.
Having said that, whilst utility in the form of happiness may be seen as an
inadequate guide to a person’s well-being, Rawls asserts that it is irrelevant
to well-being, which is a very strong claim indeed.

Interestingly, Rawls’ theory applies to individual’s who are ‘normal,
active, and fully co-operating members of society over the course of a com-
plete life’ (Rawls 1982). As noted by Daniels (1985), ‘there is no distributive
theory for health care because no one is sick’ [italics in original]. Is there
something about Rawls’ distribuendum which makes it less applicable to
health care? The point made by Daniels is that while the need for Rawls’
primary goods are more or less the same for everyone, there is a much
more unequal distribution of the need for health care due to biological dif-
ferences between people. There would then be much wider variation in the
resources required to meet such unequal distributions of needs in order to
compensate those who have been unfortunate to be born sick.

Rawls (1982) himself recognizes this limitation and suggests that the
resources devoted to meeting the health needs of people could be decided
in the light of existing social conditions. However, he argues against a car-
dinal and interpersonally comparable measure of health on the grounds
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that people in a pluralist society may have irreconcilable views about what
constitutes a good life. Daniels (1985), however, has extended Rawls’ list of
primary goods to include health, by treating health status as a determinant
of the range of opportunity open to individuals.

3.1.3 Basic capabilities
Sen (1987) agrees with Rawls’ rejection of focusing on utility but criticises
his emphasis on primary goods. If it is argued that resources should be
devoted to people in poor health, despite there being no utility argument
(because they might be contented) and despite there being no primary
goods deprivation (because they have the goods that others have), then the
basis for such an argument must lie elsewhere. Sen believes that what is at
issue is the interpretation of needs in the form of basic capabilities. He 
suggests that focusing on basic capabilities is a natural extension of Rawls’
concern with primary goods.

Sen’s work has been very influential in the debate about why health care
is considered to be more important than many other commodities. For
example, Culyer (1990) has argued that health care, through its impact on
health, enables an individual to ‘flourish’. So people need health care that
improves their health. Allocating health care in order to achieve the pre-
ferred distribution of health (rather than utility) has two important advan-
tages. First, compared to the measurement of utility, there are a number of
established methods for cardinal measurement of health. Second, interper-
sonal comparisons of health gains can be made from the normative 
standpoint that a given health improvement is assigned the same value
irrespective of the preferences or other characteristics of those involved.

Thus, in the case of distributing health care, what matters is not an indi-
vidual’s subjective assessment of their own utility from health care but
rather society’s assessment of the improved health that health care may
produce. Because health is considered to be a basic capability that deter-
mines the extent to which a person can flourish, the distribuendum is not
utility but basic capabilities (or some health-related sub-set of capabilities).

3.2 How is it to be distributed?
Once the distribuendum has been defined, consideration must be given to
how it is distributed across people. This section considers alternative con-
ceptions of what the preferred distribution of whatever entities are to be
distributed looks like—be it utility, primary goods, or health.
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3.2.1 Sum-ranking
One way in which we could choose between alternative distributions would
be to look at the total amount of well-being generated by each one. The
utilitarian philosophy aggregates utility across individuals according to this
sum-ranking rule; that is, it looks only at the sum-total of utilities, justified
by ‘the greatest happiness principle’. As a result, even the tiniest gain in the
total sum would be taken to outweigh distributional inequalities of the
most blatant kind. For example, would an equal split of 50 to each of two
individuals be considered inferior to a situation where one individual had
10 and the other 91, simply because the sum-total of 101 is higher than
100? This particular consequence of the sum-ranking rule is seen (by
Rawls, Sen, and others) as violating most reasonable concepts of justice.

However, it is worth remembering that Bentham was in favour of
radical redistribution—to argue that each person counts for only one in
eighteenth-century Britain was radical indeed. If it is assumed that there is
diminishing marginal utility of income, then redistribution from rich to
poor will bring about a gain in the sum total of utilities. Note, however, that
this concern for distribution is not part of the aggregation rule as such but
rather it comes from assumptions that are made about the shape of an
individual’s utility function.

When the distribuendum is defined in terms of health, it seems that a
principle of maximizing aggregate health is not so objectionable—at least
not so far as public policy is concerned. The health policy statements of
many governments (including those in Norway and the UK) suggest that
generating health is one of the most important objectives of the health care
system and economic evaluation techniques, such as cost-effectiveness
analysis, are designed to provide information so that resources can be
allocated to maximize health. The objective of health maximization would
mean that an individual’s need for health care is defined according to their
(expected) capacity to benefit from that care; that is, the greater their
expected benefits, the greater their need.

An allocation of resources ‘to each according to their potential for improve-
ment’ would mean that a person’s pre- and post-intervention levels of well-
being have no moral relevance in themselves; rather, it is only changes in
well-being that would matter. This is what advocates of ‘maximin’ object to.

3.2.2 Maximin
Rawls (1971) argues that ‘social and economic inequalities must be to the
greatest benefit of the least advantaged’. This he refers to as the ‘difference
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principle’ although many people now refer to it as ‘maximin’. Maximin is a
lexicographic principle in that alternative arrangements are compared first
from the interests of the least advantaged only. If they are equally as badly
off under these arrangements then attention switches to the second least
advantaged, and so on.

Since the maximin principle owes much to the work of Rawls, it is con-
cerned with the distribution of primary goods, rather than utility or health.
However, as with sum-ranking, it is entirely reasonable to consider the
implications of maximin for any given distribuendum. For example, if the
concern were with the distribution of health, then resources would be
allocated so as to maximize the health of the most severely ill person. The
maximin principle would therefore mean that an individual’s need for
health care is defined according to their severity of illness. The lexicographic
nature of this principle means that resources would be devoted to the most
severely ill individual.

Although this decision rule would only apply so long as the expected
benefit to the worst-off individual is positive (because ‘there can be no duty
to do the impossible’ (Elster 1992)), it would apply irrespective of the bene-
fits foregone by others, even the next worst-off individual. And so the 
maximin principle can be criticised for its lack of interest in the magnitude
of gains and losses in the chosen distribuendum, and even in the numbers
involved.

3.2.3 Egalitarianism
The term general egalitarianism is often used when the distribuendum is
income whilst specific egalitarianism refers to the view that there ought to
be an equal distribution of a particular good. However, independently of
whether it is general or specific, egalitarianism is referred to as being
‘strong’ when the preferred solution is the one with the most equal distri-
bution of the distribuendum. Strong egalitarianism can be distinguished
from the egalitarianism of maximin that allows for inequalities so long as
they benefit the worst off. For example, strong egalitarians would prefer an
equal split of 50 units (of utility, primary goods, well-being, and so on) to
each of two individuals to a situation where one individual had 90 and the
other 51. This is because the latter situation is more unequal (90 and 51)
than the former (50 and 50), even though the worst-off individual would
benefit from having 51 rather than 50.

Elster (1992) refers to strong egalitarianism as ‘strongly envious’ but,
whilst it may represent an extreme distribution rule, it is not absurd and
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does not have to be explained by envy. For example, children often inter-
pret justice as synonymous with absolute equality and many adults may
have a strong aversion to the relative frustration that some people may feel
from having unequal shares.

However, when the distribuendum is no longer income but health,
strong egalitarianism would be absurd in a policy context. It suggests that
a situation in which two individuals are in an equally bad health state is
considered better than the situation in which only one is in that state and
the other is fit and healthy. Hence, at least in the context of health, maximin
emerges as a more sensible rule than strong egalitarianism. In any event, in
the following analysis, the maximin principle and strong egalitarianism
recommend the same distribution of utility (or whatever) so long as the
UPF has a downward slope.

3.3 Choosing a preferred distribution
In what follows, we will consider different distributions of utility between
two individuals, Alan (A) and Bob (B). An identical analysis could be used
for any distribuendum provided that it can be represented by a cardinal
index that allows for unit comparability; that is, the differences in each 
individual’s well-being can be compared with one another.

3.3.1 Choosing a point on the 
utility possibility frontier
Figure 3.1 shows a UPF that depicts different combinations of maximum
attainable utility for A and B. The UPF is concave to the origin because of
the assumption of diminishing marginal utility (see Chapter 2). This par-
ticular UPF is symmetric around the 45� line to reflect the assumption that
A and B have identical preferences.

In such circumstances, sum-ranking, maximin and strong egalitarianism
all recommend the same distribution; that is, an equal one. At point E, the
sum of individual utilities is maximized, the utility of the worst off is max-
imized, and both individuals have the same utility (UA � UB anywhere on
the 45� line but E is the highest point that is attainable on the line).
Therefore, all three rules prefer precisely the same distribution of utility
when there is diminishing marginal utility and when people have identical
preferences.

In order to show how different theories prefer different distributions,
we shall relax the assumption of identical preferences, which is certainly
the more restrictive of the two assumptions. Assume that Alan is able to
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generate more utility from the goods and services he consumes than Bob
i.e., he is ‘a more effective pleasure machine’. The UPF would then look
something like that shown in Fig. 3.2. Utilitarians would prefer the 
distribution represented by point U where the total sum of utilities is 
maximized, whilst the Rawlsian-type maximin solution would be at point
R where UA � UB.

Utilitarians would justify U by reference to ‘the greatest happiness prin-
ciple’, that is, so long as the loss to the worst off is less than the gain to the
better off, the total sum of utility increases. Rawlsians would justify R on
the grounds that it is the distribution that maximizes the utility of the
worst off. Whether U or R represents the preferred distribution, then,
depends on judgements about how utility gains to Alan compare with 
utility losses to Bob.

One way in which this judgement can be made is to detach people from
their own self-interest by concealing their precise position in society. The
idea of an original position is based upon a view of justice as impartiality
that argues that an acceptable view for society should reflect agreement
between the members of that society. In order to ensure that people’s moral
decisions are impartial and free from considerations about their own self-
interest, Harsanyi (1955) and Rawls (1971) propose a thought experiment
where people choose the principles of justice for their society from behind
a veil of ignorance. This methodology for choosing between different dis-
tributions is referred to as contractarianism because each individual from
behind the veil agrees to sign up to a social contract, and then the veil is
lifted.

By assuming that preferences satisfy the axioms of expected utility 
theory and that the same weight is assigned to all individuals behind the
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veil of ignorance, Harsanyi provides justification for the utilitarian solution, U.
The Rawlsian veil is a much thicker one in the sense that individuals behind
it are deprived of any information relating to the likelihood of them 
ending up in a particular position. This is because the factors that deter-
mine the position people end up in (such as talent and the capacity for
effort) vary between people and because even the distribution of those fac-
tors is not known behind the veil. According to Rawls, this means that peo-
ple will fear the consequences of being the worst-off individual and will
therefore choose the Rawlsian solution, R.

The veil of ignorance has been the subject of much debate in the literat-
ure. Suffice to say here that the operational device of a veil of ignorance
does not in itself determine the preferred point on the UPF. It does, how-
ever, raise the possibility that other points on the UPF besides U and R
might represent the preferred distribution. For example, people may give
greater (but not exclusive) weight to the well-being of the worst off. The
preferred distribution would then lie somewhere between U and R.
According to Elster (1992), it is between these points that we find distribu-
tions that appeal to ‘the commonsense conception of justice’. The next section
considers how the precise point between U and R might be determined.

3.3.2 The social welfare function
For many allocation decisions it seems reasonable to assume that people
would consider both the size of the gains (however defined) and the likely
distribution of those gains. The relative weight that they give to these twin
considerations will depend on the extent of their equity–efficiency trade-
off; that is, the extent to which they prefer equal shares to a greater overall
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gain. One way in which to determine this trade-off is to specify a social 
welfare function (SWF). Most specifications of the SWF assume a constant
elasticity of substitution, which means that the curvature or concavity of
the curves is constant:

(3.1)

where W � the level of overall population welfare, that is, the ‘social wel-
fare’, Ua and Ub � the level of utility (or whatever the distribuendum is) of
A and B, � and � � the weight given to one individual relative to the other,
as reflected in the steepness of the iso-welfare curves, and r � a parameter
which measures the degree of aversion to inequality between A and B, as
represented by the convexity of the iso-welfare curves.

If both individuals are considered to have equal weight, then 
� � � � 1/2, thus resulting in contours that are symmetric around the 45�

line. This would be the case when neither of them have any distinguishing
extraneous characteristics which would justify treating them differently. In
deciding whether to treat them differently, Broome (1991) suggests that we
look for a class of reasons, referred to as claims, why one person should be
given priority over another. He argues that fairness is about mediating the
claims of different people and requires that claims should be satisfied in
proportion to their strength. (The issue of claims in the context of health
care will be returned to in Chapters 5 and 8.)

The parameter r measures the strength of preferences relating to inequal-
ity, that is, how close to the equality point R that the preferred location lies.
If r � �1, social welfare is equal to the sum of individual utility and thus
there is no aversion to inequality. This utilitarian-type SWF results in iso-
welfare curves that are parallel straight lines with a gradient of ��/�. In
eqn 3.1, when the two individuals have equal weight, it follows that social
welfare is maximized simply by summing their individual utilities.

If r � �1, then there is aversion to inequality, that is, the greater the
inequalities between Alan and Bob, the greater is the weight given to the
worst-off individual relative to the better-off individual. This results in iso-
welfare curves that are convex to the origin. In the extreme, the worst-off
individual is all that matters and r takes a value of infinity. This will result
in a Rawlsian-type SWF with L-shaped (or right-angled) iso-welfare
curves. Thus, the higher the parameter value of r, the stronger is the prefer-
ence for equality, that is, the closer one gets to point R (and, hence, the 
further away from point U). Figure 3.3 shows these various SWFs (all with
� � � � 1/2).

W �[�Ua 

�r � �Ub
�r]�1

r,  Ua,Ub 

�
 

0,  � � � � 1, r � �1, r � 0,

41CHOOSING A PREFERRED DISTRIBUTION

Dolan-03.qxd  9/20/02  12:00 PM  Page 41



This discussion of distributive justice has located three analytically 
different points on the UPF, all of which are equally good according to 
the Pareto criterion. These points are U, the sum-ranking solution sug-
gested by utilitarians; R, the maximin solution associated with Rawls; and
W, a trade-off solution following from a SWF which makes trade-offs
between the arguments of the former two (corner) solutions. The actual
location of this third point critically depends on the degree of aversion to
inequality.

3.4 Alternatives to distributive justice

3.4.1 Rights
Utilitarianism evaluates every action according to the consequent states of
affairs. This means that in the context of the debates about the importance
of rights, it judges any right according to what happens as a result of the
exercising of that right. In this way, it is possible to trade-off different rights
against one another in different contexts and, as such, no one right is con-
sidered of more intrinsic value than any other. In other words, rights
merely serve as rules that should be put in place so as to maximize good
consequences. In principle, this makes specifying which rules to enforce a
simple task, although, in practice, problems of strategic coordination may
arise in devising effective rules. However, this ‘utilitarianism of rights’ may
have some unnerving consequences. For example, it would permit the tor-
ture of one person so long as this prevented the torture of someone else
(who experienced the same utility loss as a result) and brought about some
trivial gain in someone’s utility.
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Non-consequentialist (or deontological) theories assert that the moral
force of rights is not exhausted by their instrumental value. Many such
theories judge some rights to have greater moral value than others. For
example, possibly the most famous deontological philosopher of them all,
Emmanuel Kant (1785), viewed autonomy (the right to rational self-
legislation) as perhaps the central moral value. More recently, Nozick
(1974) has argued that individuals have certain inviolable rights, such as
the right to the fruits of their own labour, which must be respected no 
matter what their consequences are in terms of the distribution of income.
However, this lack of a trade-off between different rights and between
rights and other good things has been criticised by many philosophers and
economists. As Elster (1992) points out ‘In Nozick’s theory, distributive
issues have no independent weight. If liberties and duties are respected,
whatever distribution emerges spontaneously will ipso facto be just’ [italics
in original].

Sen and Williams (1982) have suggested a way in which rights could be
accounted for whilst still retaining a consequentialist framework. To do
this, they allow the evaluation of a state of affairs to differ according to the
perspective of the person carrying out the evaluation. So, one torture plus
a small gain in utility is better than one torture from a neutral viewpoint
but not from the viewpoint of the person being asked to carry out the 
latter torture. For public policy purposes, most evaluations will take place
from a neutral viewpoint, and so a consequentialist framework might be
the most appropriate one.

Having said that, there may still be a tension between different principles
at the policy level. Take, for example, ‘the impossibility of the Paretian lib-
eral’ originally discussed by Sen, which shows how considerations of rights
might come into conflict with the Pareto principle. In the example, a prude
and a lewd are asked for their preferences relating to the censorship policy
for Lady Chatterley’s Lover. The prude does not wish to read the book but
desires even more strongly that the lewd does not read it. The lewd wishes
to read the book but would prefer for the prude to read it. The right of
self-censorship suggests that it is the lewd who reads the book, but the
Pareto principle suggests that it is the prude who reads the book since both
individuals would be better off if this were the case.

It could be argued that rights do not conflict with the Pareto principle if
individual preferences are based on ‘good self-interested reasons’ (in this
case, over only their own reading decisions) and, whilst it remains a value
judgement about what constitutes good self-interested reasons, there is 
certainly no moral requirement that preferences about other people’s 
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activities should be accorded the same moral status as those regarding one’s
own actions. The paradox and possible ways out of it suggest that, in 
deciding on the role that preferences should play in determining priorities
in health and elsewhere, we need to examine the motivation behind 
preferences. This is a theme we will return to.

3.4.2 Procedural justice
The discussion in Sections 3.1–3.3 above has considered distributive 
justice. Consistent with conventional economic thinking, it has focused on
outcomes and ignored the means by which a given outcome is achieved.
This abstraction can be criticised on the grounds that an individual’s 
welfare may not only depend on the consequences of a policy but on the
policy itself. This suggests that, in addition to distributive justice, we need
to look at procedural justice, which posits that the fairness of the proced-
ures used in a decision-making process will influence an individual’s reac-
tion to the decision. Procedural justice does not deny that the outcome of
a decision affects an individual’s reaction, but that the process has an effect
independent of the outcome.

There are two main areas in which a large body of literature on procedural
justice exists. The first is law, where ‘due process’ is of utmost importance in
most civil and criminal trials throughout the world. The process—being
tried in open, being judged by one’s peers, the right to a defence lawyer and
so on—takes precedence over any consequences that might result. Now, of
course, a fair process might be important precisely because it is considered
to produce a fair outcome; that is, trial by jury is the most effective way of
making sure that the guilty are convicted and that the innocent are set free.
In this way, process is merely instrumental to a fair outcome. But might a
fair and transparent process not have intrinsic value? Much of the debate
about whether to allow some cases in the UK to be tried by a judge rather
than by a jury has focused on the accountability of the legal system and not
on its likelihood of making the correct decision.

The second area where procedural justice has made an important 
contribution is in the literature on participatory democracy. If a process of
dialogue whereby all citizens can participate on an equal footing is in place,
then the outcome of the democratic process will be deemed to be fair.
This can be seen as a kind of rights-based approach in that individuals are
held to have inviolable rights to participate in public dialogue. Habermas
(1984) has suggested that such dialogue—in which people participate in
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uncoerced discussion—should be used to choose between alternative the-
ories of distributive justice.

Levanthal (1980) has identified six justice rules that are presumed to
govern the evaluation of procedural fairness:

(1) consistency—decisions are deemed to be consistent with one another if
the same procedures were applied across different people and over time;

(2) bias suppression—this refers to the absence of vested interests, where
individuals who may have personal interests in particular outcomes
are excluded from the decision-making process, or at least the poten-
tial for bias arising from their involvement is suppressed;

(3) accuracy—the information used in the decision-making process is
appropriate and accurate;

(4) correctability—there are mechanisms in place that allow decisions to
be challenged or even reversed;

(5) representativeness—this rule provides a platform for individuals to
make their opinions known to decision makers;

(6) ethicality—the mechanisms by which decisions are made coincide
with the ethical and moral beliefs of those affected by those decisions
(for example, the gathering of certain genetic information might be
considered to be unacceptable).

Whilst these rules have been most often applied to decision contexts
which affect identified individuals, such as in the legal system, they are
equally applicable to decisions that affect unidentified people, such as in
the allocation of health care resources at the macro level. Although this
book deals primarily with issues relating to distributive justice, it will often
be important when considering any final distribution to consider the pro-
cedures by which that distribution came about.

3.4.3 Medical ethics: different principles at 
the bedside?
It is important not to lose sight of the context within which all of these
debates take place, that is, how to do the most good with limited resources.
Such resource-allocation decisions can be made at a number of different
levels, from decisions at the macro level to choices between individual
patients at the micro level. This raises the question of which level a theory
of justice is developed at, and asks us to consider whether different theories
might be applicable at different levels.
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Deductivism directs attention away from the level of specific judge-
ments, and adopts a ‘top-down’ approach that emphasizes general rules
and principles. Inductivism, on the other hand, adopts a ‘bottom-up’
perspective that emphasizes the role of specific and contextual judgements
in shaping general norms and theory. Coherentism moves in both direc-
tions and allows for the refinement of general rules in the light of specific
judgements. Rawls adopted this ‘third way’, and used the term reflective
equilibrium to refer to the process by which considered judgements are
adjusted so that they coincide with the premises of theory. He argued that
the difference principle (that is, maximin) was not meant to apply in 
particular cases, such as when a doctor is choosing between individual
patients.

The literature on medical ethics has tended to focus on dilemmas 
at the bedside, including such issues as when to withdraw treatment,
whether to allow abortions, and ethics of assisted suicides and voluntary 
euthanasia. The two main principles in medical ethics have been non-
maleficence, that is, the principle of ‘do no harm’ and beneficence, that is,
the principle that the potential benefits to a patient must be balanced
against the potential risks. More recently, attention has also been focused
upon respect for autonomy, that is, the principle of respecting the decision-
making capacities of patients, and increasingly on justice, that is, the 
principle of distributing benefits, risks, and costs fairly. As a result of
such considerations of fairness, there is an increasing recognition in 
the medical ethics literature of issues focusing on interpersonal 
comparisons, and on resource allocation at higher decision-making 
levels.

Before moving on, it is worth noting that medical ethics often focuses on
the virtues of the agents who make decisions. This contrasts with the 
theories of justice discussed so far in this chapter, which concentrate on the
obligations that agents have to behave according to a particular set of
principles (such as to maximize utility in the case of utilitarianism). A
virtue is a trait of character—a moral virtue being a trait that is morally
valued—and this allows us to draw attention to an agent’s motivations as
well as to their actions. People who are motivated by compassion, for
example, would meet our approval, whilst others who act in precisely the
same way but from different motives would not. Some medical ethicists
have argued that replacing the virtuous judgements of health care profes-
sionals with obligation-focused theories will not result in better decision
making.
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3.5 Conclusion
The ‘ethics of economics’ owes much to the utilitarian philosophy. When
economists are accused of being preoccupied with efficiency and maxi-
mization issues, they can at least justify this obsession by reference to an
important philosophical school of thought. There are two different sets of
arguments against this utilitarian conception of justice and fairness. The
first argues in favour of alternative points on the UPF than the utilitarian
sum-ranking point. The suggested alternative points would reflect some
notions of equity. These could be based on a Rawlsian argument of max-
imizing the utility of the worst off, a preference for equal distribution of
goods, or preferences for an intermediate point that would balance the
twin aims of maximizing the total sum of utilities and of having an equal
distribution. Still, while disagreeing with the utilitarian solution, these
alternatives have a consequensialistic focus.

The second set of arguments against utilitarianism share a basis in pro-
cedural justice. Important here are various notions of citizens’ rights.
People appear to have a wide range of conceptions on what it involves to
consider human beings as being equally entitled to—and worthy of—care.
Furthermore, most of us would require that legal justice and democratic
principles have been followed. Interestingly, it might well be an implication
of a procedural justice argument to opt for a point inside the UPF.
However, economists normally disapprove of points inside the frontier,
because they are Pareto inefficient. We believe that the main reason why
economists have problems accepting an interior point is that they do not
accept the logic behind the particular procedural justice argument from
which the preferred distribution follows. It is indeed a challenge to try and
distinguish those inefficient distributions that have an explanation in jus-
tice and fairness from those which represent mere waste—and a further
challenge to consider whether the price (in terms of foregone benefits) of
fair procedures is a price worth paying or not.

One final comment before we move on. Because questions of fairness
involve value judgements about the way in which benefits should be dis-
tributed, it is sometimes argued that such questions are outside the realm
of economics that should instead confine its attention to allegedly value-
free efficiency conditions. However, as we hope to have shown in the first
part of this book, there are no real qualitative differences between the
objectives of efficiency and fairness in terms of their dependence on value
judgements. It is our contention, one that provides much of the motivation
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for the rest of the book, that economics can be made more productive if
more attention is paid to the ethical considerations that shape our 
judgements.
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4

Efficiency-motivated
responses to market failures

Public intervention in the market for health care is based on two quite separate
reasons: ‘market failures’ and equity. This chapter seeks to analyse the nature
of market failures, emphasizing people’s selfish motivations for various forms
of regulation in the distribution of health care.

This chapter confronts the general model of the perfect market with the
more specific characteristics of the market for health care. The context of
this inquiry into ‘failures’ follows the neo-classical economic tradition,
where costs reflect all costs to society and benefits are assessed and valued
by consumer preferences.

4.1 The perfect market model and 
the imperfect market for health care
To economists, the perfect market model is a very attractive mechanism for
distributing goods and services: consumers get what they want if they pay
what things cost. Producers get sufficient revenues to cover the costs of
production. Due to the harsh competition between producers, any profits
over and above what is needed to keep them in business evaporate in the
long run. The marginal social value equals the marginal social costs; that is,
the value to society of the last unit of production is the same as the costs to
society of producing that unit. Beyond serving as an attractive model, it
also serves as a yardstick against which the imperfect real world can be
compared with an ideal model world. But what is required for a market to
be perfect?

In order to understand why real markets do not always operate so per-
fectly, Table 4.1 sets out the fairly restrictive assumptions upon which the
perfect market model rests.

Even the most ‘pro-market’ economists admit that not many real world
markets satisfy all of the above assumptions completely. However, the 
reason why ‘imperfect’ markets may still be favoured is that they are
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believed to work better than an alternative with public regulation and pub-
lic ownership. Before considering these issues, though, let us consider the
extent to which the market for health care fails to satisfy the assumptions
of a perfect market.

1. Individuals do not have full information about the timing or costs of
illness. This means that planning expenditure on health care, even over a
relatively short time period, is almost impossible. This gives rise to insur-
ance markets and an associated set of market failures that are discussed in
some detail in Sections 4.2–4.4. Patients also lack information about the
quality of health care and about the expected effect of health care on
health—this is essentially why they see doctors in the first place. Of course,
doctors are not fully informed either, but what is important here is that
patients have much less information relative to doctors (see Section 4.5).

2. For many health care services, especially in primary care, buyers know
who the producer is. The transactions between buyers and sellers are per-
sonal and their relationship will be based largely on trust. Thus, the notion
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Table 4.1 Some key assumptions behind the perfect market model

Assumption Implication

(1) Full information Buyers know how much and when they wish
to consume, as well as the quality of
the goods

(2) Impersonal transactions Buyers and sellers act independently and
operate at ‘arm’s length’

(3) Private goods Only the person consuming the good is
affected by it; they pay all the social costs
and gain all the social benefits

(4) Selfish motivation Buyers are ‘only in it for getting satisfaction’,
and sellers are ‘only in it for the profit’

(5) Many buyers and sellers No single buyer or seller can influence the
market price, either alone or through
coordinated action

(6) Free entry (and exit) Anyone who would like to sell the products
may start to do so, and anyone may leave
the market whenever they want

(7) Homogenous products Buyers cannot distinguish between the
products of the different producers
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of impersonal transactions between atomistic agents is not an appropriate
description of the doctor–patient relationship, which is discussed more
fully in Section 4.5.

3. Many types of health care are clearly not private goods, where benefits
are only enjoyed by the person consuming the good. Some preventive
health measures such as clean air are quite the opposite; they are public
goods for which consumption is characterized by non-excludability (I can’t
stop someone else consuming it) and non-rivalry (the level of my con-
sumption does not alter someone else’s level of consumption). Somewhere
in between lies health care for which consumption is characterized by pos-
itive externalities; that is, one person’s health care consumption may pos-
itively affect another person’s utility. Some of these externalities, and how
the market might respond to them, are discussed in Section 4.6.

4. Selfish motivation is a controversial, and far from clear-cut, assump-
tion of how consumers and producers behave in the market for health care.
Patients may not be so selfish that they disregard any concern with how
their condition impacts upon other people. And rarely, if ever, would doc-
tors say that they practise medicine so as to maximize profits—even if they
did, a code of professional ethics attempts to restrict them from doing so.
In this chapter, we assume that consumers are selfishly motivated whilst
Chapter 5 deals with more altruistic reasons for caring for others.

5. As to having large numbers of independent buyers and sellers, there
are certainly many buyers of health care (unfortunately, most of us will
have to consume some health care at some time), and in most cases we
operate sufficiently independently of one another. The numbers of inde-
pendent sellers will vary. Only in big cities would we find many hospitals
but general practitioners and specialists might be found in large numbers
and may compete with each other in attracting patients. Overall though, as
judged from the assumption of many sellers and buyers, the market for
health care is imperfect.

Oligopolies (few sellers) and monopolies (one seller) are not unusual
features of a market economy because, where there are economies of scale,
efficiency will be enhanced by having a smaller number of large producers
rather than a larger number of smaller producers. But economic theory
considers competition to be good—and monopoly to be bad. This is because
monopolies are not ‘price-takers’ and thus are expected to result in alloca-
tive and technical inefficiencies. A profit-maximizing monopolist hospital,
for example, will select a higher price and a lower output than a profit-
maximizing competitive hospital industry. In addition, monopolistic 
conditions will result in so-called X-inefficiencies (such as managerial slack)
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due to the lack of incentive to produce at lowest cost, that is, monopolies
use more input factors than are necessary for a given output and are thus
not on an isoquant (see Chapter 2). The monopolist may try to justify the
higher unit costs in terms of increased quality (claiming better health out-
comes, for example), but without an adequate measure of patient health
outcome (of which more in the next chapter), it may be impossible to 
distinguish X-inefficiency from genuine quality-enhancing activities.

Whilst cost inefficiencies are expected in monopolistic markets, this 
conclusion is contingent on the structure of the demand side. If there is full
cost reimbursement from insurance, then user-cost is zero and hospitals
have an incentive to switch from price to non-price competition in order
to attract patients. Higher quality care, more convenient locations, shorter
waiting times, and so on, are all cost-raising activities and there is no mech-
anism for ensuring that any of these dimensions of output are optimal.

6. Free entry of providers is not a common feature of the health care
market. There are professional regulations that prohibit non-medics from
offering their services. In addition, certain types of professional qualifica-
tions are required in most countries for practitioners to receive public
funding (for example, physiotherapists). And even if they might be pre-
pared to rely on patient payments, many countries regulate the number of
various practitioners in any region. However, like in most markets, there is
free exit in that doctors may stop practising whenever they want.

There may well be market conditions that prevent competition in the
market (for example, economies of scale which mean that technical effi-
ciency is achieved through a sole supplier—a natural monopoly) but 
the idea is to create competition for the market. For contracting to work,
the bidding environment must be competitive. This does not mean that the
market itself has to be competitive. Provided that at least two bidders can
offer to provide a specified service and provided that the incumbent 
hospital (or its management) cannot ignore the threat of entry without
risking being replaced by a new producer, then the competitive price and
output will result. In other words, the market must be contestable.
Successful contracting also requires a system whereby bidders’ offers can be
evaluated—and this requires information. Although price is clearly impor-
tant in making a decision, it is not the sole criterion by which bids are
judged—and this leads us into our last potential source of market failure—
different goods.

7. It is quite a common market strategy for providers to attempt to make
their products distinguishable from those of their competitors—a practice
known as product differentiation. The same goes for health care. Although
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the chemical substances of drugs from different producers may be homo-
genous, they have brand names, and new and expensive drugs are claimed
to be better. Private hospitals and physicians also attempt to make patients
believe their services are of a higher quality than those of public providers
by wrapping their services in more attractive amenities. Indeed, non-price
competition is only possible if patients perceive the services provided by
different hospitals or doctors to be different.

In discussing some of the failures in the market for health care in more
detail, we will begin by discussing the uncertainties that are inherent in the
consumption of health care and highlight some of the problems associated
with the health care insurance markets that emerge to deal with these
uncertainties.

4.2 Uncertainty and insurance
There are two types of uncertainty in health care that give rise to the devel-
opment of insurance schemes. First, consumers do not know if they will
ever need health care, for example, not knowing if one’s house will burn
down or one’s car will crash. Second, consumers do not know the full
financial implications of illness, both in terms of treatment costs and lost
earnings. In order to avoid—or at least reduce—the financial uncertainties
associated with future illnesses, consumers take out health insurance.

4.2.1 The welfare gain from insurance
Consider an individual without insurance. If the consumer is healthy, they
enjoy wealth, W, and if they are ill, they will suffer a ‘money equivalent loss’,
L, thus resulting in wealth, W � L. Let the probability of illness be q, and so
the probability of not being ill is 1 � q. Their expected utility, E(U), is their
utility from wealth if they are healthy, U(W ), multiplied by the probability
of them being healthy, plus their utility from the reduced wealth if they are
ill, U(W�L), multiplied by the probability of their being ill:

. (4.1)

Obviously, the smaller the probability that the illness occurs, and the
smaller the expected money loss associated with the illness, the higher is
the expected utility.

The welfare gain from insurance can be illustrated by considering the
relationship between an individual’s wealth and their utility. Figure 4.1 is

E(U ) � (1�q)U(W )�qU(W�L)
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based on the crucial assumption of diminishing marginal utility of wealth
(see also Fig. 2.2). W on the horizontal axis represents their wealth when
healthy and U(W) on the vertical axis represents their utility from that
wealth. W � L and U(W � L) show the corresponding wealth and utility,
respectively, when ill. The idea of buying insurance is that the money loss,
L, will be compensated for if illness occurs. The cost of this guaranteed
compensation is a specified premium, p.

The premium is said to be actuarially fair if it represents the insurance
company’s expected payout; that is, the size of the loss multiplied by the
probability of that loss occurring (p � qL). When insurance is offered 
at actuarially fair rates to a large number of people, then the insurance
company can expect to pay out the same amount in compensations as they
receive in revenues from insurance premiums. Hence, actuarially fair pre-
miums involve no profits and no costs of administering the insurance
scheme.

Now, compare wealth and utility with and without insurance. First, the
expected wealth is the same. The left-hand side of eqn 4.2 represents wealth
without insurance and the right-hand side represents wealth with insurance
(when p � qL):

. (4.2)

However, as can be seen from Fig. 4.1, the expected utility of wealth is
higher with insurance than without it:

. (4.3)qU(W �L)�(1�q)U(W) �U(W �qL)

q(W�L)�(1�q)W �W �qL
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Thus, the expected utility represents the probability-weighted average of
the utility with and without loss (at point A in Fig. 4.1). On the vertical axis
of Fig. 4.1, the utility from the insured situation reflects the point on the
utility function corresponding to wealth level W � qL. It can be seen that
the uninsured situation gives a lower level of utility. Hence, the welfare gain
from insurance can be illustrated as the vertical distance from A to B between
the (expected) utility without insurance and the utility with insurance.

This welfare gain can evaporate with increased insurance premiums. The
horizontal distance from point A to the intersection of the utility function
at point C indicates how much more consumers would be willing to pay for
insurance and still remain at the same level of utility as in the uninsured
situation. While qL (�p) is the actuarially fair premium, p* (which is larger
than p) is the maximum that this consumer would be willing to pay. To the
insurance company, p* � qL represents the maximum ‘loading’ on insur-
ance, that is, it is the maximum mark-up that an insurance company could
charge to cover its administrative costs and to make profit. Thus, if they
choose the maximum load factor of (p* � qL)/qL, all the welfare gains from
insurance are captured by producers. This may represent an important
source of market failure in private insurance markets, and is something we
will return to shortly. In the meantime, let us remain under the assumption
of actuarially fair insurance contracts.

4.2.2 The probability and the loss
Consider a low probability illness with a large potential loss, q1L1, and com-
pare it with a high probability illness with a low loss, q2L2. Assume that the
expected loss of the two illnesses is the same, that is, q1L1 � q2L2. This means
that the actuarially fair premium is the same for both illnesses. However,
Fig. 4.2 shows that the welfare gain from insurance is highest in the situa-
tion with the large potential loss.

The smaller the financial loss, the smaller the welfare gains from insur-
ance. We note that the shorter the vertical distance between the utility
curve and the straight line between U(W) and U(W � L), the lower the rel-
ative welfare gain from insurance becomes. This is intuitively appealing in
that we would be less willing to take out insurance for losses that we could
more easily afford. While this explains situations when insurance is not
demanded, the reduced supply of insurance contracts for illnesses with a
high probability and a large loss (for example, in the case of some chronic
diseases) can be explained by the relatively limited scope for ‘loading’, and
hence the reduced likelihood of covering costs and making profits.
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So, the market for health care, like other markets, will respond to uncer-
tainty by developing insurance solutions. We have seen that there are 
efficiency reasons why insurance contracts are not specified for all types 
of health care. There may be no supply because insurance companies 
are not able to cover their administrative costs for higher frequency 
losses and, as a result, contracts cannot be priced low enough for con-
sumers to be willing to take out insurance to cover small losses. In the fol-
lowing, we shall look more closely at market failures in private health
insurance.

4.2.3 Actuarially fair insurance
Let us begin by considering how a system with unregulated community
rating will evaporate. Under this system, all consumers/citizens are offered
the same rate that reflects the expected per-capita loss over the whole com-
munity. Using subscript C for community, the premium equals the
expected loss, which is the product of the probability of the loss and 
the size of the loss should it occur, that is, pC � qCLC. However, we each
have different genetic inheritance and are exposed to different health risks
(see Chapter 1). Consequently, each person would have their own expected
loss. Imagine that n people can be located on a continuum from the lowest
expected loss at one end to the highest expected loss at the other, where
qCLC represents the community average:

. (4.4) q1L1 � q2L2 � 

…
 � qCLC � 

…
 � qn�1Ln �1 � qnLn
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The feature of this system of community rating is that it involves 
redistribution ex ante, from low-risk to high-risk groups. Again, with a
fixed premium, pC � qCLC, those with lower than average risk will cross-
subsidize those with higher than average risk. The further away from the
community average, the larger is the amount of cross-subsidy contributed
or received. Clearly, all those with high risks are happy with this system (of
course, they may be unhappy with their high risks).

While those with low risks might be happy with this, some might be
tempted to opt out and self-insure. To the extent that they are able to sig-
nal their lower risks, a second insurance market will develop, where they
will be offered cheaper premiums than the current community premium.
This cream skimming of low-risk groups has some simple arithmetic
implications: when low risk individuals leave the group, the average risk
(and hence premium) increases for those that remain. Persistent cream
skimming will result in each individual paying a tailor-made premium to
reflect their own expected loss. Hence, under actuarially fair insurance,
there is no redistribution ex ante.

The distributional implications of actuarially fair insurance are not mar-
ket failures as such. High-risk individuals will have to pay high insurance
premiums or else pay for health care at the point of delivery. If they cannot
afford to do so (which is likely given that high risks are often found in
groups with low incomes), then this is an equity, not an efficiency, issue.
Rather, market failure in this context relates to the problem that actuarially
fair insurance is not possible due to asymmetric information. In general
terms, this is where an individual or group knows something that other
individuals or groups do not. Notice that what is relevant here is the 
relative amount of information that the individuals have, and not the
absolute amount. There are effectively two main types of asymmetric
information: adverse selection where the asymmetry occurs before the
insurance contract is made and moral hazard where the asymmetry occurs
after the contract is made.

4.3 Adverse selection
Adverse selection arises from population heterogeneity in the risks faced by
individuals, combined with asymmetric information about those risks. The
heterogeneity is caused by factors that the individual can control (such as
certain decisions about their lifestyle) and by factors that they have no con-
trol over (such as their genetic inheritance). The problem with actuarially
fair insurance is that of signalling and identifying ‘true risks’. Sellers of
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insurance contracts must make sure that the expected loss of a customer 
is not higher than the premium (plus loading). While they would prefer 
to charge the highest possible loading, competition among insurance 
companies will reduce this exploitation of people’s dislikes for taking 
risks (referred to as their risk aversion). Buyers would wish to signal that
they face a lower risk than they really do, in order to be offered a cheaper
premium.

Since buyers may know things that the insurance company does not (or
which would be too costly for the insurance company to find out), the
problem for sellers is to identify and separate ‘false risks’ from ‘true risks’.
One solution is to offer contracts with deductibles (where the insured does
not get compensation for losses smaller than some fixed amount) or coinsur-
ance (where the insured only gets a fixed fraction of the losses covered).
The market failure of this solution is that it induces self-selection—
low-risk buyers will prefer contracts with high deductibles and coinsurance,
while high-risk buyers will prefer more complete coverage. Consequently,
the less comprehensive contracts are the cheapest because they attract 
low-risk buyers. In other words, the ‘true low risks’ have been identified.

However, low-risk buyers might still prefer complete coverage if it were
available at actuarially fair rates. But because of false signalling from high-
risk buyers, this type of contract would only be offered at a rate that reflects
the expected loss of the high-risk group. Hence, low-risk people are faced
with the choice between partial insurance at a low rate or full insurance at
an excessively high rate. In the absence of actuarially fair and full insurance,
low-risk people may choose second-best partial insurance.

Related to adverse selection are inefficiencies from high transaction costs.
As Culyer (1989) notes, ‘Private insurance is bureaucratic and costly,
requiring armies of accountants, actuaries, billers, checkers, fraud detectors,
lawyers, managers and secretaries’. In fact, administrative costs in the US
private health insurance system could account for nearly a quarter of the
total costs of health care (Hurley 2000). A single tax-financed system of
public insurance is more cost effective when it comes to administrative
costs, for four main reasons. First, when ‘health taxes’ independent of indi-
vidual risk are included in an existing tax system, there are no additional
costs involved with revenue collection. Second, providers of health care
face no costs of collecting reimbursements from the insurance companies.
Third, there are no costs involved in designing insurance packages for dif-
ferent risk groups. And fourth, there are no advertising costs of the kind
found in competitive insurance markets.
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The simplest policy solution to adverse selection and high transaction
costs, therefore, is compulsory public insurance. It may offer complete cov-
erage without worrying about false signalling and, given economies of
scale, is potentially much more efficient when it comes to administration
costs. Government insurance certainly involves less consumer choice than
private insurance, but it might still be preferred by low-risk individuals
who are not offered their preferred choice (that is, full coverage at actuari-
ally fair rates) under private insurance.

4.4 Moral hazard
Moral hazard refers to any tendency for the presence of insurance to
increase the probability of loss or its amount. This may result in an indi-
vidual incurring more expenses with insurance than without it. Now, there
is of course a disutility associated with health care, and most of us would
prefer to go through our lives without ever having consumed it all.
Moreover, there are often substantial non-financial losses associated with
poor health—you do not need to pay the costs of a leg fracture, for example,
but you would probably still take precautions to avoid the pain and misery
of breaking your leg. But still, the existence of insurance may affect an 
individual’s behaviour at the margin in that less effort may be taken to
avoid the loss. This is referred to as ex ante moral hazard.

When the costs of the loss are exaggerated, this is referred to as ex post
moral hazard. This may be more a problem for health insurance in that it
refers to behaviour after the sickness has occurred. Patients would prefer a
higher level of care (and amenities) when sick than they would if they had
to pay for it. Doctors, who tend to have more affinity to the patient in need
than to the third party paying the bill, would be prepared to respond by
recommending more resources than if the patient had to pay out of their
own pocket. This supplier moral hazard exists when doctors have a great
deal of discretion over the type of care they provide.

The standard—and simplest—model illustrates a situation with con-
stant marginal costs and a downward sloping demand curve that reflects
marginal benefits (see Fig. 4.3). With full insurance, a patient would prefer
health care up to the point where the demand curve cuts the horizontal axis
at a price of zero. Without insurance, the patient would restrict their
demand where the curve cuts the marginal cost curve. The shaded triangle
between the marginal cost curve and the demand curve illustrates the 
welfare loss from insurance.
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Therefore—surprise, surprise—the simple policy solution to this type of
ex post moral hazard is increased patient payments. The higher the copay-
ment (or coinsurance or cost-sharing), the greater the reduction in the size
of the welfare loss triangle. The loss completely disappears, of course, when
there is no insurance. The problem with no insurance is that people do not
experience the welfare gains from insurance either!

While maintaining the insurance system, there are various policy options
to reduce ex post moral hazard. Essentially such contracts and treatment
guidelines attempt to restrict the choice set of the doctor in such a way 
that they provide services of the kind that potential patients want ex ante
rather than what actual patients want ex post or what doctors themselves
would want.

4.5 Asymmetric information and 
the agency relationship
Asymmetric information exists when one party possesses more informa-
tion than the other, and where this information is of a kind that is consid-
ered important to the latter. Doctors possess two types of information that
are important to patients: diagnostic information (‘What is wrong with the
patient?’) and treatment information (‘What can be done for the patient?’).
As a consequence, a patient would want their doctor to act as their perfect
agent. In general terms, an agency relationship exists when one individual
or group (the agent) acts on the behalf of another individual or group (the
principal). We can consider a doctor as acting as an agent in two distinct
ways. First, when they act solely for an individual patient, and second,
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when they consider other people alongside that patient. For example, they
might simultaneously consider their other patients or possibly a third party
payer, such as the government or society as a whole.

4.5.1 The doctor–patient relationship
The consumption of health care is different from the consumption of most
other goods in that the consumer lacks information about the effects that
health care will have on their utility. Unlike normal goods that are con-
sumed for their direct utility-yielding properties, health care is consumed
for its impact on health. Health care itself is not a ‘good’ in the conventional
sense, but a ‘bad’ (or a necessary evil) required for improved health. Hence,
the demand for health care is a derived demand for health. As with most
other goods in the utility function, the individual is the best judge of their
utility from health. Going back to Fig. 1.1, the consumer is sovereign in
judging the utility they get from health directly, as well as indirectly via the
impact that health has on wealth and social relations.

However—and this is crucial—the consumer lacks information about
the impact of health care on health. Typically, the patient will lack informa-
tion about which treatments might be available, and the effectiveness of the
alternative treatments. In other words, they are relatively ill informed 
about the production function. On the other hand, the supplier of health
care—the doctor—has much greater knowledge concerning the technical
relationship between health care and health. Given this information 
asymmetry, it is not surprising that doctors make decisions on behalf of
patients.

Doctors do, however, differ in their views about what it is that patients
want from them—some argue that their task is to tell the patient what
treatment they should have, others that it is their task to provide the patient
with information so that the patient can decide. In theory, this agency rela-
tionship is not a problem because the utility function of the agent (the doc-
tor) is identical to that of the principal (the patient)—that of maximizing
the utility of each patient. As Williams (1988) points out, if the doctor 
is the perfect agent, ‘The doctor is there to give the patient all the informa-
tion the patient needs in order that the patient can make a decision, and the
doctor should then implement that decision once the patient has made it’.

However, even if patients’ and doctors’ utility functions were identical
(which is unlikely), this still requires that each doctor will have full know-
ledge of the arguments in each patient’s utility function. Now, it seems 
reasonable to assume that maximizing health will be an objective of most
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patients and, according to some health economists (see, for example, Culyer
1989; Williams 1988), it is assumed to be the only relevant argument in
patients’ utility functions. However, other arguments such as the amount
of information requested or the desired degree of involvement in the 
decision-making process are likely to be important and will naturally dif-
fer across patients. Thus, it is unlikely that any doctor could act as a perfect
agent for his patient.

In reality, the agency relationship that has evolved in health care is one in
which the supplier can greatly influence the consumer’s utility function.
Because doctors hold a position such that they can have some influence
over both the costs and benefits of health care, there is the potential for
exploitation. Williams (1988) claims that the more recognizable form of
his characterization of the agency relationship is one in which the words
‘doctor’ and ‘patient’ are reversed: ‘The patient is there to give the doctor all
the information the doctor needs in order that the doctor can make a deci-
sion, and the patient should then implement that decision once the doctor
has made it.’

It seems that the only effective constraints on doctors’ behaviour are
medical ethics (see Chapter 3), which provide some reassurances that the
doctor will attempt to do their best for the individual patient, and clinical
guidelines, which aim to reduce the wide differences in medical practice
(even if these guidelines are themselves formulated largely from existing
practice patterns). However, because the choice of treatment recom-
mended by the ‘seller’ may have many important consequences for the
‘buyer’, the latter is better described as a vulnerable patient rather than as
an empowered consumer. So, the market for health care clearly violates the
assumption of impersonal market transactions—buyers and sellers are
almost hugging one another rather than operating at arm’s length. And
because the doctor–patient relationship is so heavily based on trust, the
doctor could exploit the patient in a variety of ways—possibly even induc-
ing demand that might not otherwise exist.

4.5.2 Supplier-induced demand
Supplier-induced demand (SID) refers to the extent to which a doctor pro-
vides or recommends the provision of medical services that differs from
what the patient would have chosen if they had the same information and
knowledge available as the doctor. According to the authors of a US-
focused health economics textbook, ‘No single issue in the relatively brief
history of health economics has generated more interest and controversy
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than supplier induced demand’ (Folland et al. 1997). Whilst SID has 
not generated the same level of attention from European health econom-
ists, it still has important implications for less market-oriented health care
systems.

Supplier-induced demand arises from the simple fact that many remu-
neration systems of doctors are designed so that the more services they
provide to each patient, the more income they generate. Indeed, SID is
inextricably linked with other theories such as the ‘target income hypothe-
sis’, which reduces the motivation for imperfect agency behaviour down to
income. However, this is a rather narrow view, since the agent seeks to 
maximize utility, of which income will be only one part. As a result, other
arguments in the agent’s utility function can be the ‘trigger’ for imperfect
agency.

The positive debate on SID has dealt with the issue of whether doctors
have the power to shift the demand curve further out in the price–quantity
space, and how the eventual extent of this inducement could be tested
empirically: ‘Can we ever really know its extent?’ (for a funny parable on
this, see Fuchs 1986). This question has been answered using macro and
micro tests. The main macro test to date has been to look at the effect of a
change in the population–physician ratio on doctors’ fees and the use of
services. Typically this is undertaken by using cross-sectional data. As dif-
ferent areas may produce different utilization rates or fee levels for reasons
other than physician supply, data on other factors are also used to control
for potential confounding factors.

The hypothesis is that doctors, behaving entirely rationally, respond to
an increase in the supply of doctors by generating greater demand for their
services to maintain their target level of income. There is plenty of evidence
to suggest that there is a positive relationship between supply of doctors
and the use of medical services. The evidence on the relationship between
the supply of doctors and fees is less conclusive. For example, an increase
in the utilization of medical services following an increase in supply is con-
sistent with standard economic theory if price falls, and a positive relation-
ship between the supply of medical services and price points to a shift in
demand.

Micro tests of SID concentrate on doctors’ responses to financial incent-
ives by looking at how doctors respond to fee controls or to a change in
their method of remuneration. The hypothesis being tested is that both fee
controls and a change in methods of remuneration will lead to a change in
the quantity of services being provided as doctors attempt to maximize
their income or utility or maintain their target income. Such ‘natural
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experiments’ do not have many of the drawbacks of the macro tests, for
example, typically there are better quality data and fewer confounding fac-
tors. These tests provide compelling evidence of physicians changing their
level or type of services provided in line with predictions from the target
income hypothesis.

As an excellent example, Krasnik et al. (1990) looked at the provision of
general practitioner (GP) services in Denmark. In Copenhagen, GPs were
paid a fixed rate (that is, on a capitation basis) whilst their counterparts
elsewhere were paid on a mixed capitation/fee-for-service basis. The income
of GPs in Copenhagen fell, and so they demanded a change in remunera-
tion. Services in and out of Copenhagen were studied before the change
and twice after. Three hypotheses were tested. First, GPs in the city would
increase their overall activity after the change. Second, referrals to special-
ists and hospitals would decrease after the change. And third, in the short
term, doctors would be more likely to overshoot their target income but
thereafter their overall activity would fall as they could attain their target
incomes.

The results suggested that activity did increase after the change and 
that referrals did decrease as GPs took the opportunity to undertake many
now more lucrative services for themselves. The level of activity fell between
the second and third rounds after the initial increase between the first and
second rounds. All of this is suggestive of SID.

The normative debate about SID has dealt with the extent to which 
we can accuse doctors of doing such bad things—since almost by implica-
tion SID is a bad thing—for patients. Whether or not SID really is a bad
thing has a simple analytical answer, namely, if the demand has been
shifted to the right of the point where the initial (and assumed
autonomous) demand curve hits the horizontal quantity line (see Fig. 4.3).
If it has not, this partial model suggests that a revenue-maximizing doctor
has not done anything morally wrong to the patient. Whether or not SID
is morally wrong for society depends on whether or not demand has been
pushed to the right of the point at which society’s valuation of marginal
benefits is lower than social costs (at Q*), something which is more likely
to happen.

We suggest here that it is reasonable to conclude that some demand
inducement exists—we might not be able to see it but we can certainly
smell it and taste it. The shift in the demand curve is symptomatic of an
imperfect agency relationship arising out of asymmetric information, which
gives the doctor some discretion in their decisions, and personal transac-
tions, which means that the doctor can persuade the patient to trust those
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decisions. This is not withstanding the fact that the code of medical ethics
outlined in Section 3.4.3—nonmaleficence, beneficence, autonomy, and
justice—will act as a powerful constraint on the profit-maximizing behavi-
our of doctors and other health professionals. And, as also discussed in
Section 3.4.3, suppliers may be motivated by a moral duty towards their
patients.

Anyhow, the fact that doctors, like everyone else, respond to pecuniary
and non-pecuniary incentives is no bad thing. It means that with the right
incentives, we can get doctors to behave how we would like them to behave.
Thus, if we first establish how we want doctors to behave, then assess the
nature of the doctor’s utility function and investigate their responses to
changes in incentive structures, we can finally design structures to induce
doctors to behave efficiently. And so the existence of SID—the result of
selfish motivation—might not be so bad after all.

4.5.3 The agency relationship and social welfare
Discussions of the individual doctor–patient relationship appear to suggest
that a perfect agent is a doctor who provides the patient with the com-
bination of services that is most preferred by the patient themselves.
However, what the patient wants might differ from what society wants the
patient to have. For example, in the consultation room, a patient might
want all the beneficial health care there is, irrespective of its cost. They
might also want the most expensive and luxurious amenities. However, as
a payer for health care ex ante, they might be willing to contribute towards
only that part of health care that contributes directly to health rather than
to utility more generally. This kind of paternalistic altruism can be explained
by the various types of externalities in health (discussed in Section 4.6 and
Chapter 5).

This raises general questions about what the maximand of health care is
and about what the objectives of the health sector are. It also raises more
specific questions about who the doctor is ultimately the agent for—the
patient, a group of patients, those funding health care, or society as a
whole? Doctors, like the rest of us, cannot please all of the people all of the
time, and so the answers to these questions will determine what the perfect
agent looks like.

Consider the following framework which, following the medical code of
ethics that ‘the health of my patient shall be my first consideration’, is based
on the assumption that doctors should act in the best interest of the
patients ex post. This is against a background that those who contribute
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towards health care may have two sets of preferences—one about the ser-
vices they would like for themselves should they become ill and one about
those services which they are prepared to contribute towards for others.
The idea comes from Evans (1984) who suggested that people might pre-
fer complete discretion over their own care yet feel paternalistic about the
care of others.

Within this framework, it can be shown that the size of the health 
care budget depends on the choices made by doctors regarding the 
mix they offer between health-enhancing services and those services 
which have no impact on health but which patients may still want for 
other utility-enhancing reasons. If doctors provide a mix that reflects 
the preferences of patients ex post, those providing funding will react by
reducing their contributions to health care since they do not like to 
see health care being ‘wasted’ on services that do not improve health.
However, the very same providers of funding would still wish to see 
such services being available to themselves should they end up as 
patients.

Given such split preferences, doctors will act in accordance with the 
ex-ante preferences of their patients if they provide less non-health-enhancing
services than those very same patients would prefer. By restricting ‘waste’,
the total health care budget is increased, thereby enabling doctors to treat
more patients (for an elaboration of this model, see Clark and Olsen 1994).
This model is based on an assumption that our willingness to cross-
subsidize health care depends on the effectiveness of that care in improv-
ing health. This assumption will be set in a wider context below, and is 
discussed more fully in Chapter 5.

4.6 Externalities—selfishly motivated
Assuming that health care represents a private good would imply that
nobody beyond the consumer/patient themselves benefits from the use of
health care. However, an inquiry into the various types of interpersonal
relationships in health suggest that there are four different ways in which
the improved health that a person obtains from their health care use 
may affect another person’s utility. Economists refer to the impact of one
person’s behaviour on another person’s utility as an externality.
Externalities in the use of health care are illustrated in Fig. 4.4, which rep-
resents an extension of Fig. 1.1.

Figure 4.4 illustrates the case for two individuals, A and B. The focus 
is on how B’s improved health may affect A. As an extension of Fig. 1.1,
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the wealth (W) is sub-divided into own consumption (C) and tax 
contributions (T) that go to finance government spending (G), that is,
public goods such as schools, parks, and defence. So, why would A 
care about B’s use of health care (and vice versa, which for expositional 
reasons are not drawn in this figure)? There are two selfish reasons that will
be dealt with here, and two altruistic reasons that will be discussed in
Chapter 5.

4.6.1 Contagion
Contagion is illustrated in Fig. 4.4 by the dotted arrow from HB to HA. This
refers to health care consumed by B which may have a positive impact on
A’s health, such as vaccination and the cure of infectious diseases. In an
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unregulated market, B will consume this type of health care (like any
other) up to the level where their private benefits equal costs. However, in
a societal perspective, this is not sufficient due to the existence of positive
externalities, which imply that A (along with all other affected fellow mem-
bers of society) will experience benefits beyond B’s individual benefits.
These benefits—as valued by the rest of society—should be added to the
individual benefits in order to derive aggregate social benefits.

So, how can such market failures be corrected for—how can the extern-
alities be internalized? The simple answer is for the rest of society to cross-
subsidize B’s costs of these services to the extent that they will face private
costs which are so low that they will choose to consume the socially 
optimal quantity. To illustrate this, let us assume that an individual’s pri-
vate benefit (PB) is given by their maximum willingness to pay for health
care. The external benefits (EB) are those that are valued (again through a
willingness to pay) by other people besides the consumer. Therefore, the
summation of PB and EB represents social benefits (SB). Let us also assume
that all relevant social costs (SC) are included. The optimal amount 
consumed is where SB � SC (see also Fig. 2.10):

. (4.5)

The optimal level of cross-subsidization implies that EB is subtracted
from SC. In Fig. 4.5, PB illustrates the private demand curve, and SB
represents society’s demand curve. Thus, the vertical distance between the
two curves reflects EB. For simplicity, we have assumed constant marginal
SC. The intersection between PB and SC gives the private quantity, QP,
which is where the individual would choose to consume in the absence of
any influence from others. The intersection between SB and SC gives the
socially optimal quantity, QS. The individual can be induced to move there
if we subsidize health care by the vertical distance between SB and PB at
this quantity.

Interestingly, this optimal level of cross-subsidy (that is, the vertical dis-
tance between the two benefit curves at the point where SB � SC) does not
imply that consumers would face a zero price. Analytically, this represents
a special case. Figure 4.5 illustrates an optimal solution where the 
consumer has to pay a positive amount. It is, however, quite possible to
imagine situations where the external benefits to the rest of society might
be so large that the locus of the intersection between SB and SC might even
imply that individual consumers should face a negative private price; that
is, they should be paid to consume health care.

PB�EB �SB �SC
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Any cross-subsidy could be through voluntary donations, tax financing,
or information campaigns or health laws. The growth of public health care
is very much a history of fighting contagious diseases, and immunization
and vaccination have at various times been provided free of charge.

4.6.2 Productivity
An important consequence of improved health is that it affects productive
capacity. Not surprisingly, economists have recognized for a long time the
importance of healthy labour for economic growth. For example, the early
economic evaluation techniques considered the increased value of produc-
tion from improved health as the way to measure outcomes from treat-
ments—the focus was on repairing an input factor, the human capital. This
increased productivity would increase income that in turn increases con-
sumption. In an influential health economic model, these impacts are
termed the ‘investment benefits’ from health, as opposed to the ‘consump-
tion benefits’ which follow from the enjoyment of being in better health
(Grossman 1972).

If increased production ends up as own consumption only, and if we are
indifferent to a fellow citizen’s consumption level, then there are no extern-
alities from the wealth generated. However, in most economies, some of the
increase in an individual’s wealth ends up contributing towards society, for
example, people pay income tax that goes towards the financing of public
goods and services. The self-interested reasons why we are concerned with
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our fellow citizens’ increased economic contributions to society are, first,
that public goods and services are positive arguments in our utility func-
tion, and second, if a sufficient level of such goods was already produced,
then a greater contribution from others means that we will have to pay less
ourselves.

Therefore, if the only reason that we cared about the health of others was
because of their economic contribution to society beyond their own con-
sumption (the link in Fig. 4.4 between HB → TB → G → UA, we would be
willing to subsidize their health care so that they could return to the work-
force. We would do so as long as the expected future economic contribu-
tions exceed the costs of treatment, that is, as long as people ‘pay their way’
in terms of their use of collective resources (TB � HCB � 0).

The implication of this type of selfish concern for others is of course that
we would provide a higher subsidy to those groups in society who will
make the highest economic contributions from being treated. One way that
this has been put into practice in some countries is to have sickness bene-
fit funds that pay the costs of treating people who would return to work as
a consequence of cure. While this may be a quite rational selfish argument,
it might well be that there is a conflict here with one of the key equity
objectives of many health systems, namely, ‘equal access for equal need’,
independent of economic position. There will be more on this in the next
chapter.

4.7 Conclusion
No market works perfectly. But some work less perfectly than others—and
the market for health care appears to be one of them. There are a number
of reasons for market failure in health care and this chapter has highlighted
the most pervasive. In essence, the market fails primarily because of a range
of informational asymmetries. Insurers have less information than patients
about the risks they face, and patients have less information than doctors
about the relative effectiveness of alternative treatments.

There are a number of ways in which the market mechanism can 
be improved to mitigate the adverse consequences of various kinds of
asymmetric information, but every country in the world recognizes that
there is the need for considerable government involvement and regulation
in the market for health care. It is important to reiterate that this 
involvement and regulation could be motivated out of a concern for effi-
ciency alone—we might not care one jot about equity and still have gov-
ernment involvement in health care. The discussion of externalities in this
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chapter has highlighted two of the most important efficiency-motivated
responses to market failure. When we add equity and distributional con-
siderations to the picture—which we are about to do in the next chapter—
the case for replacing the market mechanism in many parts of health care
becomes overwhelming.

Suggested reading
For a standard reference in health economics, see Arrow, K. (1963) Uncertainty and

the welfare economics of medical care. American Economic Review, 53, 941–73,
which has been reproduced, and commented upon, in a special issue of the
Journal of Health Politics, Policy and Law (October 2001).

We strongly recommend Chapters 2–4 in Evans, R. (1984) Strained mercy: 
The economics of Canadian health care. Toronto Butterworths (available on the
web at http://www.chspr.ubc.ca//misc/Strained_Mercy/).

Rice, T. (1998) The economics of health reconsidered. Chicago: Health Administration
Press.
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5

Equity-motivated responses
to market failures

There are many reasons why we care for other people’s health to the extent that
we are willing to subsidize their use of health care. This chapter begins with an
inquiry into altruism, before discussing various aspects of equity. Altruism is
discussed through the eyes of ‘the individual as a consumer’, while equity is
seen through the eyes of ‘the individual as a citizen’.

A market failure in the current context means that people have preferences
for a more equal distribution of—and access to—health care than would be
created by an unregulated market. We suggest that an egalitarian distributive
principle of ‘equal access for equal need’ may reflect the preferences of the
majority of individuals who go to make up society. We consider equity-
motivated responses to arise out of a positive concern for the health or well-
being of others (rather than, for example, as replacing the market mechanism
through a consumer-unfriendly ideology of ‘socialized medicine’).

So why does (equity-motivated) redistribution take place? The various
explanations reflect different political ideologies. To libertarians, all redis-
tribution (other than that based on individual voluntary donations) is
coerced. They perceive the rich as being forced through the political process
and the ballot box to redistribute some of their income to the poor who
hold the political power due to majority rule. A Marxist explanation of
redistribution would be to consider it as an insurance for the ruling cap-
italists, who will reduce the probability of revolution by bribing the work-
ing class with such things as a minimum income, pensions, and access to
education and health care. These rather cynical explanations leave little
room for people to genuinely care for one another—either the poor are
seen as ‘ripping off ’ the rich or the rich are seen as offering some minimum
compensation in return for exploiting the poor.

The third explanation that we shall go into more closely is based on the
view that people care about their fellow citizens. The idea of voluntary
redistribution reflects this altruism and can be analysed within the framework
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of interdependent utility functions. Set within a two-person world with a
rich (R) and a poor (P) person, redistribution involves R giving away some
of their income, Y, to P (�	YR � 	YP). Voluntary redistribution will con-
tinue until R’s gain in marginal utility from P’s increased income is equal
to R’s marginal utility loss from his own reduced income.

However, voluntary redistribution may lead to a lower degree of redistrib-
ution than that which would be considered optimal by rich people. One rea-
son for this is that ‘free-riding’ may occur when we extend the model from a
two-person to an n-person world. Here, a rich person could watch other rich
people contribute towards the poor but, because the marginal benefit to the
poor from his own contribution would be small, he might not do likewise
himself. In other words, he could ‘free-ride’ on the backs of the contribution
of others. So, it may be rational for rich people to vote for compulsory redis-
tributive taxation so that other rich people do not free-ride. This offers an
explanation of why many rich citizens vote for political parties whose tax
policies will reduce their own private consumption—an explanation that
makes sense only when distinguishing between the individual as a citizen and
as consumer. Barr (1993) refers to such behaviour as ‘voluntary compulsion’.

Still, this degree of voluntary redistribution (even when decided collect-
ively among the rich to be made compulsory) will only be optimal so far as
rich people are concerned. If the rest of the people in society (that is, the
poor) are of the opinion that it is fair for the rich to give away more, it 
follows that voluntary redistribution will produce less equality than that
which would result from democratic majority rule.

5.1 Reasons for caring—defining altruism
Altruism is the opposite of selfishness. According to The Concise Oxford
Dictionary (6th edn) it means ‘regards for others as a principle of action’.
However, actions that are basically to the benefit of others might also have
a ‘selfish side-effect’. Equally, actions that are basically selfishly motivated
might result in benefits to others. Sen (1987) claims that a mixture of self-
ish and selfless motivations can explain much of our behaviour in a wider
range of social situations. Why, then, do we care about other people and
how do we identify actions that have purely selfless motivations?

A first set of explanations for altruism is that the donor gets personal
utility from showing sympathy or undertaking actions that they consider
to be social duties. In other words, donors ‘purchase moral satisfaction’ or
get ‘warm glow’ feelings from doing good things. So, in order to obtain 
the feeling of being a decent citizen, the donor is motivated to act in ways that
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benefit others. Some economists and philosophers would argue that all altru-
istic acts must, by definition, bring personal utility—or why else do them?

Adam Smith has been widely quoted as championing self-interest but
this is a mistaken view. Despite recognizing that ‘self-love’ enabled mutu-
ally advantageous trade to take place, he did not assign a generally superior
role to the pursuit of self-interest. However, much of Smith’s writings on
the role of ethical considerations in human behaviour have become neg-
lected as these considerations have become unfashionable in economics.
This is in spite of the evidence that the success of some free-market
economies (such as Japan—well, at least until recently) has been partly
based on departures from self-interested behaviour in the direction of duty
and loyalty. In any event, defining all actions as being motivated out of self-
interest quickly reduces to a tautology that leaves no room for the possibil-
ity of genuinely altruistic acts.

Certainly some types of actions that might appear to be altruistic are not
so. One type can be explained by reciprocity, that is, we do good things for
others because we hope and expect that they would do the same in return.
This is the mentality of ‘I’ll scratch your back, if you scratch mine’. Or ‘I’ll
get this round of drinks (… if you get the next round)’. In the former case,
I depend on someone else to do something I appreciate (scratch my back),
and the price I pay is to do the same thing for that person. In the latter case,
it is social convention in some societies to buy drinks in rounds, which
serves to reduce the total transaction costs of a night out on the beers (and
which may also serve to enhance a sense of group belonging).

While these examples deal with one-to-one reciprocity, the idea of reci-
procity can be extended to society, that is, ‘I’ll do good things for others,
because I might rely on my fellow citizens doing good things for me’. In this
way, such reciprocity might be seen as investment and insurance for the
purposes of creating a supportive social climate that is to the benefit of all.
And in this sense, reciprocity is strategic and motivated from concerns
other than the direct personal utility from giving per se.

Another type of action that might appear to be altruistic is what we refer
to as ‘conspicuous altruism’. This is inspired by the concept of ‘conspicuous
consumption’, a term introduced by the (Norwegian-)American economist
Thomas Veblen, which refers to how the upper social classes use some types
of consumption as means for showing off their excess wealth. The foremost
aim of this type of consumption is to signal a successful social position.
Analogous to the above concept of ‘purchasing moral satisfaction’,
people can purchase social position through conspicuous consumption.
Conspicuous altruism might acquire even greater social status in that
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donors are seen as doing something good for others rather than as spend-
ing excess wealth on frivolous private consumption. The rationale behind
making donations conspicuous, then, is that the donors know that they can
be identified by the society who will bestow social approval on them.

Some types of actions that benefit others might be to the direct benefit
of oneself. Other actions, whose outcomes are clearly to the benefit of
others, might be influenced by selfishness in the process of giving. When we
say that we care for the health or well-being of known individuals who are
part of our social relations, for example, this might be explained by the fact
that we are directly affected by their suffering. Being affected could involve 
constraints on our own life (for example, caring for a sick child) or could
simply result in us being emotionally stressed. We resist using the term
altruism when there is such direct benefit.

Is there anything left that we can legitimately call genuine altruism? To
qualify as genuine altruism an action must not contain any degree of reci-
procity, must not involve any element of gaining social approval, and the
donor cannot have any personal or social relations with the beneficiaries.
Genuine altruism exists when we simply care that other people’s well-being
has fallen below a level that we consider to be acceptable. Rich and fit people
may be observed to care for poor and sick people (particularly when the
suffering of the latter is the result of factors outside of their control).
Looking back at Fig. 4.4, we can add two altruistic arrows, indicating that
individual A may care for the health of individual B (HB → UA) or for B’s
utility or well-being (UB → UA). The former suggests that subsidies should
be in the form of health care while the latter suggests cash transfers.

5.2 Transfers in cash or in kind
There is a spectrum from general altruism to paternalistic altruism defined
according to the extent to which the donor respects the preferences of the
recipient. At one extreme lies general altruism, which, consistent with the
new welfare economics, regards each individual as the best judge of their
own welfare. In such cases, the donor is happy for the recipient to do what-
ever they like with the redistributed income. A transfer in cash will then
allow the recipient to maximize their utility. At the other extreme lies pater-
nalistic, or goods-focused, altruism. This involves limiting or changing the
choice set of the recipient, usually in line with the preference of the donor.

Consider the following example of a donor’s choice of a present, the
monetary value of which is constrained by the cost of a compact disc (CD).
If a general altruist, the donor would hand over the cash, which the 
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recipient could then spend on anything. A goods-focused altruist, on the
other hand, might buy the recipient a particular CD that he (‘the pater’)
thinks the recipient ought to listen to. Of course, there are weaker forms of
paternalistic altruism. For example, he might buy a gift voucher for the
type of music he feels the recipient should listen to (for example, in a clas-
sical CD shop). Or alternatively, and closer to the general altruist, the donor
might simply feel that the recipient should consume music (of whatever
style) and hence might buy a gift voucher from a general CD shop.

It is worth noting here that limiting the choice set of the recipient does
not necessarily have to be line with the preferences of the donor. It might
well be in accordance with the recipient’s best interests as judged by some
third party. For instance, we might know that pension savings, social insur-
ance, education, nutrition, housing, and access to health care are all goods
that we would like to have available to us. In this sense, such transfers are
in accordance with the long-term interests of the recipient. However, it is
paternalistic insofar as it involves limiting the immediate choice set of the
consumer.

In the context of the utility function set out in Fig. 4.4 (which contains own
consumption, CA, own health, HA, public goods, G, own social relations, SRA,
and others’ health, HB, or utility, UB), these interpersonal relationships can be
expressed in the equations below, where eqn 5.1 illustrates general altruism
and eqn 5.2 shows goods-focused (in this case health-focused) altruism:

(5.1)

. (5.2)

A’s paternalism towards the health of B could be explained by A’s prefer-
ence that B should live a healthy lifestyle, a kind of ‘healthism’. Or it might
be that A views B’s health as instrumental to his ability to ‘flourish’ as a
human being, so ultimately A is concerned with B’s well-being, but believes
health is central to that. In either case, A has a stronger preference for
health relative to other goods than he thinks B has.

A standard model in economics textbooks is to explain why—in terms of
the recipient’s utility—transfers in cash are always better than transfers in
kind. This should be intuitively obvious: if the money value of an in-kind
transfer is handed over as a cash transfer, the recipient can acquire the same
in-kind bundle if that is what they want. However, if they choose to spend
some—or all—of the money on other goods, then this reveals that they get
higher utility from an alternative consumption bundle. Thus, in those cases

UA�u(CA, HA, G, SRA, HB)

UA�u(CA, HA, G, SRA, UB)
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where the recipient would not choose to spend all of their cash transfer on
the good that would otherwise be transferred in kind, a smaller transfer in
cash than in kind is required to bring about a given increase in utility.

This ‘proof ’ in favour of cash transfers is based upon an implicit assump-
tion that the donor is a general altruist, that is, the size of his donation is
independent of what the recipient spends the transfer on. However, one of
the main reasons for in-kind transfers is that the donor (or some third
party acting on their behalf) believes that some goods are more important
to the recipient’s well-being than other goods—and that, when left to their
devices, the recipient will go for other goods (which are ‘less good’ in the
eyes of the donor). If the donor’s contribution was lower if the transfer was
in cash rather than in kind (because they are paternalistic), then the recip-
ient might in fact gain greater utility from a larger transfer in kind than
from a smaller one in cash.

Textbooks in economics often refer to the type of goods that are being
transferred in kind as ‘merit goods’; that is, ‘commodities in respect of
which the state overrides consumer sovereignty’ (Barr 1993). This concept
is often extended to distinguish between ‘merit goods’ and ‘merit bads’,
where the consumption of the former is believed to be good for people and
should therefore be subsidized, while the latter is believed to be bad for
people and should therefore be restricted or taxed.

The problem with the concept of merit goods (and bads) is that the jus-
tification for overriding consumer preferences is unclear. As suggested
above, it would seem to be indicative of the morality of the donors or a
reflection of a genuine concern for the long-term interest of the recipient,
and these are sometimes very difficult to disentangle. There are many eco-
nomists, philosophers, and lay persons, who possess the rhetoric skills of
wrapping their own moral beliefs and prejudices into being consistent with
the best interests of other people. In any event, the rationale behind trans-
fers in kind is to limit the choice set of recipients, so as to encourage the
consumption of goods or discourage the consumption of bads. The provi-
sion of specific health services, rather than providing people with health
‘vouchers’ which they might then trade on the open or black markets,
certainly limits their choices.

Once the preferences of paternalistic donors are included in the calcula-
tion of social welfare, along with the preferences of recipients, there is a
tension between preserving a central tenet of welfare economics that each
individual is the best judge of their own welfare and adopting a position
which allows the preferences of the donors—about the recipients’
well-being—to dominate. Much of the debate between ‘welfarist’ and 
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‘non-welfarist’ economists revolves around this tension (we have chosen
not to use Culyer’s (1989) label ‘extra-welfarist’ as this could imply a par-
ticular position which goes beyond welfarism).

Within the bundle of ‘merit goods’, some will undoubtedly be considered
to be more meritorious than others. While health care in general is referred
to as a ‘merit good’, some types of health care are clearly more important
in the eyes of the subsidizer. In health policy debates, these are referred to
as ‘core services’. It is argued that such ‘core services’ should be subsidized
more fully than other types of health care and this is an issue we will return
to. For now, the conclusion is that the observed differences in society’s 
willingness to subsidize various types of health care might be explained by
different degrees of paternalistic altruism.

5.3 Concerns for more than one individual
So far in this chapter, we have considered caring and sharing in the context
of an individual utility function. We have essentially been in a two-person
economy with rich and poor. Let us now consider a third person, S, who is
also poor. Equation 5.2 can then be changed to:

. (5.3)

A question that arises now is who does R have the greatest altruistic con-
cerns for, P or S? If P and S are equal in all relevant aspects, it is difficult to
imagine that R should feel more altruism for one over the other. Hence, R
would most likely divide his health care subsidies equally between them:
‘equals are to be treated equally’. Still, if all three of them suffered from the
same health problem, R might wish to allocate more to their own health
care than to the health care of P or S. If they did, R would reveal themselves
to be an ‘egalitarian free-rider’, that is, subscribing to equal access among
everybody else but superior access for themselves. (How many of us, we
wonder, might not hold such preferences?)

While it is fruitful to discuss altruism towards other citizens within the
framework of an individual utility function, this framework makes less
sense for discussing preferences over equity principles that include the
whole of society. We will therefore move away from the preferences of the
individual as a consumer and towards their preferences as a citizen. This
distinction owes much to Rousseau (1762), who claims that an individual
has two roles in society; one as a private individual and one as a citizen. As
a private individual, they are motivated by personal utility, and as a citizen,
they are motivated by the utility of the collective. Harsanyi (1955) has 

UR�u(CR, HR, G, SRR, HP, HS)
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suggested that an individual has two sets of preferences—one based on
what they personally prefer and one relating to social considerations—
which may come into conflict with one another. And Etzioni (1986) has
suggested that moral or ethical decisions might require a different utility
function because what gives an individual pleasure and what they consider
to be ‘right’ might be mutually exclusive in some circumstances.

The distinction between our roles and motivations as consumers and as
citizens represents the second major distinction between welfarism and
non-welfarism (that is, in addition to whether or not individuals are seen
as the best judges of their well-being). From personal preferences we move
to the level where citizens express preferences for distributive principles for
health care. This non-welfarist approach, like the welfarist one, respects
people’s preferences. However, whilst welfarism considers a consumer’s
preferences to be largely isolated from a social context, the non-welfarism
we have in mind here considers a citizen’s preferences firmly in the context
of social relations. To us, there seems every reason to suppose that the same
individual will have different arguments, or at least give different weight to
the same arguments, in their utility functions as a consumer and as a citizen.

5.4 Concerns for the community
A range of contemporary theories, collectively referred to as communit-
arianism, focus attention squarely on the ‘individual as citizen’ since they
recognize that individuals are social animals with high social needs rather
than free-floating atoms in a social vacuum. It is little wonder, then, that
communitarianism developed as a response to liberal philosophies (such as
utilitarianism) that, in various ways and to various degrees, place the indi-
vidual centre-stage in any moral discourse. Communitarians argue that
shared obligations come from communal ideals and responsibilities rather
than from freely made contracts between individuals.

Communitarians clearly set themselves against rights-based approaches.
The question to a communitarian, then, is not ‘Does this decision or pol-
icy violate autonomy?’ but rather ‘Is it conducive to a good society?’. In this
sense, it appears similar to utilitarianism that is concerned with the total
utility generated by an action or decision rule. However, communitarians
reject the concept of utility on the grounds that it is removed from decision
making which affects communities—and, besides, it is too individualistic
to sum individual costs and benefits.

Communitarianism can take many forms and has sometimes been cat-
egorized as militant and moderate, depending on how hostile the theory is
to individual rights. We will not distinguish between the two here; rather,
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we will highlight those common themes that are relevant to our discussion
about why we care about others. Communitarian theories emphasize the
importance of exchange between individuals and the communities to
which they belong. Individuals have duties to their communities (such as
to obey the law) and communities have duties to the individuals within
them (such as to preserve the family unit).

With duties come claims—if someone is able to make a legitimate claim
to health care (on the grounds of clinical need, say), then someone else has
a duty to provide it (for a discussion of claims in relation to fairness, see
Broome 1991). Mooney (1998) suggests that there is a sub-set of claims—
communitarian claims—which are the responsibility of the community to
address. According to Mooney, ‘The more embedded individuals are in a
community and the greater the recognition of such embeddedness, the
greater will be the strength of communitarian claims in that community’.
In the context of a discussion about why we care about the health or wel-
fare of others, the community—perhaps through its elected representat-
ives—may decide that the worst-off individuals have a legitimate claim on
those resources that will make them better off. Alternatively, the commun-
ity may decide that those who have the highest capacity to benefit have the
greatest claims.

An obvious question that arises here, is where does a communitarian
claim come from? According to Mooney, the preferences of the community
decide what constitutes a claim, and what the relative strengths of different
claims are to be. Community preferences are those that are elicited from
individuals in their role as citizens rather than as consumers. In a wider
sense, communitarian writers have drawn our attention to the importance
of historical traditions and social solidarity in the development of theories
of justice. Indeed, communitarians would reject the notion that it is poss-
ible to construct one single theory of justice by which to judge every soci-
ety. Rather, they view principles of justice as being pluralistic and regard
what is due to individuals or groups as being dependent upon community-
specific standards. In this way, it becomes possible to explain why
Americans are more committed to free markets in health care than the
British or Norwegians.

5.5 Conclusion
From the preceding discussion, it should be clear that we have no problem
with the idea that it is ‘rational’ to care for others. Indeed, it is widely 
recognized that the human species has developed in the way it has precisely
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because of our concerns for one another—and, even Charles Darwin
expected that ‘virtuous habits will grow stronger, becoming perhaps fixed
by inheritance’. There are of course limits to this altruism (the complete
subordination of one’s own needs to the needs of others is taking things
too far) and much depends on reciprocity and the closeness of our rela-
tionships with others. However, our concerns for the health or well-being
of other members of our community are central to discussions of how to
distribute health care.

The textbook responses to ‘market failures’ is to correct those failures
through indirect measures such as the price mechanism, or through public
regulations. The rationale in markets, where the concept that ‘you can’t
have it if you can’t pay for it’ is acceptable, is to get the market going in the
most efficient way. In most countries, this concept is not acceptable in 
the context of health care. Public health care is distributed according to the
concept that ‘you can’t have it if you don’t need it’. As such, there is wide-
spread political support for the socialist ideology of financing and distrib-
uting health care on the basis of ‘from each according to ability, to each
according to need’.

The failure of the demand side of the market for health care, then, is
more fundamental than in other sectors. The issue is not one of correcting
or adjusting the market, but one of replacing it. Citizens themselves have
preferences for a distributive criterion that may be completely at odds with
the market. This is important to bear in mind when we come to discuss the
various approaches that exist for conducting economic evaluations in
Chapter 7. In particular, we need to bear in mind the distributive criterion
upon which a method is based. But first we must complete our discussion
of why markets might fail and consider what measures might be taken to
overcome, or at least mitigate, these failures. The next chapter considers
issues relating to the financing and regulation of the supply side.

Suggested reading
On the economic rationale for the public sector, see Barr, N. (1993) The economics

of the welfare state. London: Weidenfeld and Nicolson.

On altruism, see Zamagni, S. (ed.) (1995) The economics of altruism. Edward Elgar.

On fairness and equity, see Brosio, G. and Hochman, H. (ed.) (1998) Economic jus-
tice. Edward Elgar.

For a nice (and brief) insight into communitarianism, see Etzioni, A. (1996) A mod-
erate communitarian proposal. Political Theory, 24, 155–71.

81SUGGESTED READING

Dolan-05.qxd  9/20/02  12:01 PM  Page 81



6

Providing health care: 
finance and regulation

The previous two chapters set out the arguments for government intervention
in the distribution of health care. This chapter turns the focus towards the 
supply side and discusses some key issues on the financing and regulation of
health care provision.

Market failures have implications for how a market should be regulated.
The idea that an ‘invisible hand’ will take a market towards an efficient 
allocation of resources becomes untenable if that market is not capable of
standing on its own two feet (that is, if it does not come close to satisfying
the assumptions of perfect competition). Uncertainty about the incidence
of illness, asymmetric information of various kinds between the providers
and the users of health care, and externalities in consumption all mean that
there is the need for extensive regulation of the provision of health care.
Whilst private insurance markets can to some extent solve the problems
associated with uncertainty, asymmetric information requires considerable
government regulation to protect relatively uniformed users, and we have
already seen that concerns for other people’s health have implications for
how health services should be financed.

An essential feature of most health services around the world is the 
constant pressure for more expenditure. The health policy challenge, then,
is to impose regulatory measures on the providers of services so that total
expenditures can be financed by the money that society is prepared to 
allocate for health care.

Much of what follows draws on the ‘revenue–expenditure–income’
identity of Bob Evans (for example, Evans 1997). We start with an inquiry
into the possible sources for financing health care. This revenue would 
represent society’s budget constraints for health care expenditure. This
expenditure will always end up as income to those who provide the services.
It is an indisputable fact that a given expenditure by one agent will always
end up as a similarly sized income to one or more other agents.
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6.1 Flows of money: the ‘revenue–
expenditure–income’ identity
Revenues can be raised principally from four different sources: patient 
payments (PP), private insurance (PI), taxation for health (TH) (which
also consolidates social insurance systems), and voluntary donations (VD).
These in sum will represent the total budget for possible expenditure,
which is determined by the unit cost (C) of the different health care com-
modities and the quantities (Q) of each. These, in turn, are produced by 
a combination of inputs, such as labour, capital, and raw materials, each 
of which are paid a unit rate. For simplicity, and without loss of generality,
we can assume that everything ends up as labour income, as determined by
the hours of labour (L) and the wage rate (W) per hour (which, of course,
differ across the various professions involved).

More formally, the ‘revenue–expenditure–income’ identity can be
expressed as in eqn 6.1, in which, for simplicity, the symbols refer to 
vectors:

Revenues ≡ Expenditures ≡ Income
(6.1)

.

The heart of the issue here is that the identity holds as a matter of logic
and simple mathematical consistency. Any change in one parameter will
initiate changes in at least one other parameter. It can either be offset or
balanced by a change in other parameters on the same side of the identity,
or the change will lead to the same-sized total changes on both of the other
two sides. An example of the former type of change is when taxes as a
source of revenue are reduced but compensated for by a corresponding
increase in patient payments ([�	TH] � [�	PP]). An example of the lat-
ter is that no such compensation takes place on the revenue side, implying
the same reduction in the other two sides of the identity, for example,
reduced quantity of health care (Q) and fewer employees in the health sec-
tor (L), that is, TH↓ → Q↓→ L↓. However, revenue reductions do not
imply the same relative reductions in health care—labour productivity may
improve, so that C falls rather than Q.

There are some important distinctions that can be made between the
four sources of revenue. Patient payments come in many guises, such as
deductibles (where the patient pays the first fixed amount of any costs) 
and charges (or cost-sharing, coinsurance, copayments, out-of-pocket 

 PP � PI � TH � VD     �       C * Q             �   W * L
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payments—where the patient pays a given percentage of any costs). The
characteristic feature of this source of funding is that it is levied after it has
been established that the patient requires health care. Thus, there is a direct
link between PP and C *Q.

The remaining sources of revenue would normally be paid prior to the
possible need for health care. Private insurance premiums are—by defini-
tion—paid prior to an event, whereby an insurance holder is purchasing a
guarantee of receipt of care (and attenuation of its cost), if needed. There
is no cross-subsidization involved in private insurance, because the pre-
mium is based upon the expected losses of the insurance holder.

Taxation and voluntary donations differ from the other sources of
revenue in that they involve cross-subsidization; that is, the rich or healthy
subsidize the poor or sick. Income taxes are normally progressive, or at
least proportionate, so high-income earners contribute more than low-
income earners to the financing of public health care. Furthermore, when
there is an inverse relationship between sickness and income, high-income
groups also cross-subsidize low-income groups’ use of health care. In other
words, high-income earners contribute more than average to the funding of
health care, and use less than average of the total services provided.
Taxation differs from the above sources of funding in that it is compulsory.
Also, income taxes may result in welfare losses in the labour market, given
that the labour supply curve increases with income (more on this below).

Whilst the slice of total tax revenues that goes to public health care is a
political decision in most countries, cross-subsidization is also an essential
feature of publicly funded health care. Hence, tax-financed health care
includes two analytically distinct elements; insurance for the tax-payer and
their family and a cross-subsidization from those whose contributions
exceed the costs of their own expected health care use to those whose con-
tributions are less than their expected use. Voluntary donations include
donations to health charities, as well as any direct financial support to hos-
pitals and health care institutions in the community, and clearly represent
cross-subsidized health care.

6.1.1 Limited revenue
There are limits to how much money people are willing to allocate towards
their health care. First, when private health insurance is an option, there is
a choice about which of the available packages to opt for. As with any 
other insurance purchase—be it car or house insurance, consumers make
trade-offs between how much money to spend on this particular good
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compared with all other goods. There is an opportunity cost in the fore-
gone benefits of expenditure on other things besides health insurance.
Except perhaps for a few very rich people, most of us cannot afford an
insurance policy that guarantees the immediate availability of all techno-
logically feasible health care with the best amenities free of charge. Similarly,
voluntary donations to the funding of other people’s health care also have
an upper limit, due to an opportunity cost in terms of less money for own
private consumption. As such, we have a ‘strained mercy’.

Clearly, when politicians decide how much of the total tax revenue
should go to health care, they must recognize the opportunity costs in
terms of the foregone benefits in other areas such as education, art, polic-
ing, and so on. Hence, politicians, as well as consumers, make trade-offs.
The aggregated choices of consumers and politicians determine the total
revenue that is made available for health care expenditure.

6.1.2 Keeping expenditures in line with revenues
Except for patient payments, the revenues available for producing health
care are set at the start of the period under consideration. The challenge
then is to keep expenditure within these constrained budgets. However,
users and providers exert pressure. In the real world, advocates of PP rely
almost entirely on the argument that publicly funded health care is ‘under-
funded’ and needs private supplementation in order to satisfy ‘unmet
needs’. Beyond this underfunding argument, an efficiency argument is
sometimes used—that PP will deter frivolous demand. This refers to health
care with a small impact on health. However, because care seekers are not
sufficiently informed to distinguish between effective and ineffective health
care, copayments may result in a reduction in demand that is quite inde-
pendent of the effectiveness of health care.

A consequence of reduced demand for health care is less non-price
rationing in terms of waiting time. Of course this is fine for user groups
with high time costs, who may then increase their demand. Hence, a dis-
tributive consequence of PP in relation to access to health care is that poor
people are deterred (because they are more sensitive to the higher money
costs) while rich people are attracted (because they are more sensitive to
the lower time costs).

In general, health care is not demanded for its own sake, but for its
expected positive outcomes. And because consumers have little informa-
tion about the impact of health care on health (HC → H), they rely on the
information and recommendations from providers of health care, for
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example, physicians or pharmaceutical companies. If providers consider
themselves to be agents for the users, they will have a tendency to 
recommend all services that have positive expected outcomes. If providers 
strictly follow the ethical principle of beneficience, they will recommend 
the best possible treatments—regardless of costs. However, if the costs 
cannot be covered by society’s budgets, policies are required for restricting 
the freedom providers have for making referrals to any kind of service 
with an expected positive outcome. Chapter 7 discusses the various 
economic evaluation methodologies that can be used to assist such 
policies.

6.1.3 Earning incomes from the expenditures
Doctors may well have an ethical justification for the excess provision of
health care (excess in terms of going outside a given budget)—‘the health
of my patient shall be my first consideration’. However, there may also be
financial incentives associated with excess provision—‘the health care of
my patient is my source of income’. Depending on the remuneration sys-
tem, doctors’ incomes may vary with the quantity (but not always with the
quality) of services provided.

Other suppliers of services, such as the producers of pharmaceuticals
and medical technology, have less ethical constraints than doctors who
have face-to-face contacts with users. The objective function of these sup-
pliers is more likely to be similar to that of other actors on the supply side
in a normal market; namely, profit maximization. With this in mind,
eqn 6.1 allows us to look at the impact of cost-containment policies which
‘squeeze’ these profits. For example, reductions in C *Q imply similarly
sized reductions in W * L, so that wages will be cut or people will lose their
jobs. Little wonder, then, that politicians have a hard time convincing
groups who earn their incomes from health expenditures (such as doctors,
lawyers, and pharmaceutical companies) of the merits of cost containment.

6.2 Disaggregation: a closer look at 
gainers and losers
Clearly, while the identity in eqn 6.1 holds in aggregate, it must be a very
special case for the identity to hold for a particular individual. In eqn 6.2,
we have indexed people by i, health care service by j, and factor input
(labour) by k. In addition, pj is the copayment for service j, qij is the quant-
ity of j consumed by i, and cj is the unit cost of producing j. Person i’s 
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private insurance, PIi, might reflect an actuarially fair premium, but at least
it is based upon i’s expected insurance claims.

It is assumed that tax is paid at a proportional rate, t, with income, Y. The
revenue side is made complete by having disaggregated voluntary dona-
tions, VDi. The wage rate varies across professions, and the income earned
by a person will consequently depend on their skills, wk, and how many
hours she works, Lik.

Revenues ≡ Expenditures ≡ Income (6.2)

.

First, let us abstract away those who earn their incomes from the pro-
duction of health care services, and consider the revenue and expenditure
sides only. An individual may contribute more than the costs of their health
care use (revenues � expenditures) and is therefore a ‘net loser’. Or she
might contribute less than the costs of her health care (revenues �

expenditures) and is therefore a ‘net gainer’ (at least in financial terms—in
utility terms she might be classified a loser because she needs health care).

6.2.1 Shifting the financial burdens
Taxation and voluntary donations (tYi � VDi) are based on the dictum
‘from each according to his ability’. However, although an individual may
have financial ability, they may still disapprove of contributing towards the
care of others. Some groups of ‘net losers’ and their policy advocates seem
to keep a constant pressure for shifting the financial burden. In most rich
countries, voluntary donations to health care constitute only a small frac-
tion of the total revenues, and rarely would we see political pressures
against such donations. Still, when individuals choose to reduce their per-
sonal donations—which usually come from the wealthy and healthy—this
implies that compulsory taxes will have to increase, or that patients will
have to pay higher charges.

A given reduction in tax financing implies that patient payments
increase, or that citizens go for private health insurance. By definition,
increased patient payments shift the financial burden towards patients.
Private insurance financing is regressive for two reasons. First, the premium
is set independent of income, so the lower one’s income, the higher is the
share of income paid for a given amount of coverage. Second, to the extent
that illness—and thus the expected need for health care resources—is 

 �i��j(pj * qij) � PIi � tYi � VDi�  �     �ij(cj * qij)    �   �ik(wk * Lik)
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negatively correlated with income, the actuarially fair premiums for low-
income earners would consequently be higher than for high-income 
earners. Hence, shifting the financial burden from taxation to patient 
payments and private insurance implies a similar shift in the principle for
distributing health care: rather than ‘to each according to their needs’,
it implies ‘to each according to their ability to pay’.

6.2.2 Making a living from expenditure
Popular policies do not come free. Wage increases for health care person-
nel are popular—at least amongst health care personnel. If there is no
reduction in the total hours worked or in the number of employees, this
will increase total expenditure—for which revenues have to be sought in
one of the four alternative ways indicated in Section 6.1. Reduced patient
payments are also popular—at least amongst patients. If the other sources
of revenue do not offset reduced patient payments, then there will be less
expenditure on health care, and consequently lower total incomes for
health care personnel and the whole range of service contractors.

The incomes of most health care personnel depend on their wage rate
and the hours worked. However, physicians’ incomes may also depend on
the quantity and type of services provided, or the size of their patient lists.
The ways in which incomes and remuneration systems affect provider
behaviour is indeed a huge topic in health economics—sufficient for a
book in itself. In this book we shall briefly consider some key aspects, and
will start with the ‘public–private mix’.

6.3 The split between purchasers and providers
First, consider Fig. 6.1 that comes from the field of public economics and
illustrates the important distinction between finance and provision when
discussing the public–private mix (for simplicity we have abstracted away
voluntary donations). How should the particular service be financed (pub-
lic or private)? What is the most efficient way of providing the service
(public or private)?

The vertical choice is essentially a normative one. It depends on the pol-
icy objectives regarding the principles upon which health care should be
distributed. If this is ‘equal access independent of income’, there is a strong
case against private finance. However, for the types of services for which it
is accepted that access could depend on income, society might accept to
move to the right of the vertical bold line of Fig. 6.1.
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The horizontal choice is more about finding the best ‘means to an end’.
It crucially depends on which types of ownership, organization, and regu-
lation will produce services of specified qualities in the least costly way.
There are strong political views and traditions here, where ‘leftists’ tend to
believe that the public sector is better able to provide quality services at low
cost, and ‘rightists’ tend to believe that the private sector is best. However,
having decided on the normative issue (how the services should be
financed), the question on who is the best to provide them is essentially a
positive one.

Political discussions of the various attempts to privatize a public health
service can be set within the framework of Fig. 6.1. They deal either with
the privatization of finance (a horizontal move from box 1 to box 2) or
with the privatization of provision (a vertical move from box 1 to box 3).
The former has either a political rationale (‘the government cannot afford
more expenses’) or it has the welfare economic rationale of reducing the
so-called welfare loss from taxation. Vertical privatization involves a range
of terms—‘outsourcing’, ‘opting-out’, ‘competition’, and so on—all of
which should be motivated by expected increases in efficiency.

Once the money has been channelled to purchasers (such as general
practitioners (GPs)), the question becomes how the money flows from 
the purchasers to the providers (such as hospitals), that is, the ways in
which providers are reimbursed for their services. Figure 6.2 represents the
grand picture of the money and resource flows between the three parts;
households (citizens and patients); purchasers (government and private
insurance as ‘third-party payers’); and providers (primary and secondary
care). Households pay for health care, directly through patient payments or
voluntary donations, and indirectly in terms of taxes and private insurance.
Health care providers are paid directly in terms of patient payments from
patients and voluntary donations from households, or indirectly in terms

89THE SPLIT BETWEEN PURCHASERS AND PROVIDERS

Finance

Public Private

Public 1 2
Pr

o
vi

si
o

n
 

Private 3 4

Fig. 6.1 The public–private mix in finance and provision.

Dolan-06.qxd  9/20/02  12:03 PM  Page 89



of reimbursements from the third party. The resources required for pro-
ducing health care are the labour inputs delivered from the households, for
which incomes (W *L) are paid in return. In addition to the money flows,
there are service and resource flows illustrated by the dotted arrows.
Patients receive health care (Q) from health care providers, and households
deliver the resources required for producing these services, which has been
simplified to consist of labour input only (L).

Figure 6.2 reflects eqn 6.1 in that the total revenues (TH �PI �VD �PP)
equal expenditures (C *Q), which again equal incomes (W *L). However,
this figure highlights something hidden in the equation; namely, the
money flows that pass via the third-party payers, and the range of ways that
the third parties could possibly reimburse those who provide health care.
Reimbursement policies are a central part of health policy. First, by logic,
there is no more money to be reimbursed than the money made available
through the third-party payers in terms of taxes and insurance. If providers
want more health care, they have to raise funding from patient payments
or voluntary donations. Second, reimbursement mechanisms impact upon
which services are provided to which patient groups. As such, reimburse-
ment policies influence provider behaviour.

The pressure for more health care than the sum of TH �PI arises from
the (un)holy alliance between patients and providers. If doctors consider
themselves to be agents for patients in that they would respond to the
wishes of their patients, then the total costs of the preferred level of care are
likely to exceed the revenues available. However, if doctors were to consider
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themselves as agents for society (or for third-party payers), they would be
conscious not to use more resources than the budgets allow for. As alluded
to in Section 4.5, this dual agency role means that doctors are pulled in dif-
ferent directions. Patients as consumers might threaten to sue doctors who
do not provide what they want. Purchasers might say ‘you can’t always get
what you want’—and patients as citizens might acknowledge that ‘we can’t
always get what we want’—and seek to design reimbursement systems that
make providers meet their (that is, purchasers or patients as citizens)
objectives.

Except for acute and emergency admissions, in most health care systems
potential patients seek primary care first. At this level, GPs or family doc-
tors make decisions about whether to refer a patient on to secondary care
(that is, specialists and hospitals). A critical policy issue for the third-party
payer is whether to let internal markets operate between primary and sec-
ondary care. In the absence of such markets, GPs refer their patients to hos-
pitals and trust that the specialists will recognize their patient’s needs and
treat them. But since GPs face no costs in referring their patients to hos-
pitals, they have no financial reason to modify their demand for secondary
care. Consequently, excess demand ensues. However, in the presence of
internal markets, GPs do not have to cross their own—nor their patients—
fingers. Rather, if they feel that their patient’s needs for specialist treatment
are convincing enough, then they can use their budgets to buy secondary
care for those patients.

Internal markets were introduced in the UK in the 1980s under the
Conservative government who were keen to reduce costs in the National
Health Service (NHS) and public services generally. The separation of the
provision and financing of health care was to be achieved by allowing hos-
pitals to become self-governing ‘NHS Trusts’, whereby they would contract
with ‘District General Managers’ and ‘GP fundholders’. In theory, all hos-
pitals would compete with one another to provide services to purchasers.
Thus, money ‘follows the patient’ to wherever the best care can be acquired
most efficiently. To facilitate competition, trusts were to have greater con-
trol over their assets and revenues. Detailed contracts would be used to
specify the relationship between purchasers and providers. The internal
market was reinforced by giving larger GP practices the option of
controlling their own budgets and many of these chose to become GP
fundholders. Again through the use of detailed contracts, the aim was to
encourage the audit of activity and costs.

On efficiency issues, many of the reforms were welcomed by health 
economists, but change took place far too quickly to allow careful 
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evaluation of their effects. With regard to equity, the encouragement of the
private sector called into question whether ‘the NHS is safe in their hands’.
The election of the Labour government in 1997 saw the retention of the
purchaser–provider split and an increased emphasis on a primary care-led
NHS. However, in a partial rejection of the internal market, short-term
contracts (with all their associated transaction costs) were replaced with
long-term agreements. In addition, GP fundholding was withdrawn
because patients of fundholders were being treated before patients of non-
fundholding GPs, and replaced by primary care groups (groups of GP
practices) who contracted with hospitals. The questions here have been
about who holds which budgets. But irrespective of the sources of revenue
for hospitals (be it third-party payer, patients, or GPs), a common problem
is how to get their employees to work more in response to increased
demand for their services, and thus we need to consider the supply of
labour.

6.4 Labour supply
The most important input factor in the production of health care is labour.
Thus, in order to provide more health care, more labour is required. While
there are many things that affect an individual’s choice of how much to
work, the wage rate is certainly a crucial variable and therefore an import-
ant incentive device. In general, the higher the wage rate of a profession,
the more people who possess the particular skills will prefer to work. For
example, the higher the annual wage of nurses, then more of those quali-
fied will prefer to work as a nurse rather than stay at home or choose other
professions. And in the long run, the higher the wage rate of a profession,
the more people will be attracted to attain the required skills.

As to the choice of how much to work, the conventional perception seems
to be that the same causal relation exists as for the choice of whether to
work, namely that increases in the wage rate will always attract a person to
work more. However, this is not necessarily the case, and we will explain
why within the context of a general model on labour supply.

Consider an individual who faces a time constraint. During a given time
period (a year, a week, or a day), a given proportion is devoted to work, and
the rest is leisure (even if it is spent doing household chores). The income
an individual receives depends on how much they work and the wage rate.
In what follows, we will assume that all other things that may affect labour
supply are constant and that the only relevant ‘goodies’ in life are 
income (from which consumption goods can be purchased) and leisure.
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By implication, it follows that work is ‘a bad’ that has instrumental value
only—in terms of it being a source of income (this is unfortunately true for
many people, though not all).

Now consider the situation where an individual can freely choose the
number of hours worked. Except for the variables on the axes, Fig. 6.3 is
similar to Fig. 2.6 in that it illustrates an indifference curve, U0, a budget
constraint, and the optimal choice at point A, given the constraint (a more
realistic budget line would account for a minimum wage, or supplement-
ary benefits if out of work, as well as a minimum leisure time required for
sleeping). The horizontal axis measures the number of hours for leisure,
HL, which has a logical maximum (only 24 h in a day) at the intersection,
HL

max. The vertical axis measures income, I, with a maximum income—
shown at Imax (!) The slope of the budget line is the wage rate, w0. Given the
wage rate and the leisure–income preferences of this individual, their
demand for leisure is shown by HL

0 and their corresponding supply of
labour, or working hours, becomes HW

0 � (HL
max � HL

0), yielding an income
of I0 � w0 *HW

0 .
Then what happens with an increase in the wage rate? Figure 6.4 illus-

trates this by a steeper budget line. The individual can move further out in
their utility space and land at a point C where an indifference curve, U1, is
tangential to the new budget line. There are two simultaneous effects tak-
ing place now. First, there is an income effect that follows from the fact that
leisure is a ‘normal good’ (defined as a good for which an individual would
increase their demand when their income increases), that is, the higher

93LABOUR SUPPLY

I

AI0

U0

HL
0 HLHL

max

Imax

Fig. 6.3 The preferred combination of income and leisure.

Dolan-06.qxd  9/20/02  12:03 PM  Page 93



their income, the more leisure they can afford, and thus the more they will
demand. In isolation, this partial effect of a wage increase would imply a
reduced supply of labour. Second, there is a substitution effect that follows
from the fact that leisure has become more expensive, in that the foregone
income from not working an extra hour is higher, that is, the opportunity
costs of leisure have increased. This partial effect of leisure having become
a more expensive good would imply less demand for it with a correspond-
ing increased supply of labour.

In Fig. 6.4, we have illustrated the two partial effects by adding a hypo-
thetical budget line that is parallel to the new budget line and tangential to
the initial indifference curve at point B. This point is characterized by leav-
ing the individual at their initial utility level but with the new wage rate.
A real world policy that might explain this hypothetical shift would be the
introduction of a poll tax and a wage increase which make the individual
as happy as before, that is, they are indifferent between A and B. However,
at this new point they work more and get a higher income (higher than the
poll tax). When this hypothetical poll tax is abolished, they move from B to
C, a move that is characterized by more leisure and more income. In other
words, the result of the wage increase can then be explained by a substitu-
tion effect from A to B and an income effect from B to C. Given that 
these two effects work in opposite directions with regard to labour supply,
the question is which effect is larger in absolute terms? Figure 6.4 has 
illustrated a situation with increased labour supply, but it is easy to draw an
indifference curve whereby labour supply decreases.
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By making further increases in the wage rate, the loci of the preferred
income–leisure points can be identified. These points can then be trans-
lated into a supply curve for labour in Fig. 6.5, where the horizontal axis
measures the number of working hours, HW, and the vertical axis measures
the wage rate, w. We have illustrated a backward bending curve, whereby
increases in the wage rate will lead to increased labour supply if the wage is
low, but will lead to reduced labour supply when the wage rates become
very high.

This shape of the labour supply curve is often found in economics text-
books. However, the point at which the curve starts to bend backwards is
far from clear cut. The empirical evidence is mixed and economists natur-
ally disagree on this. Still, this model may help to explain how health care
personnel respond to changes in their wage systems. First, tax increases
(which imply corresponding reductions in the wage rate) may result in
increased labour supply for those individuals located at the backward 
bending part of the curve. This is contrary to the conventional wisdom 
that income taxes always have negative incentives on labour supply.
(Interestingly, this is also contrary to the ‘welfare loss’ argument against
income taxation in general and against tax-financed health care in partic-
ular.) There is also evidence that people respond to reductions in the 
wage rate by increasing the labour supply in order to maintain a given
income level. In the health economics literature, such behaviour is referred
to as reflecting the ‘target income hypothesis’ (remember the study by
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Krasnik et al. discussed under the topic of supplier-induced demand in
Chapter 4).

Second, the above figure is based on the premise that wage rates are deter-
mined exogenously, and that individuals adjust their supply of labour in
accordance with their leisure–income preferences. Under some remunera-
tion systems, physicians may have discretion to influence their implicit wage
rate depending on their style of practice. Under ‘fee-for-service’ systems, the
more services they prescribe per hour, the higher the implicit wage rate.
Under ‘capitation’ systems, the shorter the consultation for each patient, the
more patients on the list, and—again—the higher the implicit wage rate.

Third, one lesson from the framework of Figs 6.3 and 6.4 is that it is 
the marginal wage rate that influences a person’s propensity to supply an
additional hour of their labour. So, when comparing a high base rate 
independently of how many hours are worked against a system with a low
base rate for normal hours and increasingly high overtime rates, this latter
wage package will generate a higher supply of labour. Thus, if skilled health
care personnel is scarce and hospitals want their employees to increase
their labour supply, it would be better to design a wage system with increas-
ing overtime rates than to increase the base rate. The alternative, with an
increased base rate, means that income effect becomes relatively large, and
so there is the danger of hitting the backward bending part of the labour
supply curve. However, incentives which are successful in terms of making
health care personnel work long hours are not necessarily compatible with
making happy families. Since this is a topic that certainly lies outside the
scope of this book, we leave it here.

6.5 Conclusion
The founder of the British NHS, Aneurin Bevan, said that ‘if you want to
send a message to a doctor, you must write it on a cheque’. But often 
people behave in ways we expect them to. So, if we design a sophisticated
payment system in which one’s income depends on ‘every move you make,
every step you take’, doctors may easily end up with a selfish pecuniary eye
on every clinical decision. Alternative incentives lie in appealing to other
aspects of doctors’ practices that are important to them, such as pro-
fessional ethics, and competence and qualifications; that is, being a good 
doctor both morally and technically.

While doctor bashing is popular amongst economists, we do not believe
that doctors—a priori—are any worse than other professions with the
same length of education (or status). Still, we pause to wonder why there is
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so much variety in the wage systems of doctors, where each system is
judged according to how effective its financial incentives are in making
doctors act in accordance with stated policy objectives. Most other public-
sector professionals are salaried and are assumed not to need any addi-
tional financial incentives to make them work appropriately.

This book is not a moral manifesto to doctors, and we leave it to others
to suggest how professional ethics may help us get even better doctors than
we already have. In helping doctors choose the best treatment among the
alternative options, increasing use is made of ‘evidence-based medicine’,
‘health-technology assessments’, and ‘clinical guidelines’. All of these
represent attempts at reducing ineffective procedures and interventions
and, at some level, require the comparison of expected health outcomes
with costs. We now turn to a discussion of the methodologies that can be
used to compare what you get with what you have to pay for it.

Suggested reading
On the ‘revenue–expenditure–income’ identity, see Evans, R. G. (1997) Going for

the gold: the redistributive agenda behind market-based health care reforms.
Journal of Health Politics, Policy and Law, 22, 427–65.

On the public–private mix, see Stiglitz, J. (1988) Economics of the public sector.
Norton, New York.

On labour supply, see the suggested reading in Chapter 2.
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7

Economic evaluation 
techniques

Economic evaluations seek to aid the comparison of alternative treatments
within and across programme areas. This chapter discusses some of the 
different economic evaluation techniques, and focuses on the normative issues
associated with their use in informing resource-allocation decisions.

The various economic evaluation techniques focus on those attributes of
health care programmes that can be classified as costs and benefits. Clearly,
if there are no expected benefits from a programme, there is no point in
providing it (hopefully nobody would disagree with us on this). The impor-
tance of costs is obvious to economists. Resources are scarce, and they will
therefore always have an alternative use. The so-called ‘opportunity costs’
refer to the ‘benefits foregone’ from the best alternative use of the resources
spent. What seems to be less obvious to economists, though, is to under-
stand why in some situations people would neglect the relevance of
cost differences—something that will be discussed in Chapter 8. Also in
Chapter 8, we will discuss other relevant aspects beyond those that can be
squeezed in under the headings of costs or benefits.

7.1 Different techniques with some 
basic similarities
Controversies exist in the literature as to which economic evaluation
methodology is the best—or ‘the theoretically most correct’. Students
sometimes get the impression that the different camps each have a pre-
ferred approach, independent of the specific policy question. To us, the
appropriate method to use crucially depends on the question being asked,
as well as on the value basis of the institution whose decision making the
evaluation is meant to assist. There are essentially two types of questions.
The first asks which of two (or more) alternative treatments for the same
type of condition is preferred? The second asks which of two (or more)
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alternative treatments for different types of condition is preferred? In other
words, we face choices about how best to choose between treatments
within the same condition (that is, technical efficiency) and across differ-
ent conditions (that is, allocative efficiency). Comparisons that address
allocative efficiency become meaningful only when the different dimen-
sions of benefit have been translated into a common currency, so that they
become commensurable.

The ways in which benefits are being measured appears to be the distin-
guishing feature of the various economic evaluation techniques—tell us in
which ways the benefits have been measured and we will give you the label
for the method used. Table 7.1 distinguishes the methods depending on
whether benefits have been measured in monetary terms or not and
whether benefits are based on preferences or not. When benefits are meas-
ured in money, they—by definition—become comparable to costs. An eco-
nomic evaluation in which benefits are measured in monetary terms is
referred to as a cost–benefit analysis (CBA). However, economists often
reserve the CBA label for those analyses that have their theoretical basis in
neo-classical welfare economics. Here, benefits are based on preferences
that reflect the consumers’ valuations, for example, as expressed through
their willingness to pay. Although many economists might not use the label
CBA if benefits are not based on preferences, non-economists might.
Furthermore, a ‘welfare economic CBA’ is not necessarily more policy
relevant than a CBA in which benefits are measured in other ways (see
Section 7.2.1 below).

If benefits are not measured in monetary terms, some sort of cost-
effectiveness analysis (CEA) is used. An important group of CEA in the
health economics literature is what has come to be labelled ‘cost–utility
analysis’ (CUA). The use of the word ‘utility’ here is because the benefit
measure is claimed to be some measure of individual utility (from health).
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Table 7.1 A taxonomy of economic evaluation technique

Benefits based on Benefits measured in monetary terms
preferences

Yes No

Yes CBA CEA (CUA)

No CBA (but not based on CEA
welfare economics)

CBA, cost–benefit analysis; CEA, cost-effectiveness analysis; CUA, cost–utility
analysis.
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In this table, the vertical distinction is clear cut in that benefits are either
measured in monetary terms or they are not. If not, some units of health are
normally used. The horizontal distinction separates out those techniques
that do not have any bases in preferences. Among those techniques that do
attempt to measure preferences, there is a wide range of possible sources of
value, from those evaluations that make only very rough estimates of the
utility from a health state to those which proclaim that preferences over all
attributes of a programme have been assessed. The various ways in which
preferences can be measured will be returned to later in this chapter.

For now consider the most general representation of what the various
economic evaluation techniques have in common; namely, the comparison
of costs and benefits. A programme evaluation starts out by identifying and
quantfying (in physical units) the affected items and then categorizes them
into being benefit items, indexed by i (Bi) or cost items, indexed by j (Cj).
Costs are valued in money terms (Vj). Benefits (Vi) can be valued in three
different ways: in monetary terms, in non-monetary terms, such as quality-
of-life indices, or in physical or natural units, that is, ‘in themselves’, such as
lives saved. Since benefits and costs occur at different points in time (t),
a discount rate, r, is used to adjust for such time differences.

The policy question to which an economic evaluation is intended to pro-
vide an answer is whether the programme is worth pursuing. In economic
terms, this is essentially the potential Pareto criterion, which looks at
whether the gainers can potentially compensate the losers, that is, is 
the value to the beneficiaries larger than the losses to those who bear the
costs? And, in cost–benefit terms, is the present value of the future stream
of benefits greater than the future stream of costs? Using the symbols 
suggested above, this net present value (NPV), can be specified as in 
eqn 7.1:

. (7.1)

If this NPV calculation is greater than zero, then the programme is worth
pursuing; if it is less than zero, then the programme is not worth pursuing.

Clearly, for the most general formula 7.1 to make sense, the first term
must be measured in the same unit as the second, that is, benefits must be
valued in monetary terms. Hence, eqn 7.1 refers—by definition—to CBA
(see Table 7.1).

NPV � 

�t �i(Vit * Bit)

�t (1 � r)t
  � 

�t �j(Vjt * Cjt)

�t (1 � r)t
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However, in the same way as apples and oranges cannot be added, apples
cannot be subtracted from oranges (or vice versa). So, when we decide to
value benefits in health terms, the first term of eqn 7.1 is being expressed
in a different unit from the second term, and the formula becomes mean-
ingless. In order to compare costs and benefits, eqn 7.1 is rearranged to
become a ratio. The non-monetarized benefits in the denominator are
referred to as effects, and so eqn 7.2 is the formula behind the cost-
effectiveness ratio (CER):

. (7.2)

This ratio does not in itself offer any policy-relevant information. It is only
when compared with the ratios from alternative programmes that a new
programme’s relative goodness can be assessed.

The remainder of this chapter deals with each of the parameters in the
above formulae. The following section discusses the various methods for
valuing benefits in monetary units, that is, the Vit in formula 7.1. Section 7.3
goes on to deal with the valuation of benefits in health units. Section 7.4
discusses key principles in the estimation of costs. The final parameter (r)
on time-adjustments is discussed in Section 7.5.

7.2 Valuing benefits in monetary terms

7.2.1 Non-preference-based measures of 
monetary benefits
The simplest way of measuring monetary benefits is through the 
narrow perspective of cost savings elsewhere. Will a health care programme
lead to cost savings in the health sector or in other sectors of the 
economy?

It is sometimes used as an argument for prevention programmes that
they are ‘profitable’ for the health sector, in that the reduced illnesses
attributable to prevention imply reduced future treatment costs. In the
framework of formula 7.1 the second term refers to the costs of a prevent-
ive programme while the first term refers to the present value of the future
health care cost savings. It seems evident that if the net health sector costs
are negative (and that no costs are imposed on other sectors), the pro-
gramme should be implemented. However, for most programmes, net
health care costs are positive, and so benefits would have to be found on

CER � 

�t�j (Vjt * Cjt)
 �t (1 � r)t

�t�i (Vit * Bit)
�t (1 � r)t
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other fronts in order to justify the costs. A broader perspective is to look for
cost savings in other sectors of the economy as well. If these cost savings
exceed the health care costs then—from the perspective of a societal 
economic evaluation—the programme should be implemented. Note that
if costs are negative, the size of the health outcomes do not matter—as long
as they are positive.

Returning again to Fig. 1.1 in Chapter 1, improved health may have pos-
itive effects on wealth. When sick workers are cured, society benefits in
terms of the increased production that is attributable to their return to
work. The appropriate method for measuring such effects has been a
recurring theme in the economic evaluation literature. However, there are
also conceptual confusions in this literature, due to misleading definitions
as well as a tendency to apply a terminology from the cost-of-illness (COI)
literature in the context of CEA. Cost of illness has a completely different
perspective from CEA. In COI, the focus is the illness and the aim is to 
estimate the total costs to society of the illness—sometimes referred to as
the economic ‘burden of disease’. In CEA the focus of attention is not the
illness, but the intervention.

There has been a terminological convention in the literature on eco-
nomic evaluation to refer to direct versus indirect costs and benefits, of
which the indirect benefits are the production gains caused by the interven-
tion. The concepts used in COI and CEA have different meanings; ‘indirect
costs’ in COI are ‘indirect benefits’ (averted production losses) in CEA. The
distinction between ‘direct’ and ‘indirect’ is not particularly meaningful, as
it depends on the institutional viewpoint of the analyses. With the view-
point of an individual in Fig. 1.1., health per se has a direct benefit, but also
an indirect benefit via the wealth created. As such, this distinction has some
explanatory value. However, from the viewpoint of an employer who is
concerned with the productivity of their input factors, production gains
would be the direct benefit, while the benefit from improved health per se,
as experienced by their labour, would be an indirect benefit. Thus, concep-
tual clarifications are required (see Olsen and Richardson 1999).

We shall use the term health care costs (HC) to refer to what the CEA lit-
erature sometimes terms direct costs. Indirect costs refer to all sorts of non-
health care costs that accompany the treatment. Often these are measured
as different types of time costs, the largest item of which is the production
lost whilst undergoing treatment. Rather than indirect costs, we shall use
the term production losses (PL). Direct benefits are health effects or health
gains, which in CEA are non-monetarized health (H). Indirect benefits are,
in the words used in the seminal paper by Torrance (1986) ‘the production
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gains to society because more people are well, or alive, and able to return
to work’. Thus, we prefer the term production gains (PG) for the value of
the increased output that is attributable to the treatment.

Within a CBA, benefits are measured as increased production and
become the first term of the general formula 7.1. The NPV then, becomes
the production gains (PG) minus the programme costs (HC � PL):

NPV � PG � (HC � PL). (7.3)

Clearly, if the mission of the analyst is to offer an economic argument in
support of the programme, the higher the production gains, the better it
appears for society. Note that benefits from improved health per se are not
included in this type of CBA.

Within a CEA, the monetarized PG cannot appear in the denominator
together with non-monetarized units of health, because incommensurable
units cannot be added. Thus, PG have to appear in the numerator like a
cost-saving to be subtracted in order to arrive at the ‘net economic costs to
society’. These costs are then divided by the number of health benefit units
in order to derive a CER for health (eqn 7.4):

. (7.4)

If the denominator in eqn 7.4 were to include a preference-based attrib-
ute (for example, the Q for health-related quality of life), the formula
would be termed a cost–utility ratio (more on this in Section 7.3.2 below).

Measuring benefits from health care in terms of production gains raises
technical as well as normative questions. The former relate to what the cor-
rect approach to estimating the magnitude of these gains is. There are
essentially two different methods for measuring PG, termed human capital
and friction cost. With gross earnings as a proxy for the value of one’s out-
put, the present value of the future stream of earnings becomes one way of
measuring the production gain to society of a person’s return to work. The
human capital approach uses averted lost earnings to estimate production
gains.

The friction cost approach is different in that the focus lies on productiv-
ity changes rather than earnings. In economies with high unemployment,
sick employees can eventually be replaced from the unemployment pool.
The (avoided) lost output in this case would depend upon the reduced 
productivity of each of the people affected and the length of time before

CER � 

(HC � PL) � PG
H
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productivity returned to normal. In these circumstances, the lost output to
society will be temporary, that is, it is limited to a friction period. The fric-
tion cost method, then, represents a technical response to the exaggerated
estimates of lost output measured by the human capital method
(Koopmanschap et al. 1995).

When the purpose is that of estimating the impact of a health care 
programme on society’s production level, the idea behind the friction cost
method seems the most correct. The human capital method would be cor-
rect if the purpose were that of estimating the earnings generated by pre-
viously sick and unproductive employees as a consequence of their return
to work. The two methods would give similar results if income reflects the
value of production, and if the employee were completely irreplaceable in
the labour market. While the first assumption is a useful simplification, the
second one is not realistic (‘cemeteries are full of irreplaceable men’).

Unfortunately, there is much confusion in some parts of the economic
evaluation literature about which available figures should be used for assess-
ing the economic benefits to society of a person’s return to work. Some
authors use gross income, some use net income, while others consider the
government’s savings of sickness benefits; there are even examples of adding
‘debit and credit’ (for example, income � sickness benefits). In attempting to
clarify matters, we shall distinguish between the real changes in the value of
society’s production and transfer payments across different agents in the
economy. Table 7.2 illustrates what happens when a previously sick worker
returns to work. Consider the three parties: the worker, the employer, and the
government. The employer experiences a production gain (PG)—attribut-
able to the return of the worker, but has to pay a wage, W. The worker
receives a net wage after taxation, T, but loses sickness benefits, SB. The 
government receives taxation and gains from not having to pay sickness 
benefits. In this case, the government acts as a social insurer, but the principle
point of transfer payments would hold under private insurance schemes as
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Table 7.2 The return of a productive worker: real production effects
versus transfers

Worker Employer Government

Increased production �PG

Wage impacts �(W � T ) �W �T

Sickness benefits �SB �SB

PG, production gain; W, wage; T, taxation; SB, sickness benefits.
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well. Table 7.2 illustrates how transfers are being ‘netted out’ across the three
parties. Thus, what remains is what matters; namely, the production gains.

Beyond this positive issue of correctly assessing the magnitude of pro-
duction gains, there is the normative issue of how much of such gains
should be accounted for in a societal economic analysis. The higher pro-
duction gains that follow from the treatment of a particular patient group,
the more is being subtracted in the numerator of eqn 7.4, and hence the
more favourable the ratio becomes. Thus, priority is given to the most pro-
ductive in society at the expense of groups who—for various reasons—are
less productive. This explains why some authors object to including PG.
A closer look at where production gains may end up suggests that gains in
terms of private consumption are not necessarily something that society
would wish to subtract in the numerator of eqn 7.4. Interestingly, the US
panel that discussed guidelines for CEA argued for taking account of ‘only
the impact on the rest of society’ (Weinstein et al. 1997). So, the panel sug-
gested that taxes and voluntary contributions to the rest of society repres-
ent the types of gains relevant in a CEA (an elaboration of the arguments
for such restricted inclusion of production gains can be found in Olsen and
Richardson 1999).

7.2.2 Preference-based measures of 
monetary benefits
There is a saying that ‘economists have preferences, psychologists have 
attitudes’. More accurately, economists believe that consumers have prefer-
ences, and that these preferences can be revealed from actual behaviour in
markets, where trade-offs are made across different goods with different
attributes. Alternatively, consumers can state their preferences through
choices presented to them in hypothetical questions.

In general, economists have a preference for revealed preferences,
because they put more faith in how people actually behave than in how
people say they would behave. This principle is fine in situations where
markets provide the goods but when the goods that we want to value are
not available in ordinary markets, preferences have to be elicited in other
ways. Preferences for health could in principle be revealed from actual
behaviour but in contrast to ‘normal market goods’ there are relatively few
situations in which people can reveal implicit monetary values for the
health improvement that health care might provide. Rarely do we find
market analogues through which consumers have had the opportunity to
signal their values of health improvements.
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Moreover, the market for health care is characterized by so many failures
(see Chapter 4) that it is exceedingly difficult to infer consumers’ precise
valuations of particular health interventions. First, rarely do health care
consumers have experience from previous purchases (fortunately, most
surgeries are a once-in-a-life-time experience). Second, they lack informa-
tion about the qualities of the goods to be able to assess an expected 
monetary value. Third, there are so many probability terms involved that
few people are able to rationally calculate their subjective value of a
particular treatment (assuming that a private insurance option exists for
this treatment).

The value of safety appears to occupy a middle ground between ‘normal
goods’ and health regarding the feasibility of inferring consumers’ mone-
tary values from revealed behaviour. A range of safety features are available
in the market (for example, safe cars and smoke detectors), and by divid-
ing the price of a safety feature with its marginal risk reduction, an implicit
value of life can be inferred. Comparisons of such estimates of implicit 
values of life show huge variations across different types of risk-reducing
goods (see Tengs et al. 1995). Thus, notwithstanding market failures, con-
sumers are either misinformed about the magnitude of various risk reduc-
tions or they have very clear views on how they would prefer not to die.

For goods that are not available in well-functioning markets, economists
have developed methods for constructing hypothetical markets. These
methods are termed contingent valuation, whereby respondents are asked
to express a value that would be true under certain specified conditions.
Contingent valuation is an umbrella term for different types of hypothet-
ical monetary evaluation questions, each of which would be associated
with a specific theoretical utility measure (see a standard micro-economic
textbook, and look for ‘compensating variation’ and ‘equivalent variation’).
By far the most widely applied version of contingent valuation in health
and health care is the willingness-to-pay (WTP) method.

WTP has—like other contingent valuation methods—its theoretical
basis in neo-classical welfare economics. It is founded on the dictum that a
good has value to a consumer only to the extent that they are prepared to
sacrifice something in order to obtain it. So, the more they are willing to
sacrifice of their own income, the higher is the value of the good in ques-
tion. The maximum WTP would then express the respondent’s valuation
of the good in monetary terms. A crucial assumption here is that more is
better (at least up to a meaningful satiation level), that is, the larger the
quantity of the particular good, the more income they are prepared to 
sacrifice for it.

106 ECONOMIC EVALUATION TECHNIQUES

Dolan-07.qxd  9/20/02  12:03 PM  Page 106



The logical starting point in a WTP study is to specify what exactly is
being valued. A key concept here is the scenario description that explains the
characteristics of the particular good. For health care, it is important to
describe types of outcomes, as well as the process of treatment if that is
considered relevant. Ideally, information on all the assumed utility- (and
disutility-) yielding attributes of the programme should be provided.
However, the cognitive capacity of respondents obviously represents a con-
straint on how much information can be dealt with.

A second issue, and one that has attracted much interest, is the question
format, that is, how the WTP question should be phrased. There are four
alternatives: (1) open-ended, which basically asks ‘how much would you be
willing to pay?’ without giving any reference sum; (2) closed ended, which
asks ‘would you be willing to pay X dollars?’, where X is varied across sub-
samples, and a demand curve is estimated based on how the fraction of
yes-respondents varies across sub-samples; (3) iterative bidding games,
whereby the interviewer starts with a specified bid, and follows up by ask-
ing if higher or lower sums would be acceptable depending on the answer
to the preceding bid; and (4) payment cards, where alternative sums are
listed, usually from zero to a realistic maximum, and where respondents
are asked to circle the amount which comes closest to their maximum
WTP. In this literature, there are different camps holding fairly strong views
on which question format is the best—or most correct. However, the sci-
entific attention to this methodological issue does not seem to correspond
with its applied importance in terms of the relative differences in mean 
values that the methods seem to produce.

In fact, there are other problems with WTP that are more severe in terms
of the reliability of responses. Beattie et al. (1998) suggested that WTP
answers are ‘sensitive to theoretically irrelevant factors, and insensitive to
theoretically relevant factors’. Probably the most important relevant factor 
is the size of the good—people should be willing to pay more for more. But
there is much evidence that WTP is insensitive to the magnitude of such
things as the size of the risk reductions and the scope of the environmental
benefit. And there is now some supporting evidence from the health field,
which shows that WTP is insensitive to the size of health outcomes (Olsen 
et al. 2001). In fact, within-respondent tests in this study showed that the
majority of respondents do not increase their WTP for the programme when
the size of the outcome doubles. Clearly, rational individuals would agree
that if a programme A treats twice the number of patients as programme 
B, then A is better for society than B. But the valuation instrument does not
pick this up, and so the validity of this instrument is called into question.
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Examples of theoretically irrelevant factors include the fact that slight
changes in the wording of scenario descriptions can have dramatic effects
on stated WTP and the finding that the respondent’s valuation of a pre-
ceding programme can affect their value of a subsequent programme.
When the most significant determinant of a respondent’s WTP for pro-
gramme B is their WTP for a previously valued (and completely different)
programme A, their valuation cannot be ‘independent of irrelevant alter-
natives’, and doubt must again be cast on the reliability of WTP responses.

Of the methods that exist for measuring benefits from health care in
monetary terms, economists tend to favour preference-based measures
because of their theoretical appeal. However, the recent evidence of meas-
urement problems from applied studies seems to have increased the level
of scepticism, and the theoretically preferred alternative is not necessarily
the most reliable in practice.

7.3 Valuing benefits in health terms

7.3.1 Non-preference-based health benefits
Survival rates have been a widely used outcome measure in health. An
intervention is counted as a success if patients survive for five years, say—
and as a failure if they do not. This is obviously a very crude measure,
because it does not distinguish between having survived 1 week or 4.9
years, or between surviving 5 years or 50 years. An alternative, therefore, is
to count life years, so that the numeraire is no longer persons but years.

The good thing with survival rates and life years is that they are com-
mensurate terms for mortality, thus facilitating comparisons across pro-
gramme areas. The bad thing, however, is that they neglect differences in
morbidity. There now exists a wide range of outcome measures for
improved morbidity, most of which count the number of incidents, for
example, fractures avoided, tumours detected. In addition to such discrete
outcome measures, there are continuous scales on which the severity of
incidents can be depicted, for example, depression scales. The major defi-
ciencies with the widely used clinical outcome measures are that firstly,
they rarely account for duration, secondly, they use incommensurable out-
come measures, and thirdly, rarely are preferences of the affected parties
accounted for. Furthermore, these scales have their focus on the dimen-
sion(s) of health that the given treatment intends to impact upon. While
negative ‘side-effects’ might sometimes be mentioned, they are not meas-
ured such that they can be compared in a meaningful way with the positive
effects. There is also the issue of the unintended impact upon dimensions
of health that are not being monitored.
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This suggests that a useful health outcome measure for aiding resource
allocation in health care should fulfil at least three requirements: (1) it
should measure improvements in both mortality and morbidity; (2) it
should use a generic (rather than a disease-specific) descriptive system for
health so that comparisons can be made across programme areas; and 
(3) the valuation of the improvements should be based on the preferences of
the affected parties. The disability-adjusted life-year (DALY) has been de-
veloped in order to calculate the loss, expressed in terms of years of life in
full health, associated with premature mortality and morbidity, and is 
currently being used by the World Health Organization to calculate the
‘global burden of disease’ (Murray 1996). However, as it stands, the 22
health states used to calculate DALYs are based more on conditions than on
generic health states and were valued by a panel of health care providers. For
these reasons, we will focus our attention on the quality-adjusted life-year
(QALY), which was designed specifically to meet the three requirements
above.

7.3.2 Quality-adjusted life-years
A leading proponent of the QALY, Alan Williams, refers to the QALY algo-
rithm as a ‘sophisticated measure of health’. In general terms, there are
three different streams of health. The first is a retrospective stream, looking
at how many QALYs one has already had. The second is a prospective
stream, looking at how many QALYs one can expect to have without an
intervention. The third is also a prospective stream, but one which looks at
how many extra QALYs one can expect to gain from an intervention. Since
QALYs are developed for the purpose of comparing health gains, let us 
concentrate on this last stream.

For an individual, there are three possible dimensions of future health
gain; improved health-related quality of life, a longer lifetime, and an
increased probability of survival. A usual simplification is to subsume the
probability parameter and refer to life expectancy. Quality of life (Q) is
usually measured on a [0–1] scale where 1 refers to full health and 0 refers
to death. Time (T) is counted in years. Consider now an intervention that
improves longevity in full health by a given 	T. The QALY gain (G) for this
longer lifetime (T ) is then:

QALYG�T � Q * 	T � 1 * 	T � 	T. (7.5)

Alternatively, consider an intervention that improves the health state by
	Q, but does not change the longevity. The QALY gain for this improved
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health related quality of life is:

QALYG�Q � 	Q *T . (7.6)

It follows from eqns 7.5 and 7.6 that a programme that improves mortal-
ity becomes commensurable in health outcome terms with one that improves
morbidity.

However, many interventions improve both quality and length of life.
Figure 7.1 illustrates the QALY gain by the shaded area, where we have
assumed that the health-related quality of life remains constant—without
treatment denoted as Q 0 and with treatment denoted as Q1. Time is
accordingly denoted T0 without treatment and T1 with treatment.

The general formula for a QALY gain can be written as:

QALYG � Q1 *T1 � Q 0 *T0. (7.7)

where the first term on the right-hand side refers to the expected health
with treatment and the second term refers to the ‘no-treatment profile’ (the
formula assumes only those two outcomes but can be extended for any
number of mutually exclusive events). This is all fine in theory, of course,
but how in practice do we obtain reliable figures to be put into this general—
and very simple—formula?

7.3.3 Measuring health-related quality of life
Length of life with and without treatment is normally obtained from mor-
tality tables and survival rates, while the probability of successful outcomes

110 ECONOMIC EVALUATION TECHNIQUES

Q1

Q0

T0 T1

Fig. 7.1 The QALY model. The shaded area shows the health gains from
treatment.

Dolan-07.qxd  9/20/02  12:03 PM  Page 110



might be given from operation mortality rates. The measurement of T
enables comparisons on an interval scale, for example, the value of 10 years
is twice as long as the value of 5 years (assuming there is no discounting, so
that all years of life are given equal value, irrespective of when they occur—
of which more below). Similarly, we need quality of life to be measured on
a scale with similar interval properties.

There are three main methods that have been used to value Q—visual
analogue scale (VAS), standard gamble (SG), and time trade-off (TTO).
The VAS is a scale with fixed endpoints and equal intervals. It is usually
illustrated vertically with a bottom value of 0, referred to as worst imagin-
able health (or dead), to a top of 100, referred to as best imaginable (or full)
health. The respondent is then asked to locate a given description of
a health state on this scale.

The SG presents a choice between being in a described health state for a
given period of time for certain, and a risky option with one better and one
worse outcome (usually full health and death). Respondents are then asked
to specify the probability (p) of a successful outcome that would make them
indifferent to being in the described health for certain, or go for the risky
option. Formally, if Qi is the value of the intermediate health state, p is the
probability, QF is the value of full health, and QD is the value of death, then:

Qi � p *QF � (1 � p)QD → Qi � p. (7.8)

The left-hand side is the value of being in the described health and the
right-hand side is the expected value of choosing the risky option. Hence,
with QF � 1 and QD � 0, it follows that Qi � p.

The TTO represents a choice between a longer life in an inferior health
state and a shorter life in full health. Usually, respondents are asked to
imagine themselves in the described health state for a period of T years (for
example, T � 10), and then asked how many years they would be prepared
to trade off in exchange for full health. Formally, if Qi and QF are the
described state and full health, t is the shorter time period in QF, and T is
the given reference time, then:

Qi * T � t *QF → Qi � t/T. (7.9)

Many comparisons have been made of the health state values from these
different approaches. The VAS tends to give the lowest values, and SG the
highest, though not much higher than values from TTO. The theoretical
reasons for these observed discrepancies appeal to intuitions. The VAS 
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differs from SG and TTO in that it does not involve a choice that requires
the respondent to give something up. When there is no sacrifice involved in
giving a low value, it is easy to do so. With SG and TTO, a sacrifice is
involved, either in terms of taking a risk of death (SG) or by giving up
length of life (TTO). This would restrict one’s propensity to state a low
implied value. The major difference between SG and TTO is that of cer-
tainty in TTO versus uncertainty in SG, so risk-averse respondents (that is,
those who do not like taking risks) would give higher implicit health state
values under SG. Also, in TTO, the fraction of time one is asked to trade off
is that which lies at the end of a given time, and so if these distant years are
given less weight (that is, if there is positive time preference), then respond-
ents will give up these years more willingly.

In addition to these three methods for measuring an individual’s value of
Q, there is the person trade-off (PTO) method which looks at the social
value of one health state compared to another (see Nord 1995). It does this
by asking respondents to think about how many people would need to be
treated in one health state to make it equivalent in social value terms to
treating a different number of people in a different state.

Whatever valuation method is used, the use of commensurable outcome
measures, such as the QALY, are primarily relevant for decisions about
allocating resources across different programme areas, that is, in the 
determination of allocative efficiency. But whatever level we are making
decisions at, we require information on costs.

7.4 Estimating costs—some key principles

7.4.1 Marginal costs
There is a saying that ‘the only relevant costs are those from which you can
escape’. These are the marginal costs, defined as the additional costs fol-
lowing a one-unit change in production. Marginal costs depend on variable
costs only, which are costs that vary with the level of output. In addition to
variable costs, there are fixed costs, which do not vary with the quantity
produced. In practice, most decisions deal with the question of ‘how much
to produce’ rather than ‘whether to produce’. Therefore, the important
information is the additional costs that follow an expansion, or the cost
savings from a contraction. Before proceeding, some simple algebra may
clarify. Total costs (TC) are fixed costs (FC) plus variable costs (V), the 
latter being a function of quantity, X:

TC � FC �V(X). (7.10)
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Average costs (AC) are simply total costs divided by the given quantity:

AC �TC/X. (7.11)

Marginal costs (MC) are the extra costs of producing an additional 
unit. Since fixed costs by definition remain unchanged, only differences in
variable costs matter:

MC � [FC �V(X �1)] � [FC �V(X)] �V(X � 1) �V(X). (7.12)

While marginal costs represent the information relevant to making a
decision about whether to change the level of output, the types of cost
information that most likely would be available in practice refer to average
cost figures. It is much easier to obtain information on total costs and
divide this by the given quantity produced than it is to make more detailed
inquiries into exactly those resources required for making marginal
changes in production.

Probably the most cited example of the practical importance of not rely-
ing on average cost estimates when determining the level of production is
the study of the costs of guaiac stool testing (Neuhauser and Lewicki 1975).
Based on the suggested guidelines by a group of medical specialists, six sub-
sequent tests had been recommended for detecting cancer in the bowel. If
performing all six tests, the average cost was estimated at US$2451 per
detected cancer. However, because the incremental detection was strongly
diminishing with additional tests, the marginal cost was US$47 million per
detected case from performing the sixth test. While this extreme difference
between marginal and average costs has been questioned, the important
message from this example is that average cost figures are a misleading
basis for determining cost consequences of marginal changes in an activity.
This highlights the importance of information about marginal costs when
making resource-allocation decisions.

7.4.2 Social costs
An economic evaluation is said to take the perspective of the wider society
and not only a particular sector or institution within the society. This is a
fundamentally different perspective from the type of financial appraisals
usually done in private firms, where external effects on other actors are not
included. Hence, a societal view implies that one would include the costs of
resources used in any sector, not only a given hospital or a national health
service. It would also include costs imposed on patients and their relatives.
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In some textbooks one might find a distinction between three types of
costs: direct costs (health care and other resources directly attributable 
to an intervention), indirect costs (what we have termed production losses),
and intangible costs (the costs of grief and misery experienced by patients
and their relatives). Direct costs are clearly the least controversial.
Production losses represent a potentially big cost component, particularly
for screening programmes that include large groups of people from the
labour force, who lose productive time at work. Interestingly, the more pro-
ductive a given group is, the more costly it is to screen them. The third type
of costs is the most controversial to include. The grief and impediments due
to an intervention is hard to quantify in monetary terms, and some of it may
already have been taken account of in the health outcome assessments (as
the difference between expected health outcome and current ill health).

Interestingly, the estimation of costs is often considered to be a more
value-free venture than the estimation of health outcomes. But with costs,
as with outcomes, analysts still have scope for manipulations. If the vested
interest is one of making a new procedure look cheap, clearly the analyst
could try to neglect those cost components that are not immediately vis-
ible. While trained economists surely hold different views on the relevance
of including various cost components, they nevertheless agree that it is 
correct—as well as honest—to present a transparent costing assessment,
that is, which items in which quantities at which unit values.

7.5 Discounting—a preference for the present
Adjusting for the different timing of costs and benefits is an essential fea-
ture of CBA and CEA. A discount rate is used as a ‘time weight’ to devalue
the future—the stronger the preference for the present, the higher the ‘time
weight’. In health economic evaluations, the idea of discounting is contro-
versial because it implies that future health gains are assigned lower social
values than current health gains. An important question is whether health
benefits should be discounted at a different rate than costs (that is, should
we use a lower rate for health in the denominator than in the numerator of
the CER?). An answer of ‘no’ is based on the ‘eternal delay’ implications of
health investments. If the rate of decline of costs is greater than that for
benefits, no programme would be undertaken within the current period
because the cost per unit of benefit would always be less next period.
However, this ‘paralysing paradox’ relates to budget allocation over time.
If health planners have no scope for deferring current funds to future 
periods, but have to spend the current budget in order to achieve health
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policy objectives, then the idea of deferring all health care resources to 
the infinite future is irrelevant. Interestingly, the UK guidelines suggest a
discount rate of 6% on costs, and 2.5% on health benefits.

7.5.1 The reasons for discounting
In the literature on discounting, two different reasons are given for apply-
ing a positive discount rate for public projects. First, there is the argument
referred to as ‘the social opportunity cost of capital’, involving capital that
would otherwise have been used in the private sector where it would have
yielded a return. Thus, the rate of return on public projects should ideally
be the same as the marginal private project that is being foregone. Second,
because consumers have a preference for the present, they claim compen-
sation for delaying consumption; the rate of this compensation is their time
preference rate. Individuals’ time preferences represent the aggregate of
three distinct intertemporal concerns: the pure time preference, which
refers solely to remoteness in time, and thus reflects their degree of
impatience; the rate at which the marginal utility of increased future con-
sumption diminishes; and uncertainty.

7.5.2 Some formulae and examples
The mathematical formulae are fairly simple as long as we operate with a
constant discount rate, r, and discrete time. The present value of an item,
Z, with a unitary value of 1, occurring at a given future time, t, is:

. (7.13)

It follows that the larger the discount rate and the further into the future
we look, the higher the denominator becomes and, thus, the lower is the
present value, ZPVt. With this formula, we get the present value of a given
number of health benefits that occur in a future time period, t.

If the benefits occur as a constant stream every year during the pro-
gramme period, the present value of this stream is considered as an annu-
ity. The formula for this annuity, A, with a unitary value of 1 (due at the
end of each year) throughout the period, t is:

(7.14)� 

1 � (1 � r)�t

r

A � 

1
(1 � r)

 � 

1
(1 � r)2

 � 

1
(1 � r)3

 � 

…
 � 

1
(1 � r)t

ZPVt � 

1
(1 � r)t
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Table 7.3 shows the effects of different discount rates. A zero discount
rate implies the same value to an event no matter how far into the future it
occurs. A 10% rate could be used because it reflects time preferences for
health (in fact, some empirical studies have found rates in excess of 10%).
A rate of 5% has been the standard rate in applied economic evaluations of
health care, and 2% comes close to the current UK recommendations for
discounting health benefits.

So, the higher the rate, the less weight given to future gains. In addition,
the choice of discount rate becomes more important for long-term pro-
grammes. If a 10% rate is used, a life saved in 20 years time is valued at only
0.15 of a life saved today. However, over a five-year horizon, these relative
differences are much smaller: a life saved in five years is valued at 0.62 of
one saved this year. Therefore, the health policy relevance of the discount-
ing issue becomes more important for preventive programmes than for
curative ones. When discounting over the course of an individual’s lifetime,
the annuity columns shows how life years are devalued, for example, using
a 5% discount rate implies that 20 life years count for only 12.5 years in
present value terms.

7.5.3 Some views on discounting
There are essentially three different normative views about how health
should be discounted. The first is to use the same rate as for other goods in
the economy. This argument emphasizes that capital allocated to health
care has the same social opportunity cost as capital for other sectors.
Accordingly, for consistency reasons, health gains should be subject to the
same intertemporal criteria as other goods.
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Table 7.3 Some examples of the present values of a future event (ZPVt)
and a stream of events (A) depending on the discount rate (r) and time (t)

r (%) ZPVt A

t � 5 years t � 20 years t � 5 years t � 20 years

0 1 1 5 20

2 0.90 0.67 4.7 16.3

5 0.78 0.38 4.3 12.5

10 0.62 0.15 3.8 8.5

Dolan-07.qxd  9/20/02  12:03 PM  Page 116



The second is to use a zero rate or one close to zero. Some medical ethi-
cists hold that a life’s value is the same no matter when it is saved and a
QALY would similarly be equally valued whether it is gained this year or in
the distant future. According to this moral principle, that all generations
should be given equal weight (Parfit 1984), it follows that health gains be
left undiscounted in economic evaluations.

The third view is that we should use the rate that best corresponds with
people’s preferences. This is the view held by economists with an affinity to
the consumer sovereignty principle. However, many economists have been
uneasy about individuals’ impatience for own consumption; for example,
Pigou (1932) suggested that ‘our telescopic faculty is defective’. Following
the argument by Sen (1982) that the individual—as a citizen—may have
different time preferences for goods in a social context from those revealed
in the context of private consumption, it might well be the case that 
the rate implied from an intertemporal choice between own health bene-
fits differs from the rate implied from a societal intertemporal health
choice.

These different normative views do not necessarily give different rates.
For example, if people prefer that health gains should count equally no
matter when they arise, the normative views (2 and 3) would give the same
recommendation of a zero rate. There is, however, little (if any) empirical
evidence for such preferences. Viewpoints 1 and 3 would give identical 
recommendations if the rate used for ordinary goods is based on people’s
time preferences, if people hold identical intertemporal preferences for
health as they do for all other goods, and if these preferences are ‘constant
timing averse’. These requirements simply do not hold. There are theoreti-
cal reasons to believe that people have different time preferences for health
compared to ordinary goods. Moreover, some studies suggest that people
(and animals!) have decreasing timing aversion (that is, they attach less
importance to a fixed time difference the farther into the future this differ-
ence is moved, Harvey 1994). As a consequence, so-called hyperbolic 
discounting models have been developed (see, for example, Cairns and van
der Pol 1997).

Of these three different normative views, it is tempting to put a fairly
rhetoric question: If we wish priority setting in health care to correspond
with people’s preferences, why should their intertemporal preferences not
also count? A key issue in a societal judgement is how the present genera-
tion of citizens, with their current health care resources, would prioritize
between the saving of lives now versus those in the future, and between
improving the quality of lives now versus those in the future. The severe
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measurement problems inherent in the task of eliciting reliable rates
represents a challenge both in terms of question format, as well as in 
choosing a context in which respondents are allowed sufficient time for
deliberation and reflection.

Of particular relevance here is to come to terms with the reasons
respondents give for assigning lower values to future health gains. From
small convenience samples, we have indications that people expect 
technological progress will make it possible to provide future health gains
at much lower costs. So, when respondents claim that more lives have to be
saved in the future in order to forego some lives today, this reflects a view
that these future lives could alternatively be saved at lower real costs in the
future—a view that might be consistent with a preference for equal weight
to lives saved in the future as lives saved this year. Clearly, more research is
needed in order to understand whether the underlying reasons people state
reflect something that can be explained by positive time preferences (that
is, impatience, diminishing marginal utility, or uncertainty) or not.

Within a health context, the discount rate is sometimes perceived as an
intertemporal equity weight that assigns relative social values to health gains
depending on when they occur. Assuming constant technology over time, a
discount rate of zero might be the most equitable, in that each generation
counts the same. However, as opposed to such intergenerational considera-
tions, the impact of the discount rate leads to the opposite conclusion
regarding intragenerational equity (for a discussion, see Olsen 1994).

7.6 Conclusion
This chapter has sought to clarify key differences in the various types of
economic evaluation techniques, and discussed normative issues related 
to the parameters that are included in the general economic evaluation 
formula (eqn 7.1).

First, the discount rate, r, has received much theoretical attention among
health economists (including the two authors). At one end are those eco-
nomists who take it as an exogenously given variable, determined by the
treasury or the long-term interest rate. At the other are ethicists (and envir-
onmentalists) who are reluctant to its implications of devaluing the health
of future generations. In yet other camps are health economists interested
in preference elicitation and the scope for using the parameter as an equity
weight. While we certainly find it a fascinating variable, it might seem that
the theoretical interest it attracts does not necessarily correspond with its
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health policy importance, at least not for the majority of resources allo-
cated to curative care.

Second, one costing issue deals with the inclusion of cost items outside
the health service. Given the economic imperative that what matters are
society’s total resources required, not which sector or institution happens
to carry the costs, this issue may seem a futile one. However, as noted
throughout this book, publicly-funded health care resources are subject 
to  different distributive criteria than are most other resources. Further, the
opportunity costs of health care are health benefits foregone, while 
the opportunity costs of other resource uses might be anything, for exam-
ple, lost leisure time, lost production of textbooks. It should perhaps 
not come as a surprise that non-economists question the extent to 
which such opportunity costs be included in a societal evaluation of
health care.

Third, the most difficult parameters of them all are the quantification—
and valuation—of the benefit items. When valued in money terms, inter-
estingly, some evaluation techniques do not measure health per se but the
impact that health changes have on the economy, be that cost savings or
production gains. In that important respect, these techniques differ from
the welfare economic cost–benefit analyses, which seek to value the bene-
fits from health care based on individual preferences. Still, valuing health 
benefits in monetary terms involves measurement problems as well as 
controversial normative issues.

While we take a more optimistic view on measuring health benefits in
health terms, these methodologies also have their measurement problems
as well as normative issues. This is particularly so for the parameters which
constitute the aggregated QALY. The probability term, for instance, can
either be considered as a population based bio-statistical figure, or it can be
considered an individual preference-based term that reflects risk attitudes.
Some other QALY issues will be elaborated on in the next chapter.

In the economic evaluation literature there are controversies between
advocates of the two different preference-based techniques—CBA versus
CUA (see Table 7.1). The former have had a tendency to argue that CBA is
‘theoretically correct’ because it has foundations in new welfare economics.
However, we believe this is not a positive issue, but a highly normative one.
There is no such thing as a universally correct methodology for use in eco-
nomic evaluations. Rather, the choice of approach crucially depends on the
value judgement of the institution, whose decision making is being used in
the analysis. Which method is ‘right’ depends on the answer to the ques-
tions in Table 7.4.
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This chapter has focused on the key parameters of an economic evalua-
tion, and has tried to highlight some normative issues inherent in their
assessments. The next chapter goes beyond these parameters and gives
attention to ethical issues that lie outside what is normally considered to be
the domain of economic evaluations.

Suggested reading
The standard reference is M. F. Drummond, B. O’Brien, G. L. Stoddart and 

G.W. Torrance (1997) Methods for the economic evaluation of health care 
programmes 2e. Oxford: Oxford University Press.

See also M. F. Drummond and A. McGuire (ed.) (2001) Economic evaluation in
health care: merging theory with practice. Oxford: Oxford University Press.
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Table 7.4 CBA or CUA?

CBA CUA

What is the entity Utility Health
to be maximized?

Who is to judge the The affected The affected patient,
goodness of the entity? consumer/patient other members of 

society, or experts

How is the entity Based on demands; Based on needs;
to be distributed? willingness and expected health gains

ability to pay

CBA, cost–benefit analysis; CUA, cost–utility analysis.
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8

The ethics of economic 
evaluation in priority setting

Economic evaluation techniques have been criticized for being too narrow,
focusing on ‘efficiency solutions’ only and ignoring other priority-relevant 
considerations. This chapter considers additional issues related to equity and
ethics, and how they might possibly be incorporated into a societal economic
evaluation. Again, the rationale is to help in ‘distributing health care’—but in
an ethically preferred way.

Economic evaluation is unavoidably ethical in nature. Economists
assume—as we will—that individual benefits are an important part of the
social value of any health care programme. There then follows a number of
important considerations when moving from individual benefits and
towards social value. We are first faced with the question of how to aggreg-
ate individual benefits. Drawing largely on the work in Sections 3.2 and 3.3,
the next section discusses how the benefits from economic evaluations can
and should be aggregated.

There are then questions relating to the other things, besides individual
benefit, that might be relevant to a decision at the social level which will
not be relevant at the individual level (because it is assumed that any given
individual would prefer more benefit to less). Some of these other things
will relate to the other health characteristics of the potential recipients
(Section 8.2) whilst others will relate to their personal characteristics—age,
sex, and so on—more generally (Section 8.3).

The story in each of these sections suggests that all of the attributes rel-
evant to a social decision can be incorporated into a single function to rep-
resent social welfare, that is, a social welfare function (SWF) that captures
the relative weight given to each of the attributes. However, there are good
reasons for supposing that this will not be possible. First, there are a range
of measurement problems, some resulting from the fact that preferences
are imprecise and partly constructed during the process of elicitation
(Section 8.4). Second, in addition to the set of outcomes expressed in a
SWF, there are a range of procedural and rights-based considerations which
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mean that not all the relevant attributes can be made commensurable with
one another (Section 8.5). Despite these problems, however, using the
results of economic evaluations is to be strongly preferred to ad-hoc
decision making, and in the final section we discuss the merits of trans-
parent and consistent decision making.

8.1 Aggregation issues
We saw in Section 3.2 that the conventional way in which benefits are
aggregated in economics is by using the sum-ranking rule of the classical
utilitarian philosophy. In this way, resources will be allocated so as to bring
about the greatest overall benefit. There are, of course, other ways in which
benefits can be aggregated, for example, by postulating a SWF that takes
explicit account of the size of the population over which the benefits are
distributed. And whether benefits are measured in monetary or health
terms will determine what the maximand is.

8.1.1 Aggregation in monetary terms
We saw in Chapter 7 that gains and losses in cost–benefit analyses (CBA)
are usually combined according to the potential Pareto improvement cri-
terion, which simply means giving the same (unitary) weight to all gains
and losses, irrespective of who receives them. However, a policy maker may
wish to use a different set of distributional weights according to the pre-
vailing distribution of income. The distribution of income matters because
(1) an individual’s willingness to pay (WTP) will be related to their ability
to pay—rich people are able to pay more than poor people; and (2) the
marginal utility that is sacrificed by (or gained from) a given monetary
amount will be related to income—rich people lose (or gain) less in utility
terms from a marginal change in their income (see the law of diminishing
marginal utility in Section 2.2.1). For these reasons, a policy maker might
wish to use distributional weights that give a relatively higher social value
to gains and losses arising in lower income groups.

In addition, such weights might also be considered appropriate if there
is some systematic relationship between income and the impact of the ill-
ness(es) in question. There is now a well-known association between social
position and health, that is, poorer people tend to be sicker (see Section
1.4). In addition, the relative prevalence rates of different conditions might
also differ across income groups. So, different relationships between
income and certain illnesses will have different implications for aggregated
WTP figures—not necessarily because the illnesses are considered to be of
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different severity, but simply because of differences in the income groups that
the illnesses impact upon. Under such circumstances, policy makers would
seem perfectly justified in using distributional weights to correct for this.

There is one other important, but very different, reason why a policy
maker might not wish to aggregate gains and losses using unitary weights.
This is because of the identifiable victim effect. This refers to the phenom-
enon that people are willing to spend greater resources on saving the life of
an identified individual than on preventing a statistical fatality. Whether
the effect is seen as an irrational bias or as a noble desire to aid others will
owe much to the reasons that underlie it. Jenni and Loewenstein (1997)
tested four possible explanations for the identifiable victim effect:
(1) vividness (the fact that an individual can be visualized); (2) the cer-
tainty effect (the fact that one life can be saved for certain); (3) reference
group size (a single individual is a reference group); and (4) ex ante versus
ex post (which captures any residual effects). The size of the reference group
was found to be the most significant effect. This means that distributional
weights might also be used to take account of the relative fraction of the
population affected by a particular intervention.

8.1.2 The distribution of health benefits
Although health benefits can be aggregated in any number of different
ways, the sum-ranking (or maximization) rule forms the de-facto standard
in ‘cost–utility analysis’ (CUA). The straightforward aggregation rule is
then to take the average gain to the average individual and then multiply it
by the number of people affected, N. For this algorithm to accurately rep-
resent the social value associated with health care interventions, all of the
relevant parameters must have interval scale properties, that is, social value
must be linear in N, besides the probability of success (p), quality of life
(Q), and length of life (T). Linearity in N includes anonymity, because so
long as there are N people in a particular health state at a given point in
time, it does not matter who these people are.

However, there is now evidence that social value may not be linear in N,
that is, people may strictly prefer a small benefit to the many, or even a large
benefit to the few, even when overall benefits are the same. For example,
Olsen (2000) found that a majority of respondents were not indifferent
between two distributions with the same total gain. He suggests that there
is a threshold level of benefits to the larger group above which people pre-
fer to distribute gains to as many people as possible but below which they
prefer to concentrate gains.
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There is also evidence that people take account of how equally benefits
are to be distributed across different groups when making prioritization
decisions. For example, in a choice between two screening programmes,
Ubel et al. (1996) found that half of respondents preferred the programme
that could prevent fewer deaths but which could be offered to all citizens.
However, in a follow-up study it was found that many fewer respondents
held this preference when neither screening programme could be offered to
everyone (Ubel et al. 2000). So, the evidence suggests a preference for the
dispersion of benefits above a certain threshold, and a concentration of
benefits below it. There would also seem to be a strong preference for 
providing everybody with a particular benefit.

8.2 The importance of different health streams
We have seen above that the size of health benefits matter, but so does 
the distribution of those benefits. In this section, we will consider other
streams of health in addition to health benefits that might be relevant in
determining the social value of a unit of additional health. In particular, we
will look at the importance of the stream of health without treatment and
the streams of health up to the point at which a decision is made. Let us
begin with the stream of health without treatment.

8.2.1 The no-treatment health stream
Hadorn (1991) contends that people want to devote considerable resources
to improving the health of seriously ill people, and in particular to those
facing an immediate risk of death. He suggests that there is a conflict
between cost-effectiveness and the ‘rule of rescue’ defined as the ‘powerful
human proclivity to rescue endangered life’. This means that the level of T
without treatment would be weighted very highly and thus the value of life
would then not be a linear function of the number of added years of life
(over and above what would be suggested by discounting). Nord (1995)
suggests that the no-treatment profile more generally (that is, the com-
bination of Q and T) is important in its own right and argues that the social
value of a given health gain is positively related to the initial severity of ill-
ness. The policy implication of this ethical viewpoint is that the quality-
adjusted life-year (QALY) algorithm will give larger weights to those with
poorer health prospects without treatment.

In general terms, and across a range of decision contexts, the empirical
evidence suggests that people are willing to sacrifice gains in both length
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and quality of life in order to give priority to the most severely ill. There is
also evidence akin to the threshold effect identified above. For example,
Dolan and Cookson (2000) found that people were willing to make health
gain trade-offs between patient groups once the differences in the number
of life years gained went beyond a certain threshold. Furthermore, there 
is evidence that the final health state is also important, particularly in 
the context of a patient who cannot be returned to full health after treat-
ment but whose health gain will be limited by disability (Dolan and Green
1998; Nord et al. 1999). In general, then, there is some empirical support
for a general rule of rescue. In addition, threshold effects would appear 
to play an important part in the social value of gains in length and quality
of life.

8.2.2 Age and the previous stream of health
The discussion so far has focused on what happens in the future. But 
it might also be ethically and policy relevant to consider previous streams
of health. In other words, we might want to take account of how much
health someone has accumulated in the past, as approximated by their age
(but more accurately measured by the amount of QALYs they have
enjoyed). There are three main concepts of ‘ageism’. The first type of
ageism is ‘health-maximization ageism’ (HMA) which is compatible with
the assumption that each unit of health—expressed, for example, in 
terms of QALYs—is of equal value, irrespective of who receives those
QALYs. Ceteris paribus, HMA will give priority to a younger person over an
older one since the former will usually experience any health gains for
longer.

The second type of ageism is ‘productivity ageism’ (PA). This gives 
priority to young adults because they are more productive at home and in
society. The value given to a year of life at different ages will typically start
at a relatively low value, increase rapidly to young adulthood, and then
decrease more slowly towards old age. The age weights used in the calcula-
tion of the ‘burden of disease’ follow this pattern (Murray 1996).

The third type of ageism is ‘fair innings ageism’ (FIA). This looks at 
people’s lifetime health, which could be quantified as the number of QALYs
people can expect to have over their lifetime. Fair-innings ageism will give
priority to a younger person over an older one because, ceteris paribus, the
former has a smaller number of expected lifetime QALYs than the latter
(Williams 1997). Fair-innings ageism will also give higher relative value to
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a person from a disadvantaged background than to a person from a more
advantaged background, because, ceteris paribus, the former has fewer
expected lifetime QALYs than the latter. Thus, HMA and PA both have a
utilitarian basis, while FIA has an egalitarian basis.

There is empirical evidence to suggest that health gains to the young are
weighted more highly than those to the old (Bowling 1996; Cropper et al.
1994; Lewis and Charny 1989). Whilst perceived differences in productiv-
ity across age groups alone are unlikely to explain the results in these stud-
ies, it is often difficult to tell how much of the preference for the young is
due to the benefits to the young being greater (or being perceived to be
greater) and how much is due to the young having lived for less time. Thus,
it is difficult to distinguish between the different concepts of ageism from
available empirical evidence.

Of course, age is merely a proxy for how much health someone has 
experienced and we would ideally like to know how many QALYs they have
experienced up to the relevant decision point. And we might even like to
know something more. In much the same way as it is possible to distin-
guish between QALYs gained as a result of future health care and those
gained if no health care were provided, it is also possible to distinguish
between QALYs gained as a result of past health care and those gained ‘free’
of health care (for a discussion, see Dolan and Olsen 2001).

8.3 The importance of non-health characteristics
The discussion above suggests that a person’s claims to health care could 
be determined by characteristics of that person beyond their capacity to
benefit, such as the severity of their no-treatment profile and their age.
A claim is ‘a duty owed to the candidate herself that she should have [the good]’
(Broome 1991). Alternatively, as we saw in Section 5.4, claims could ‘fall to
the community to exercise duty over’, and ‘do not have to be recognized by
the individual who has the claims’ (Mooney 1998a). In what follows, claims
refer to the extent to which a personal characteristic represents a legitimate
reason for society to give a relatively higher or lower priority to a particu-
lar individual or group when distributing health care. Beyond the trade-off
between ‘need as capacity to benefit’ (the QALY maximization argument)
and ‘need as ill health’ (the rule of rescue argument), any additional claims
depend on the causes of ill health and the wider consequences of an indi-
vidual’s improved health.
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8.3.1 The causes of ill health
In discussing the importance of different health streams, we alluded to the
potential relevance of where the responsibility of the need for health care
lies. As Edgar et al. (1998) assert, ‘It is possible to argue that [health] gains
from treating ill-health which is brought about as a result of individual’s
own behaviour (smoking, drinking, engaging in dangerous sports, etc.)
should be of lower value than those from treating ill-health for whom the
victim was blameless.’ This is obviously a controversial issue, both insofar
as the degree of control that individuals have over their own actions is con-
cerned, and the extent to which there exists a relationship between a par-
ticular action and subsequent ill health. We make no substantive claims
about these issues. For our purposes, we need only to assume that all con-
ditions can be located along an analytical spectrum from being exogenously
determined (due to ‘bad luck’) through to being endogenously determined
(as a result of well-informed ‘own choices’). This distinction provides the
reason why ‘it is possible to argue’ for giving different weight to the poten-
tial health benefits of different individuals or groups.

So far as the exogenous causes of ill health are concerned, some people may
simply have been unlucky in the biological lottery to be born with an inher-
ited disease, whilst others may have been the innocent victims of an identified
cause of their ill health, for example, being hit by a car on the pavement. In
such circumstances, where an individual experiences ill health through no
fault of their own, it would seem that they have a relatively large claim to
improved health through health care. With endogenous causes, ill health
would rarely be entirely attributable to a person’s own actions—even with
smoking-related conditions, for example, there is much unexplained variation
in who contracts the condition. Nevertheless, most people would consider ill
health as a result of smoking to be located closer towards the endogenous end
of the spectrum than ill health through genetic inheritance, and that is all that
is required here is for smokers to be afforded a relatively smaller claim to
improved health from health care than those with inherited diseases.

There is now empirical evidence that many people wish to give less pri-
ority to those who are considered to be in some way responsible for their
ill health. For example, in two large-scale general population surveys, about
half of the general public support discrimination against smokers (Bowling
1996; Jowell et al. 1996). However, using focus group discussions, Dolan 
et al. (1999) found that, whilst there was a majority view in favour of
discriminating against those whose ill health is considered to be partly 
self-inflicted, this view provoked considerable discussion and dissent.
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8.3.2 The consequences of improved health
Besides the individual benefit that a patient receives from treatment, there
are also consequences for other people. These can be felt directly through a
personal relationship or indirectly through economic effects. A distinction
can then be made between the consequences for other peoples’ health-
related well-being and for their wealth-related well-being. The greater these
consequences, the greater the claims to health care.

There is now strong evidence that people wish to discriminate in favour
of those with dependants, particularly young children, but that they are less
willing to do so on economic grounds (Dolan et al. 1999; Neuberger et al.
1998). These results could be explained by different degrees of replace-
ability. The effect that we each have on our families and friends cannot be
easily replaced, but as breadwinners and taxpayers, most of us—much as
we might like to think otherwise—are replaceable.

8.4 Quantifying preferences
The above discussion highlights that a composite measure of health bene-
fits, expressed in monetary or health terms, is unlikely to pick up society’s
preferences over a range of attributes that have been shown to be relevant
to resource-allocation decisions in health care. Proponents of economic
evaluation have responded by arguing that preferences over these attributes
could in principle be built into the benefits measure as weights, in order to
derive a more complete measure of social benefits. This would allow us to
specify a single SWF for use across a range of decision contexts. We will
accept this principle in this section, and challenge it in the next section. We
will concentrate here on how to elicit the kind of preferences that would 
be required to generate such an all-singing all-dancing SWF and then 
consider whether it is possible to do so in practice.

8.4.1 The type of preferences required
The measurement of preferences over the parameter values in a SWF raises
a number of normative and methodological issues. We will focus here on
one of the most important normative issues; namely, what perspective an
individual should be asked to adopt. As discussed in Section 5.3, an indi-
vidual might have a different set of preferences when asked to think of
themselves as a consumer compared to a citizen. Therefore, the shoes they
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are placed in during a preference-elicitation study might have a significant
effect on how they value the various arguments in the SWF.

Many economists would argue that a citizen’s perspective that ignores
self-interest represents an invalid means by which to determine priorities.
If preferences that incorporate distributional considerations are required
for informing allocation decisions, then economists usually recommend
that the veil of ignorance be used—although often it is a much ‘thinner’ veil
than that recommended by Rawls which denies the individual such things
as the probability of emerging in a particular position in society (see
Johannesson 1999). This operational device, which was introduced in
Section 3.3, detaches the individual from their own vested interest by con-
cealing their position in society, but still asks them to consider allocation
decisions on the basis that they might ultimately affect them.

Unfortunately, the use of the veil of ignorance to determine a just distri-
bution is hotly debated. Many philosophers are highly critical of the hypo-
thetical nature of the contract that people are asked to enter into. For
example, Dworkin (1977) questions whether such a contract is binding,
arguing that ‘the fact that a particular choice is in my interest at a particu-
lar time, under conditions of great uncertainty, is not a good argument for
the fairness of enforcing that choice against me later under conditions of
much greater knowledge’. The validity of hypothetical contracts is certainly
questionable. Even if it were true that an individual would have consented
to a particular distribution of resources before they knew what they
needed, it does not necessarily follow that it would be fair to enforce that
particular distribution on them when they know it is not in their actual
interests.

The veil of ignorance has also been criticized on the ground that it links
individual preferences from behind the veil with a just society once the veil
has been lifted. Harris (1988) suggests that placing people behind a veil of
ignorance does not ensure that the decisions that are made will be just. For
example, people in the original position might choose a slave-owning soci-
ety, gambling on emerging as a master rather than as a slave. Similarly,
Barry (1989) argues that ‘No adequate reason has ever been given . . . for
identifying moral judgements with those made by someone trying to max-
imise his own prospects from behind a veil of ignorance.’

Others have been critical of the important effect that individual attitudes
to risk behind the veil will have on society once the veil is lifted. Rawls’ par-
ticular assertion that a ‘rational egoist’ would choose the maximin criterion
from behind a veil of ignorance has been criticized and, although a veil of
ignorance establishes impartiality, it is not enough to explain why people’s
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preferences about gambles should provide any reason to favour one social
situation rather than another. As Sen (1980) argues, ‘It is far from obvious
that prudential choice under as if uncertainty provides an adequate basis
for moral judgement in unoriginal i.e. real-life positions.’

Although self-interest exists, it does not necessarily follow that it must be
the basis for social welfare since society may adopt any objective or set of
objectives that it desires. If an ethically defensible set of society-regarding
preferences or social principles can be derived from forms of ethical reas-
oning that are clearly distinguished from mere self-interest—and, as
Section 5.3 showed, we are not alone in thinking they can—then the cit-
izen’s perspective might well be a legitimate one.

Using people’s preferences (either in their role as a consumer or a citizen)
to estimate the parameter values in a SWF requires us, naturally enough, to
quantify the relative value of all the arguments in that SWF. We now turn
to consider whether it is possible to elicit this kind of information. In order to
do so, we need to consider the nature of the preferences that are elicited 
to generate the weights for the various attributes that might go into a 
single SWF.

8.4.2 The nature of individual preferences
In standard economic models, it is simply assumed that each individual has
an internally consistent set of preferences that will be revealed in market
behaviour. Economists involved in eliciting stated preferences are clearly
interested in the weights given to the various arguments in an individual’s
utility function, but they too have largely accepted the received wisdom,
arguing that well-defined preference functions can be ‘tapped into’ by
appropriate questions (see Fischhoff 1991). An implication of this view is
that if a respondent gives different answers to two questions, then the ques-
tions must have been different. Therefore, economists involved in eliciting
stated preferences tend to focus on ensuring that preference-elicitation
questions are formulated and understood as intended, arguing that any
‘slip’ could invoke a precise, thoughtful answer to a ‘wrong’ question. Often
a great deal of effort will go into the extensive piloting of questionnaires or
survey instruments in order to ensure that the study is designed, so far as
the researchers can tell, in ways that are most appropriate at generating
meaningful answers to the intended questions.

However, the idea that people read their preferences off some in-built
master utility function is called into question by psychologists and by the
many studies which have shown that seemingly subtle changes in question
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framing or problem structure can change the stated preferences of
respondents (see Slovic 1995). This evidence suggests that elicitation pro-
cedures can help to shape an individual’s preferences. There seems to be
increasing awareness of this and, as a result, many economists are attempt-
ing to gain a better understanding of the cognitive processes that a respon-
dent uses in order to arrive at their responses. In this way, economists
might become more able to understand any biases (resulting from framing
effects and so on) that are present in their data.

However, many mainstream economists are yet to grasp the fact that
their data may still be contaminated by prejudices, which are defined here
as the difference between an individual’s actual preferences (which might
be racist, for example) and their preferences that have been suitably 
‘laundered’ of those factors that are considered to be normatively 
unacceptable. Against this background, any study that does not provide a
respondent with sufficient time to carefully consider their responses, as
well as the opportunity to provide the (normatively acceptable) reasons
underlying them, will not provide the type of stated preference data that we
consider to be appropriate for informing resource-allocation decisions.

Whatever the precise details of future studies, the collection and analysis
of qualitative data is crucial if we are to get a better understanding of
individual preferences, and if the biases and prejudices inherent in them
are to be reduced. Such procedures would of course be more expensive 
per response than postal surveys but would provide data that are more
appropriate for use in policy making.

8.5 Quantifying rights and procedures
Even if it were possible to express all of society’s preferences in a single
measure, there are reasons why in principle a single all-encompassing SWF
might not be the ‘holy grail’ that some economists apparently consider it to
be. For example, using such a composite measure of consequences would
mean that rights would be ignored (see Section 4.1). Within an 
outcome-focused SWF, one right is not considered to be morally superior to
another. However, it is entirely possible (and perfectly consistent) for some
rights to act as ‘side-constraints’ on public policy and so using QALYs does
not mean that rights need to be ignored. But the important point in the
context of this discussion is that the QALY, or some such outcome measure,
is only operational once these constraints have been imposed.

In addition, using a composite measure of outcome would mean that any
utility derived from procedures would be ignored. Section 3.4.2 showed
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that there are a range of justice rules—consistency, bias suppression, accur-
acy, correctability, representativeness, and ethicality—that may be relevant
to how decisions are made. Insofar as these procedures involve opportunity
costs in terms of outcomes or represent side-constraints on the maximand, a
single SWF would not pick this up. However, it should be stressed that any
measure of benefits does satisfy some of the procedural rules, such as consis-
tency and transparency. And, in principle, it might be that some of the weights
in the algorithm could relate to procedural aspects as well as to distributive
considerations, although it remains to be seen whether this is possible or not.

Using a single SWF to inform resource-allocation decisions might also
have important implications for the level of participation in the commun-
ity. Because the welfare of the community might be an increasing function
of the level of participation within it, there has been considerable interest
in what the determinants of participation in society are (see McMillan and
Chavis 1986; Oropesa 1992). However, remarkably little attention appears
to have been paid to modelling participation as a function of the extent to
which it is possible to influence decisions. This is surprising since partici-
pation is likely to be lower when individuals feel that they can have very 
little impact on decisions. For example, if there are explicit formulae by
which health care resources are to be allocated within a community, there
might be less incentive for individuals within that community to try to
influence allocation decisions.

Of course, individual preferences may have been accounted for in the
formulae and this will enhance their legitimacy. Moreover, people are likely
to welcome the increased transparency in decision making that the formulae
might bring about. However, no matter how deliberative the preference-
elicitation procedure is, the incentive for direct public participation in the
decision-making process would seem to be reduced once explicit formulae
are generated. Because this in turn might undermine social solidarity, indi-
viduals might prefer for health care policy makers to have some discretion
over the trade-offs they make so that participation can have a real impact
on decisions at the margin.

Following these arguments, we think that the general public might 
prefer for only a limited number of attributes to be used as explicit criteria
by policy makers, leaving the relative weight to be given to other attributes
to be determined by context-specific participation. An additional reason
for this public preference might be that people would like to understand
the basis on which the algorithm is calculated, as well as to trust the 
validity of the numbers in the algorithm. The more criteria that individual
benefits are weighted by, the more mystical it becomes, and thus, the 
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less likely it is to be trusted. The simple QALY algorithm, for example,
might be regarded as the most straightforward metric in the sense that 
it seeks to express only the individual benefits associated with alter-
native allocations. As a general rule, then, the fewer the parameters, the 
better.

All of this assumes, of course, that policy makers take into account the
views of the public as expressed through participation. The political
incentives that exist within most democracies suggest that policy makers
cannot totally disregard these views. And presumably pressure groups and
so on would not exist if they really had no impact on policy. It also assumes
that participation, through increased social solidarity, is welfare enhancing.
But, naturally, the fact that participation in the form of pressure groups,
lobbying , and so on has the potential to affect policy means that there are
incentives for rent-seeking behaviour on the parts of groups and organiza-
tions. However, it remains that providing some incentives for participation
might result in higher social welfare than providing no incentives at all.

8.6 Conclusion
In this chapter, we have shown that there is much more to social welfare
than simply individual benefits—and much more to social welfare than
simply the unweighted aggregation of those benefits. Interestingly, it seems
to us that health economists have been much more willing to accept that ‘a
$ is a $ is a $’ than that ‘a QALY is a QALY is a QALY’. The monetary 
metric of CBA is much more acceptable to mainstream economists than
the health measures of CUA, and so it would seem that if you insist on 
benefits being measured in monetary terms, then you are more willing to
accept an aggregation rule that is based on potential Pareto improvements
(notwithstanding some attempts to estimate distributive weights based on
a diminishing marginal utility of income).

This is interesting but not without reason. If you accept ‘a $ is a $ is a $’,
then you can close your eyes to the normative problems that assuming any-
thing else raises. Of course, giving all dollars equal weight is a normative
judgement in itself, but it just appears to be less like one (not least because
it takes the prevailing income distribution as given and, hence, optimal).
And weighting all dollars equally avoids all the practical problems associ-
ated with trying to elicit weights—it is simply so much easier to give 
everyone the same weight. But once you commit the heresy of abandoning
a monetary measure of benefits in favour of a health-related one, then you
might as well go the whole hog and chuck out simple aggregation rules too.
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In fact, you might as well chuck out the whole idea that there exists a social
welfare maximand at all.

Hang on a minute! As economists, we would not—could not—go that
far. It may not be possible to express all the things that we value about the
public provision of health care in a single SWF, but this should not stop us
from trying to quantify the quantifiable. It should not stop us from elicit-
ing preferences—yes, even imprecise ones—about the various trade-offs
that people would be willing to make between the various more readily
quantified arguments in the SWF. It should not stop us from taking that
information and using it as a basis (rather than as a rigid rule) for resource-
allocation decisions in health care. And it should not stop us from seeking
to elicit preferences about the contexts in which other less quantifiable
arguments in the SWF might matter.
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9

Towards a new health 
economics?

This final chapter draws out some of the implications from each of the 
preceding chapters for the future of health economics, as it is applied to the
issue of distributing health care.

This chapter is loosely organized around the preceding eight chapters of
the book. But rather than summarizing these chapters, we aim to provide
material which enables us to suggest future directions for health econo-
mists. This agenda is largely driven by our own interests in the issue of how
health care should be distributed in publicly funded health care 
systems, but, even in this sub-set of health economics, our suggestions are
far from being exhaustive—they simply represent our own views about
where priority should lie, and readers are of course free to disagree with us.
We begin by looking at where the boundaries of health economics lie.

9.1 The boundaries of health economics
The two-by-two table in Fig. 9.1 focuses on inputs (resources) and outputs
(impacts on people). In relation to inputs, a health economic analysis
might concentrate on health care resources only or it might include all
those resources that are required for the desired outputs. The outputs of
the programme can be defined according to its impact on health or utility.
Health is a narrower entity than utility—and narrower than definitions of
individual well-being. There is, however, no real consensus about precisely
how broad or narrow the definition of health should be (see the different
dimensions used in the health state descriptive systems reported in Table 1.1).

One other, and perhaps more important, distinction can be made
between health and utility. Whilst utility is a highly subjective thing, health
(and well-being for that matter) can be valued by someone other than the
individual experiencing it. Most economists are familiar with the concept
of subjective utility, and might consider the focus on health to be much
more controversial, particularly if it is the preferences of other people (such
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as the general population) who determine the value of their possible states
of health. But, as we discussed in Section 3.1, in the case of distributing
health care, what matters might not be an individual’s subjective assess-
ment of their own utility from health care but rather society’s valuation of
the improved health that health care may produce.

Health care is clearly a sub-set of all the resources that impact upon
health (or well-being or utility). It is fair to say that health economics, as an
applied sub-discipline, would be more accurately described as health care
economics (boxes 1 and 2 in Fig. 9.1). It has taken the health care system as
its starting point and applied the tools of economics to it. The health care
system in the USA is more market oriented than in Europe and comes
closer to ‘conventional economics’, and so there is more attention paid to
box 2. However, the focus of attention of most health care systems in which
there is considerable willingness to contribute towards the health care of
others is usually on health, that is box 1.

In fact, it will usually be the case that we demand health care for ourselves
because it contributes towards our health—the demand for health care is
derived from the demand for health. Therefore, health economists have
traditionally—and we suggest correctly—focused on health rather than
utility. This implies that there is something special about health compared
to some other arguments (like going on holiday) in an individual’s utility
function.

It has been recognized for a long time that there are many things that
contribute towards health besides health care. There is an ever-expanding
literature on the determinants of health that health economists are increas-
ingly contributing towards, that is, analysis in box 3. The final box in 
Fig. 9.1, box 4, is concerned with the allocation of resources insofar as they
contribute towards utility. Whilst within the core of welfare economics,
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Outputs

Inputs 

Health Utility 

Health care 1 2

All resources 3 4

Fig. 9.1 The domain of health economics.
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such general considerations would normally be seen as being outside of
health economics.

We suggest, therefore, that health economics is concerned with the three
shaded boxes, 1–3. The vertical choice between box 1 and box 2 depends on
the objectives of the health care system. The horizontal choice is a tricky
one. Economists would generally subscribe to the view that ‘a cost is a cost
is a cost’ no matter who bears it, and this is consistent with what we have
learnt about including all societal costs in an economic evaluation. The
problem is that the opportunity costs in terms of foregone health are dif-
ferent when considering health care costs compared to the costs borne by
other institutions or individuals. The alternative to spending health care
resources to improve A’s health is to spend those resources on improving
B’s health. However, the foregone benefits of the additional costs of A’s
treatment are unlikely to be B’s health—if the additional costs of A’s treat-
ment were their lost earnings, then the foregone benefits of A’s treatment
would be their private consumption. Given that the opportunity costs of
these other resources are not necessarily measured in terms of foregone
health, we would welcome more research on the distributive implications
(for health) of accounting for the additional cost items.

9.2 The demand for curves
Many non-economists appear to perceive economics as ‘all about demand
and supply’. So, it might come as a shock to them to find out that there is a
debate within health economics about whether the demand curve for
health even exists (there was a plenary session at the 1999 International
Health Economists Association Conference entitled ‘Should the demand
curve be abolished?’). The demand curve (Fig. 9.2) is intended to illustrate
a demand function in which the quantity demanded (QD) is a function 
of price (P) alone, ceteris paribus (everything else held constant), that is,
QD � f(p, . . .).

This curve tells us how many units of a good a consumer will purchase
at different prices. For most goods most of the time, the demand curve is
assumed to slope downward from left to right, that is, demand falls as price
rises, and vice versa. In a market, if there is limited availability of services,
the price of those services will be set high enough to ensure that there is no
excess demand for them.

So, what’s the problem then? Well, there are at least two. The first is that
most health care markets do not ration by price. Whether and when you
get a particular treatment does not turn on your answer to the question
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‘What are you willing to pay for it?’ but on someone else’s answer to the
question ‘How much do they need it?’ This leads us into the second 
problem; namely, that there are many things which influence the observed
utilization of health care in addition to price (without wishing to be
patronizing, stop and think for a moment about what influences your own
decisions about whether to consume health care and at what levels—this
might make you wonder why health economists have focused on
‘price–quantity’ demand curves when ‘other things–quantity’ demand
curves might be much more useful).

Consider the following sequence of events: demand → need → utilization.
According to the economic theory discussed in Chapters 2 and 4, demand
reflects the autonomous choices of well-informed consumers. The closest
we get to witness this is when someone visits their doctor. During this con-
sultation there is, by definition, an interaction between ‘the demander’ and
‘the supplier’ in which the better-informed supplier recommends health
care that they think the demander will need. Depending on the extent to
which the patient takes the doctor’s advice, utilization of health care is then
observed (we are not regarding the consultation itself as utilization here).
Hence, the observed utilization of health care depends on the preferences
of the consumer and on the recommendations of the supplier.

There is a danger in focusing on the demand curve in that it may easily
lead analysts, and policy makers, to use the price mechanism to solve prob-
lems of ‘excess demand’. Thereby, all other factors that influence doctors’
recommendations, and thus influence the utilization of health care, are 
forgotten about. Once we recognize that there is strong interaction between
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Fig. 9.2 The demand curve.
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the demand and supply sides, that patients do not make consumption 
decisions in a vacuum, and that suppliers might even induce demand for
their services, then we require types of analyses that lie outside of neo-
classical economics and which recognize the interdependencies between
demand and supply.

9.3 Justice and fairness: societal judgements
Amartya Sen has suggested that economics has two different origins; the
‘engineering’ approach, which is concerned with logistic issues, and the
‘ethics’ approach, which encompasses political philosophy. Sen has argued
that economists have increasingly pursued the former approach at the
expense of the latter. This certainly could help explain why economists
have focused on supposedly technical considerations of efficiency rather
than on issues of justice and fairness. But health economists cannot hope
to address issues of how to distribute health care without considering the
ethical principles upon which distribution is to be based. An efficient and
equitable distribution of health care requires us to devote much time to
defining and understanding precisely what these concepts mean.

Health economics—like many other sub-disciplines in economics—has
been largely based on utilitarianism. This means that the preferred distri-
bution of health care is the one that maximizes the sum total of gains. The
focus on health—so long as we seek to maximize it—has still to be seen as
lying broadly within the utilitarian tradition. A number of health econom-
ists are now arguing that other points on the utility possibility frontier
(UPF) might be preferred to the maximizing one, and some are even
beginning to elicit the preferences of the general public about such issues
as the nature and the extent of the trade-off between maximizing health
and reducing inequalities in health.

Still, and this is important to most economists, an optimal distribution
is required to be located on the UPF—any point inside it represents waste.
We believe that the reason for the lack of understanding of interior points
is the consequentialist nature of economics. Health economists might 
contribute more towards the debate about how to distribute health care if
they gained a better understanding of the role and relevance of rights and
procedural justice, as well as knowledge of the code of medical ethics.
As intimated at in Chapter 3, it is a real challenge to try and distinguish
interior points that have an explanation and justification in theories 
of procedural justice and medical ethics from those that represent mere
waste.
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9.4 The market fails—but so may 
the government
So much of health economics has been about how the market for health care
differs from other markets. Kenneth Arrow’s article (1963) is seen by many
as being the beginning of health economics, and in it he considers uncer-
tainty and the role of insurance. The market can certainly fail due to such
things as asymmetric information about the distribution of risk in a given
population. To mitigate such problems in the financing of health care, gov-
ernments around the world have stepped in to make the market work better
and many countries have even replaced the market with ‘public health care’.

Irrespective of the extent to which a goverment allows the market to
allocate health care, governments and non-market forces still play a big
part in influencing the behaviour of suppliers of health care. In most 
countries we observe quite strict regulations of providers in terms of
professional codes of conduct and clinical guidelines. It might be fair to say
that some health economists have got a bit obsessed with the idea of
supplier-induced demand, but the powerful position of doctors in most
health care systems means that markets cannot be relied upon to provide
sufficient checks on their behaviour.

But like most drugs, there may be unintended side-effects—just as mar-
kets fail, governments can fail too. Private markets, which will fail to
internalize any externalities, might not produce the type and level of health
care that society wants. Public health care systems might work such that
‘the public gets what the public wants’—but they might do so inefficiently
and at high cost. It has long been argued that the public sector is less 
efficient than the private sector because, in the absence of market forces,
managers in the public sector have greater discretionary power than those
in the private sector and are thus freer to pursue their own objectives.
Indeed, a whole sub-discipline of economics called ‘public choice’ has
developed to look at precisely this issue.

Once the ethical framework has been established and the objectives of
the health system have been set, it is really an empirical question about
whether the market or the state gets us closer to where we want to be relat-
ive to how much it costs us to get there. But this question, like so many, gets
hijacked by ideology and political dogma.

9.5 Caring for others
There are many reasons why we care about the health of other people.
Some of these are selfishly motivated—their health affects our health or
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wealth. But other reasons are motivated by altruism or simply because we
care. If it is the health of other people that we care about (rather than their
access to, or use of, health care), then we will be more willing to pay—to
put our altruistic money where our mouths are—for health care that has
the greatest impact on health. And if we care about the health of some 
people (such as the poorest or sickest members of society) more than 
others, then we will be more willing to cross-subsidize the health care of
those who can afford it least or who will be worse off (in wealth or health
terms) without it.

Our concern for the health or well-being (rather than the utility) of
others suggests that we are paternalistic altruists rather than general altruists—
we wish people well, not happy. In this way, society’s preferences legitimize
the focus of health economists on health rather than on utility. But it does,
once again, raise the question of ‘What is health?’ It also leads us to con-
sider—in ways that health economists have not really done so thus far—
what types of public health care would gain the greatest public support. We
suspect that we feel obliged to subsidize health care (or health cure) for
which there are very few close substitutes—a patient with a brain tumour,
for example, cannot really be given much else so we feel obliged to pay for
their treatment. With health prevention, however, there are ‘many ways to
skin a cat’ and we may feel under less obligation to buy someone health
care when they can alternatively ‘buy’ themselves a healthier lifestyle that
would yield the same risk reduction.

Interestingly though, recent debates in the UK and elsewhere about
whether and how to ration such things as the drug viagra for erectile dys-
function suggests that the distinction between health and well-being is very
blurred. It could be that the answer to the question of why health care 
is so special lies as much in the causes of losses in well-being as in the 
consequences of health care. In other words, health care might be special
because people care about losses that are the result of more ‘health-related’
causes. In a time when more and more ‘lifestyle drugs’ become available, it
will become increasingly important for health economists to contribute to
the debate about what should and what should not be provided by publicly
funded health care systems.

9.6 Purchasing and providing health care
Although details differ between countries, all health care systems have
mechanisms designed to control costs. Once society has determined the
slice of tax or social insurance revenues devoted to its public health service,
the third-party payer must ensure that expenditures do not exceed the
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budgets so allocated. Many health care systems are characterized by
monopoly or near monopoly in raising revenues and in allocating
resources so as to have some control of the revenue–expenditure identity.
But, of course, systems of private insurance funding face the same iden-
tity—an insurance company cannot reimburse more expenditures than it
can cover by the revenues generated from the sale of its insurance contracts.

While there are efficiency arguments for publicly funded health care,
where the premiums are linked to incomes, we have emphasized that the
choice of financing system is also a highly normative one. Publicly funded
health care follows from an objective of ‘from each according to ability, to
each according to need’. Furthermore, we have argued that public finance
does not imply public provision. A range of different reimbursement sys-
tems exist between purchasers and providers, all of which can be judged
according to cost containment (keeping expenditures in line with rev-
enues) and efficiency (fulfilling societal objectives for the distribution of
health care).

To meet these objectives, many health care systems (like the National
Health Service in the UK) have introduced competition between suppliers
in the form of internal markets or the purchaser–provider split. The idea is
that monopoly power on the purchasing side and competition on the 
providing side will strengthen the hand of payers relative to suppliers, and
will act as a force for cost control. However, this requires that hospitals are 
provided with the appropriate incentives to maximize the objectives of
purchasers and that those on the demand side (government, purchasing
agencies, and general practitioner fundholders) have sufficient information
about performance to monitor suppliers. These issues are certainly 
important topics in health economics, although they have been discussed
extensively in this book, which focuses on distributing—rather than
financing—health care.

9.7 Economic evaluation
Evaluations seek to provide information that helps policy makers make
decisions about what they do with the resources at their disposal. Until
recently, evaluations in health care were solely clinical, investigating the
efficacy (can a product work?) and effectiveness (does it work?) of an inter-
vention. Economic evaluation investigates efficiency: Is this the most 
cost-effective alternative, creating the greatest benefit per unit of cost?
Encouragingly for economists, there has been an increased emphasis on
cost-effectiveness in many countries. In the UK, for example, the National
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Institute for Clinical Excellence has been established to consider the reim-
bursement of new technologies and the results of economic evalaution
studies are crucial in determining this.

The economic evaluation of health care programmes has two main fea-
tures: to value both the inputs (costs) and outputs (consequences) of any
activity and to compare two or more alternatives (one of which may be to
do nothing at all). Economic evaluation is seen by some doctors as an exer-
cise in cost cutting and is regarded by others as unethical. Of course, much
depends on which ethical basis is being referred to, but we cannot identify
a major conflict between medical ethics (see Section 3.4.3) and economic
evaluation since dealing fairly with patients ultimately involves considering
opportunity costs.

The two main forms of economic evaluation are cost–benefit analysis
(CBA), where benefits are measured in monetary units, and cost–effectiveness
analysis (CEA), where benefits are expressed in a single measure, such as
life years gained or quality-adjusted life-years (QALYs). Some economists
have tried to build a welfare economic bridge between the two forms of
analysis. However, rather than attempting to find a bridge that is able to
reconcile the central conflict between utility and health maximization, we
suggest that attention is instead focused on the debate about the appropri-
ateness of CBA vis-à-vis CEA.

Whilst this debate is taking place, those involved in economic evalua-
tions should, so far as possible, undertake evaluations that facilitate cross-
study comparisons. Too often the results from one economic evaluation
cannot be compared with those from another and thus very little informa-
tion is provided to help macro-level decision making. It is of course diffi-
cult to standardize analyses when there is so much disagreement about
what constitutes ‘best practice’ but, in CEA, for example, there is now gen-
eral agreement that the health state descriptive system should be generic,
that the valuation method should be preference based, and that the source
of values should be a representative sample of the general population.

9.8 Beyond health benefits
Cost-effectiveness analyses are concerned with the maximization of health
benefits and, as such, ignore (or, more accurately, are neutral towards) dis-
tributional concerns. But there are many things besides health benefits that
might be considered relevant when distributing health care. Many of these
relate to the claims that an individual has on resources. For example, those
whose health will be worse without treatment, those who cannot be 
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considered to be responsible for their illness, those with family commit-
ments, or those with rare skills may all have a greater claim to beneficial
health care than others.

Health economists have been much more willing to accept that ‘a $ is a $
is a $’ in CBA than they have been willing to accept that ‘a QALY is a QALY
is a QALY’ in CEA, but it is important that consideration be given to how to
weight benefits under both forms of analyses. Some health economists have
been active in developing methodologies that allow for a range of different
equity concerns to be incorporated into the social welfare calculus. However,
even if it were possible to express all of these equity concerns in a single
measure (and there are many methodological reasons to suppose not), there
are reasons why in principle this all-singing all-dancing measure might not
be the Holy Grail that many economists apparently consider it to be.

For a start procedural utility is ignored and it is hard to see how this
could be made commensurable with distributive principles. An equity-
weighted measure of benefits might also have important implications for
the level of participation in the community, in that the use of explicit for-
mulae to allocate health care resources might mean that there is less incen-
tive for individuals within that community to try to influence allocation
decisions (this could also be seen as a good thing of course).

Our own proposal would be to identify those equity considerations that
the general public consider to be relevant, look at the reasons why they
consider them to be relevant, and then look broadly (but not precisely) at
the relative importance attached to them. We contend that health econom-
ists involved in preference-elicitation studies cannot at some level avoid
inquiry into the reasons for responses. Therefore, future research efforts
should be directed towards (1) setting out the normative criteria by which
to judge the reasonableness (or otherwise) of reasons for responses; and 
(2) qualitative research methods to provide evidence about the reasons
behind responses.

9.9 A new normative health economics?
This book has focused on some of the important normative issues involved
in discussions about how to distribute health care. However, we have been
unable to provide definitive answers to the economic and ethical questions
surrounding health care rationing because the answers depend on the
value judgements that are made.

Economists will often begin by adopting the value judgements of
welfarism—that individuals are the best judges of their own welfare and
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that social welfare is represented by some aggregation of the preferences of
sovereign consumers. But the rationale behind many public health care 
systems is very different—individuals are not always the best judges of their
own welfare so far as the consumption of health care is concerned and the
social value of health care is much more than the aggregation of patient-
centred benefits. Health economists who wish to have a real effect on health
policy either need to persuade those involved in distributing health care to
adopt their paradigm or they need to adopt the paradigm adopted by their
health care system. Whilst many health economists are wedded to the tra-
ditions of welfare economics, it would seem that many others are more
pragmatic and begin by considering which paradigm is best suited to the
objectives of the system.

It seems to us that the ideas of ‘non-welfarism’ in health have emerged as
a result of searching for a normative rationale for public health care. A key
distinction between the ‘welfarist’ and ‘non-welfarist’ approaches—as we
interpret them—is whether individuals can have preferences as citizens
that exist independently or beyond their preferences as consumers. In other
words, do the utilities of consumers or patients ex post differ from the 
values of citizens or tax payers ex ante? We believe that more research
should be undertaken into eliciting preferences for alternative distributive
principles. If citizens preferred health care to be distributed according 
to the principle ‘to each according to need’ rather than ‘to each according
to willingness (and ability) to pay’, welfarists would have a hard job con-
vincing the public that the latter principle is still theoretically correct. But
economists more generally could sleep a little more easily at night, safe in
the knowledge that their health care system was satisfying the preferences
of the population—the societal preferences of citizens, rather than the
individual preferences of consumers, that’s all.
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