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Table 5 Social protection, 1981-90 

Timothy Besley and Miguel Gouveia 

% of population covered 

1981 1990 Change 81-90 

% costsharing 

COUNTRY: 

% of population covered 

1981 1990 Change 81-90 1981 1990 Change 81-90 

AUSTRALIA 100 100 0 61.5 70 8.5 
AUSTRIA 99 99 0 84 84 0 
BELGIUM 99 98 - 1 88 87 - 1 
CANADA 100 100 0 87.1 84 - 3 . 1 
DENMARK 100 100 0 85 85 0 
FINLAND 100 100 0 84.1 82 - 2 . 1 
FRANCE 99 99.5 0.5 75 75.1 0.1 
GERMANY 90 92.2 2.2 95 92 - 3 
GREECE 88 100 12 85 85 0 
ICELAND 100 100 0 93 93 0 
IRELAND 100 100 0 93 90 - 3 
ITALY 100 100 0 79.4 75.9 - 3 . 5 
JAPAN 100 100 0 88.9 87 - 1 . 9 
LUXEMBOURG 100 100 0 91 91 0 
NETHERLANDS 74.7 69 - 5 . 5 76.7 71.3 - 5 . 4 
NORWAY 100 100 0 90 90 0 
NEW ZEALAND 100 100 0 NA NA NA 
PORTUGAL 100 100 0 NA NA NA 
SPAIN 84 99 15 90 90 0 
SWEDEN 100 100 0 95.5 94 - 1 . 5 
SWITZERLAND 97 99.5 2.5 92 91 - 1 
TURKEY 38.3 55.1 16.8 NA NA NA 
UNITED KINGDOM 100 100 0 93 93 0 
UNITED STATES 42 44 2 61 61 0 

Source: As Table 2. 

are still expanding their social insurance system, like Greece, which 
initiated a National Health Service in the 1980s, and also Turkey and 
Australia. On the other hand, there is a loss in coverage in the 
Netherlands (we discuss the Dutch case further in Section 6). 

As one should expect, we find that the share of medical bills paid by 
government is either unchanged or decreased during the period 
considered, with the consequent shift of financing to out-of-pocket 
money or private supplementary insurance. 

3.4. Health outcomes 

Earlier parts of this section were concerned with the financing of health 
care. This part considers whether the resources spent in health care 
produced results, and in particular whether there has been an 
improvement in the health of the populations in OECD countries. It is 
notoriously difficult to find a single scalar measure of health levels 
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(especially a country-wide aggregate) to measure outcomes. We will focus 
on several indicators representing just a few aspects of improved health, 
so that the picture here is quite incomplete. Tables 6a and 6b show the 
changes during the 1980s in these health status indicators. 

The first four columns of Table 6a show that life expectancies have 
been increasing in all OECD countries, both at birth and at age 40. Given 
that these increases come after decades of improvement, bringing life 
expectancies ever closer to their biological limit, the changes reported in 
the table are indeed remarkable. Some of the sources of this increase in 
life expectancies, and important health indicators in their own right, are 
the changes in infant and perinatal mortality rates shown in Table 6a. All 
these figures are negative, showing improving success of the OECD health 
systems in their maternal and neonatal care programmes. However, the 
improvements in life expectancy do not come only from better care at the 

Table 6a. Changes in health during the 1980s 

LIFE EXPECTANCY MORTALITY 

Females Males Females Males Infant Perinatal Population 
at birth at birth at 40 at 40 Rate/100 Rate per Standard 

live births 100 births rate/1000 
COUNTRY: 80-90 80-90 80-90 80-90 81-91 80-90 80-90 

AUSTRALIA 1.9 2.9 1.6 2.5 -0 .29 -0 .38 NA 
AUSTRIA 2.9 3.5 2.2 2.4 -0 .53 -0 .72 - 2 . 2 
BELGIUM 2.3 2.4 1.8 1.8 -0 .31 NA NA 
CANADA 1.3C 1.9C l . l c 1.5C -0 .36 b -0 .32 - 1 . 3 a 

DENMARK 0.1 0.6 0.3 0.6 -0 .09 b -0 .07 - 0 . 5 
FINLAND 1.3 1.7 1.2a 1.7a -0 .08 -0 .22 - 1 . 0 
FRANCE 2.5 2.5 2.0a 2.0a -0 .13 -0 .46 - 1 . 5 
GERMANY 2.7a 3.0 2.0a 1.9a -0 .56 b -0 .56 - 1 . 1 
GREECE 2.3 NA NA NA -0 .73 -0 .84 - 0 . 7 a 

ICELAND 0.6 2.0 0.4 1.3 -0 .05 -0 .25 - 0 . 6 
IRELAND 2.1a 2.9a 1.2a 2.0a -0 .24 -0 .63 a - 1 . 6 
ITALY 2.5a 2.9a 2.0a 2.2a -0 .58 -0 .83 a - 1 . 8 
JAPAN 3.1 2.5 2.8 2.1 -0 .29 b -0 .56 - 1 . 8 
LUXEMBOURG 3.4 NA NA NA -0 .46 -0 .32 a - 1 . 5 
NETHERLANDS 0.9d 1.4d 1.0d 1.3d -0 .18 -0 .15 - 0 . 7 
NORWAY 1.1 1.2 0.8d 0.8d - 0 . 1 1 b -0 .35 - 0 . 7 a 

NEW ZEALAND 1.9 2.2 1.6 2.0a -0 .46 b -0 .50 - 1 . 4 a 

PORTUGAL 2.4a 3.2 0.4e NA -1.10 -1 .13 - 1 . 7 
SPAIN 1.5 2.0 NA NA -0 .47 -0 .77 a NA 
SWEDEN 1.6 2.0 1.2 1.9 -0 .08 b -0 .22 - 1 . 3 a 

SWITZERLAND 2.1 1.7 1.8 1.5 -0 .14 -0 .18 - 1 . 1 
TURKEY NA NA 1.2 0.3 -3 .48 NA NA 
UNITED KINGDOM 2.6 2.8 1.7 2.2 -0 .38 -0 .51 - 1 . 6 
UNITED STATES 1.4 2.0 NA NA -0 .30 -0 .43 a - 0 . 7 

Notes: a = 1979-89, b = 1980-90, c = 1981-90, d = 1980-89, e = 1981-89. 
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Table 6b. Changes in health during the 1980s 

Timothy Besley and Miguel Gouveia 

Premature life years 
lost/100,000 Renal Functional 

dialyses/ grafts /100 
female male 1 million pop. renal patients 

COUNTRY: 90-80 90-80 91-81 91-81 

AUSTRALIA - 7 6 3 a - l , 4 6 1 a 170 5.5 
AUSTRIA -1,328 -2,539 302 25.2 
BELGIUM - 8 5 8 a - 9 3 5 a 145 1.0 
CANADA - l , 0 3 5 a -2,000 a 254 6.6 
DENMARK - 3 8 8 - 5 3 8 84 - 4 . 2 
FINLAND - 1 9 1 - 9 7 1 208 - 0 . 1 
FRANCE - 8 8 7 -1,380 157 16.2 
GERMANY -1,208 -2,020 201a 14.5b 

GREECE - l , 3 6 5 a - l , 4 0 7 a 181 - 1 . 5 
ICELAND 85 -1,936 169 21.9 
IRELAND - l , 294 a -2,032 a 183 19.1 
ITALY - l , 2 5 9 a - l , 9 5 7 a 87 7.9 
JAPAN - 7 7 6 -1,129 582 NA 
LUXEMBOURG -1,003 NA 232 37.7 
NETHERLANDS - 3 8 8 - 9 5 3 20 -12 .8 
NORWAY - 2 0 7 a - l , 4 1 8 a 253 14.7 
NEW ZEALAND - 7 8 0 a - l , 3 4 3 a 107 NA 
PORTUGAL -1,846 -2,771 310 28.7 
SPAIN - 9 1 6 a - l , 0 2 0 a 348 25.2 
SWEDEN - 5 7 9 a - l , 2 1 2 a 117 15.0 
SWITZERLAND - 4 1 4 - 6 2 1 247 14.9 
TURKEY NA NA 36 - 5 . 6 
UNITED KINGDOM -1,019 -1,489 202 13.8 
UNITED STATES -7or - l , 1 8 5 a 454 10.6 

Notes: a = 1979-89, b = 1980-90. 

early stages of life. The life expectancies at age 40 have also improved, and 
standardized mortality rates, which control for the age and sex structure 
of the population, have uniformly declined (see final column of Table 
6a). 

The health improvements previously discussed, though presumably 
attributable in large part to health care prevention and intervention 
efforts, can also result from healthier life-styles or better environmental 
policies; see, for example McKeown (1979) for a provocative and 
controversial account of the role of medical interventions in reducing 
morbidity and increasing longevity throughout history. Consequently, it is 
of interest to look at output measures that can be traced directly to health 
care interventions. Table 6b shows in the first two columns the changes in 
the rate of potential life years lost (determined by estimating deaths for 
persons under age 65 avoidable through application of known medical 
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techniques and the enforcement of public rules against unhealthy or risky 
behaviour; see OECD, 1993b) per 100,000 females and males. Almost all 
figures show a decline in avoidable loss of life. 

Finally, we also include in the last columns of Table 6b the changes in 
the frequency of two types of interventions for which the OECD data set is 
reasonably complete: renal dialysis and functional renal grafts. There is 
an increase in the dialysis rate per one million population for all OECD 
countries, but the same is not true for renal grafts, where 5 countries 
registered a decrease. 

Unequivocally, the overall picture is one of substantial improvement. 
Whatever the changes occurring on the economic and financing side, 
OECD countries seem to have maintained the t rend towards better 
health. 

3.5. Equity in the financing and delivery of health care 

The data available from OECD (1993a) consists of national aggregates 
and therefore is unsuitable to study the distribution of burdens and 
benefits a m o n g the households in a given country. To analyse 
distributional issues we need microdata, samples with a large number of 
households and with detailed information on health-related costs and 
benefits reported at the household level. It is no small feat that OECD-
CREDES was able to report aggregate data following basic uniformity 
standards across countries, so one can only imagine the complexity of 
trying to perform consistent cross-country comparisons of statistics from 
household surveys. Despite this problem, there have been attempts to 
study equity issues. Here, we will summarize briefly the results from 
Wagstaff and Van Doorslaer (1992) and Van Doorslaer and Wagstaff 
(1992), the most comprehensive studies to date. These studies use two 
equity yardsticks: first, that financing of health should generate a 
distribution of burdens according to ability to pay; second, that delivery 
of health care should be according to need. 

Table 7 shows the distribution of burdens. In each country a team of 
national researchers used household surveys, other data sources and 
sometimes guesswork to produce the joint distribution of incomes and 
health-related costs including taxes, social security contributions, private 
insurance premiums, and out-of-pocket payments. 

5 Do reductions in the rate of renal grafts represent substitution in favor of other treatment 
techniques or are they caused by cost control measures? The correlation coefficients between 
changes in renal grafts and (i) changes in the GDP share of health care, and (ii) changes in the 
health expenditure share of the public sector are, respectively, —0.02 and —0.24 (not significant at 
the usual levels). This seems to disprove the cost control hypothesis. 
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Table 7. Equity in the financing and delivery of health care 

Financing 

COUNTRY: Kakwani Suits Delivery/// 

DENMARK (81) -0.015 -0.021 -0.055 
FRANCE (85) -0.072 -0.081 NA 
IRELAND (87) 0.034 0.017 -0.076 
ITALY (87) 0.022 0.017 -0.036 
NETHERLANDS (87) -0.034 -0.046 0.025 
PORTUGAL (80) 0.063 0.073 NA 
SPAIN (80) -0.023 -0.036 0.146 
SWITZERLAND (81) -0.117 -0.112 -0.043 
UNITED KINGDOM (85) 0.032 0.031 0.013 
UNITED STATES (81) -0.145 -0 .16 0.028 

Sources:. Wagstaff and Doorslaer (1992) and Doorslaer and Wagstaff (1992). 

Table 7 summarizes the results obtained in terms of two alternative 
measures of progressivity, the Suits and the Kakwani indices, both based 
on concentration curves.6 Positive (negative) numbers reveal a progres­
sive (regressive) distribution of costs. A broad conclusion that Table 7 
supports is that type III health care systems, those with National Health 
Services and funding of public health care from general taxation, have 
the highest levels of progressivity. Next come type II systems, with social 
security taxes. These countries exhibit some (low) levels of regressivity. 
Finally, and no surprise, type I systems, with substantial or even dominant 
private financing have the highest levels of regressivity. 

The measurement of the distribution of benefits proceeds along similar 
lines. From a joint distribution of income and expenditure (standardized 
for need), concentration curves are generated. The index HI in Table 7 
summarizes the overall pattern of distribution. A negative (positive) HI 
means a distribution of benefits tilted in favor of the poor (rich). The 
results presented in Table 7 (the robustness of which Van Doorslaer and 
Wagstaff, 1992, carefully examine) show that there is some cross-country 
diversity. Furthermore, there is no necessary correlation between 
regressivity in financing and in the delivery of health care. Switzerland, 
for example, was a country with a regressive financing structure but with a 
pro-poor distribution of benefits. Spain was an example of the opposite 
case. 

6 The Gini inequality index is based on the income concentration curve (Lorenz curve). These 
indices are based on the comparison between income and tax concentration curves. 
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These equity results are interesting and revealing, but they do have 
some serious limitations. The techniques and data used for the incidence 
of benefits are somewhat coarse (though it is hard to see what could have 
been done better with the data available). The measurement of the 
financing costs' incidence faced difficult problems. First, except where 
earmarked taxes completely finance health care, we have to make 
arbitrary assumptions on the incidence of the taxes and social security 
contributions used. Second, there was no attempt to determine tax 
shifting and the ultimate distribution of the burden, its economic 
incidence. Finally, it is not even clear that we could do this meaningfully. 
Fungibility of tax revenues may lead, through political redistributive 
games, to a de facto marginal impact of health care expenditures on the 
distribution of the overall tax burden that is only indirectly connected 
with the legal instruments used. For example, health may be financed 
from general revenues, but the marginal impact of additional public 
health expenditures may differ according to whether sales taxes or 
income taxes are used to cover additional revenue needs. Official rhetoric 
may claim income taxes were used, but we could simultaneously see 
revenue-neutral adjustments in taxes so as to maintain the previous 
incidence pattern. 

The necessary use of a few arbitrary assumptions, needed to get the 
results in Table 7, should make us cautious about putting too much 
weight on those point estimates. This does not mean the research 
summarized is of little value; quite the opposite. It is of great importance 
to repeat those studies using consistent definitions, methodology and data 
sources. The use of repeated and consistent studies should give us solid 
information about the equity trends in health care. Meanwhile, one result 
should not be contentious: different systems, with different financing 
structures, also have very different redistributional implications. This fact 
should be kept in mind when we try to interpret major shifts in health 
policy. 

3.6. Privatization and cost containment 

Even though we cannot establish causality, an important line of inquiry is 
discerning whether the trend towards less government is systematically 
associated with changes in the health GDP shares on one hand and the 
growth of relative prices on the other. The answer is no, on both counts. 
The correlation coefficient between changes in the government share of 
health care expenditures and changes in the share of health care 
expenditures in GDP is 0.25 (0.226 without the US), which is not 
significant at the usual confidence levels. A stronger result is obtained for 
the correlation between changes in the government share of health care 
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expenditures and the growth rate of the relative price level for health 
care: it is 0.054 for the entire sample and 0.0058 if the US is excluded. On 
the basis of this evidence, it is hard to argue for privatization as a strategy 
for cost containment. How can one justify then the fact that the majority 
of countries reduced the share of government in health care? Several 
explanations are plausible. 

Our simple correlations may fail to uncover some stronger causality 
that only the right structural model could capture. However, attempts to 
model incentives in public and private firms, such as Laffont and Tirole 
(1993) chapter 17, reveal that the theoretical effects of privatization on 
efficiency are ambiguous. Notwithstanding, such evidence as is currently 
available does tend to suggest that public provision of services costs more 
than similarly provided private services. Mueller (1989), chapter 14, 
surveyed evidence from fifty studies of the relative unit costs of public and 
private provision of similar services, finding that in only two was the cost of 
providing services lower in the public than in the private sector. 
Moreover, for the four case studies that he surveyed bearing on health 
care provision, comparisons of for-profit or proprietary versus not-for-
profit hospitals in the US, found lower costs in the former. 

In contrast to the microeconomic studies cited above, data on the 
administrative share in total and public expenditures for six countries in 
OECD (1993a) paints quite a different picture, suggestive of greater 
private sector inefficiency. In 1987, the average share of administrative 
expenditures in total and public expenditures was, respectively, 3.7% and 
2.9%. This implies an average share for non-public (which we take as 
private) expenditures of 5.3%. The administrative shares of public and 
non-public expenditures do have substantial cross-country variation. One 
extreme is France8, where the public share is 0.3% and the private is 
5.4%. The other extreme is Germany where the shares are respectively 
6.9% and 5.8%. Given differences in accounting practices we are unsure 
about the data's ability to settle the issue of cost advantage. However, 
Germany apart, these results appear to show that the public sector is 
'leaner' than the private sector. These results have been a source of 
controversy in the US, where advocates and opponents of a 'single payer' 
plan compare the US and Canadian performance on administrative costs 
(see Woolhander and Himmelstein, 1991; Danzon, 1992). OECD (1993a) 
finds that in 1987 the US shares for public and private administrative 

The countries are Australia, Canada, France, Germany, the Netherlands and the US. 
The French figure does not include administrative outlays of the Social Security system and other 
government administrative expenditures; see OECD (1993b), pp. 98-99. 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


Health care 223 

expenditures were respectively 2.6% and 6.1%, while the Canadian shares 
were 0.9% and 2.0%. 

Danzon (1992) argues that private administrative expenditures may not 
be true dead-weight losses. Choice in health insurance may be desirable 
for consumers with heterogeneous tastes but can generate higher costs. 
Administrative costs may also represent desirable monitoring to control 
consumption of medical care. Some economic costs of public insurance 
are also omitted from the overhead figures, for example the hidden cost 
or public insurance imposed on patients to deal with moral hazard, such 
as when controls on physicians' fees lead to proliferation of multiple short 
visits generating excessive time costs. Danzon also points to controls on 
hospital budgets that lead to a preference for longer-term versus acute 
care. Overall, it is hard to come up with a solid conclusion on the relative 
efficiency of public and private insurance from the crude figures 
available. Danzon's arguments certainly suggest an important caveat to 
the 'raw' data. 

One should, however, be clear that higher unit costs are not necessarily 
evidence of inefficiency; they may merely be symptomatic of the ability of 
certain groups (such as public sector employees) to capture rents in 
public sector provision. Hence the shift towards privatization may not be 
motivated by the idea of efficiency at all, but instead by trying to 
redistribute rents and deal with fiscal crises. Shifting health care to the 
private sector can then be viewed as a way of trying to redistribute away 
from public-sector employees and others involved in public-sector 
procurement . For governments facing pressures on government bud­
gets, this might be expedient. It gives quite a different perspective on 
recent privatisation trends than the standard efficiency-motivated story. 

4. Markets for health care financing and delivery 

Every country uses markets to allocate health resources to some degree. 
However, among the OECD, only in the United States and Turkey is this is 
the dominant method of finance and delivery of health care. There are 
two key dimensions in which one can appraise the effectiveness of market 
systems: efficiency of delivery and the meeting of other social constraints 
such as equity. In practical terms, the latter often means ensuring that 
individuals get access to a basic level of care. 

Since health care needs are unpredictable, finance basically means 
obtaining insurance. History and experience tell us that, without 
insurance, individuals would have to rely on accumulated savings, help 
from friends, charities or governments, if they are compelled to pay for 
health care. Thus in privately-financed systems individuals typically will 
wish to insure themselves against the risk of falling ill. 
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4.1. Perfect markets 

In an idealized economy, health insurance would be provided 
competitively. Deviations from actuarial fairness in the price of insurance 
would be due only to costs of writing and administering insurance 
contracts. The markets in which individuals purchased medical care 
would also be perfectly competitive. The resulting allocation of resources 
would be efficient. 

However, the assumptions required for this result are well known to be 
stringent. Apart from markets being competitive (requiring a large 
number of buyers and sellers), externalities would have to be absent. 
Insurance opportunities would also have to be complete (all losses 
associated with sickness being covered). Any contracts that individuals 
agreed to would also have to be honored after the event and, if they 
desired, individuals would have to be able to buy insurance for life so that 
if an individual discovered that she had a long-term sickness, that would 
not increase her insurance premium if she had signed a contract to that 
effect. 

If a new technology became available, the criterion of profitability at 
market prices would ensure that technologies would only be used if they 
were socially worthwhile. Access to them would be also be efficient if they 
were priced at their social marginal cost to consumers. 

While an idealized market economy would be efficient under 
appropriate assumptions, it would not be guaranteed to satisfy any other 
constraints, such as every individual having access to a minimum level of 
health. Those who were very poor to begin with might be willing to write 
insurance arrangements that limited their access to future health care, in 
order to limit the costs of their insurance. This might result in their not 
getting full access to health care that is deemed desirable according to 
appropriate social norms. 

Thus some role for government could be envisaged, even in a world of 
perfect markets. This might take the form of redistribution of initial assets 
or redistribution of health care directly to the poor.9 Note, however that it 
makes sense (in a market economy) to have those interventions targeted 
to those who fail the minimum access constraint. This is interesting, since 
it appears to characterize the main kind of redistributive health 
expenditures in the predominantly market system in the US. Hence, in 
a perfect market economy, we would expect to see targeted public 

9 The latter would be desirable because of the paternalism implicit in the objective function (see 
Garfinkel, 1973). 
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provision schemes or subsidy schemes that affect the group for whom the 
market is inadequate, usually the poor and long-term sick. 

4.2. Imperfect markets 

It is widely appreciated that markets for health care and insurance deviate 
from the theoretical ideal of a perfect market. For a comprehensive 
overview of this, see the excellent review in Pauly (1986). Our more 
narrow concern is in understanding how market failures contribute to 
government interventions in health. The main two issues at the forefront 
of the debate about reform of the market-oriented US health care system 
are attempts to control cost escalation in health care and finding effective 
ways to guarantee universal access, the two driving forces that we 
discussed at the beginning of this paper. Our discussion relates market 
failure to these concerns. 

4.2.1. Market failure and cost control. Moral hazard is at the heart of the cost 
control problem in market systems. This has two main aspects. First, 
patients rarely face market prices for health care because reimbursement 
insurance acts like a subsidy at the margin for many health care 
purchases. This kind of moral hazard problem was discussed in detail by 
Pauly (1968) and Feldstein (1973). It may imply that health care 
consumption will be excessive from a social point of view. Second, there is 
the physician-patient agency problem. Patients must rely on the advice of 
doctors in making health care choices. Again, health care may not be 
consumed efficiently, with a tendency towards excessive consumption. 
There is also no reason to think that decisions to use new technologies 
will be efficient either since their profitability would not be assessed at 
market prices. The increased costs show up in higher insurance 
premiums that consumers have to pay in order to gain access to a given 
level of medical care. 

The market does provide institutional responses to moral hazard 
problems, such as mandatory pre-admission referral by Peer Review 
Organizations (PROs) before hospitalization. The growing popularity of 
health maintenance organizations in the US can also be viewed as the 
market response to attract cost-conscious consumers who wish to lower 
insurance costs. However, governments also intervene, sometimes with 
direct attempts to regulate prices in markets for medical care. Cost 
inflation may also reflect barriers to entry in markets for medical 
resources such as physicians and drugs when market demands increase. 

One way to counter cost inflation would be 'no-frills' insurance policies 
which guaranteed access to only limited health care needs. To some 
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extent US heal th ma in tenance organizations serve this function. 
However, there is increasing evidence that such contracts cannot always 
be sustained, and the reason is interesting.10 The incentives of individuals 
who buy such policies are quite different ex post, once they discover that 
the policy does not cover some treatment which they would like. 
Moreover, evidence suggests that courts and public opinion are very 
generous to plaintiffs who challenge the contracts, even though these 
were apparently freely entered into. The social problem is most acute for 
life-threatening diseases where denial of a claim is tantamount to a death 
sentence for the plaintiff. The market failure here is commitment of 
society and individuals who take out insurance. Our views about 
willingness to forego medical interventions may differ quite sharply 
depending on when the decision is made, and it may be difficult to 
commit a future self.11 

4.2.2. The uninsured problem. The other key problem with operating market-
based systems of insurance is the uninsured problem. In practice, 
significant segments of the population are unable to obtain medical 
insurance. One significant reason stems from heterogeneity in indivi­
duals' underlying healthiness or propensity to ill-health. Either because 
individuals are born with different genetic endowments or because or 
things which befall them through life, the propensity to be ill is unevenly 
distributed throughout the population. There are two sets of problems. 
The first is adverse selection, which occurs if insurance companies cannot 
observe the underlying health status of individuals. The terms on which a 
single individual can obtain insurance in such cases can be quite 
unfavorable (at the average of the rate available to someone with their 
characteristics). The good risks will therefore end up subsidizing the bad 
risks if they are pooled together. If the good risks can find some way of 
distinguishing themselves, then they are better off while the bad risks are 
worse off. Except under extreme conditions, adverse selection does not 
result in individuals failing to obtain insurance at all. If any group is 
inclined to drop out, it will actually be the good risks. 

A more serious problem, which does lead potentially to some 
individuals being unable to insure, arises if the heterogeneity in health 
status is observable. This is also known as the pre-existing conditions 

10 The legal side of this in the US is discussed in an interesting paper by Hall and Anderson (1991). 
11 This might reflect a special problem with the US legal system, rather than an endemic problem 

with market systems. A key question is whether the problem could be dealt with by appropriate 
legislation to prohibit courts from making judgments in favor of patients. 
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problem. Individuals with certain ailments already diagnosed may face 
predictably high medical costs. This is true, for example, for those who 
are diagnosed as HIV positive. If they have to buy insurance on actuarially 
fair terms, given their diagnosis, then they actually get very little insurance 
at all as compared to if they had to pay all of their medical costs out of 
pocket. However, that would for most individuals be prohibitively 
expensive and lead them to be effectively or actually uninsured. Thus if 
insurance contracts are short-term, changing to reflect any new 
information about an individual's medical condition, those who end up 
with long-term conditions end u p losing effective insurance. With 
improvements in genetic testing and other long-range diagnoses, this 
problem is only likely to grow in future. 

The problem can be overcome only if individuals can obtain long-term 
insurance coverage where they are guaranteed that the rate will not 
change as they age and discover more about their health status. Market 
failure arises if insurance companies cannot commit to guaranteeing 
terms independent of future information. 2 The root problem is the fact 
that, for long-term conditions, what was initially an insurance arrange­
ment becomes a redistributive scheme ex post, from the healthy to the sick. 
With imperfect information, this can be sustained; with perfect 
information it cannot. Individuals who lose access to health insurance 
with pre-existing conditions will find it difficult, if not impossible, to find 
insurance coverage.13 The market failure problem here can be viewed as 
a problem of writing binding long-term contracts.14 

Lack of insurance can also be driven by a quite different commitment 
problem, which stems from the fact that society is committed to providing 
health care to all of its members (see Coate, 1993). If some individuals in 
society (for example, the poor) anticipate that the rich will provide them 
with medical care whether or not they insure, this will undermine their 

In fact the problem is more severe than this if individuals in the pool with long-term sick can exit to 
another pool with other healthy individuals; then the long-term sick would all be left in the poor-
quality insurance pools. Maintaining the terms originally guaranteed to individuals would require 
some system of subsidies across insurance pools.These ideas are currently being developed formally 
in joint work by Besley with Ian Jewitt. See also Cutler (1994b). 
If, as in the US, access to health insurance is predominantly employer-based, this results in 
inefficient 'job-lock' in which individuals do not change jobs because their insurance is not 
transferable (see Madrian, 1992). 
As Jacques Dreze has reminded us, the argument for the government to intervene in order to 
guarantee that this does not happen to individuals is ex ante efficiency, not redistribution. Risk-
averse individuals should be willing to consent to a social insurance contract that protected 
individuals against such things ex ante. In practice, society is unwilling to adopt this perspective in 
designing its policies. In the context of Rawls' (1971) theory of justice, once individuals cease to be 
behind the veil, there is no good practical reason to expect the rich and powerful to go along with 
it. Indeed the extent of inequality in the real world suggests that citizens are unpersuaded by 
Rawlsian reasoning. 
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incentive to buy insurance. Ironically, this would not be a problem if it 
were not known that the rich will help out the poor who do not insure; 
the problem would not arise if the rich could commit not to helping those 
who have no insurance. This general problem is known in economics as a 
'Samaritan's dilemma' problem. Here it leads to an inefficiency as it 
would be better for both rich and poor if the former helped out the latter 
ex ante and the latter bought insurance. O n this view, the universal norm 
of access to health care is to some extent self-defeating and results in 
some individuals not buying health insurance. 

When some individuals do not have insurance, there may be cross-
subsidies from those who do. Medical care is financed for the uninsured 
by raising prices to the less cost-sensitive insured. However, this further 
exacerbates the problem of individuals choosing strategically not to 
insure, anticipating that their needs will be financed by others. 

Difficulties in not being able to buy no-frills insurance also exacerbate 
the problem, since individuals cannot afford insurance that entitles them 
to every kind of treatment. Thus even if insurance is actuarially fair, the 
cost of insurance may be so high that individuals cannot afford to buy 
medical insurance. 

4.3. Policy intervention in a market economy 

There are many policy interventions that might improve the working of a 
market-based system of health care provision and which deal directly with 
the problems discussed above. One obvious kind of intervention is direct 
regulation of prices and payment schedules, limiting the amount that 
hospitals and drug companies can charge. Government regulation of new 
and experimental technologies may also reflect concerns about costs. 
Such policies are widespread in systems that use private markets for the 
delivery of health care, whether insurance is public or private, where cost 
inflation is a concern. They are also unpopular in many quarters, not least 
among those whose prices are regulated. The obvious objection is that the 
cost inflation is only a symptom and that regulation or reform of 
insurance would make more sense. Notwithstanding, it remains a widely 
used regulatory scheme in almost all countries in the OECD, as we discuss 
further below. 

Interventions also try to deal directly or indirectly with the uninsured 
problem. Governments may provide a substitute for insurance by directly 
funding health care for the poor and long-term sick. (Medicaid in the US 
serves the first of these two groups.) Such insurance may come close to 
the no-frills packages that are not provided in the market, or else may be 
at the same level that could be obtained through private insurance. Access 
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may be conditional on a means test or some other measure of eligibility. 
An alternative solution is to make insurance compulsory, thereby 

gaining universal access to health insurance as well as health care. 
Provided that individuals are pooled appropriately, this would also help to 
deal both with problems of heterogeneity in individuals' initial health 
conditions and with the fact that governments are committed to providing 
care (as discussed by Coate) and the fact that there is cost-shifting from 
the insured to the uninsured (which raises the former's health insurance 
costs). 

However, implementing compulsory insurance while maintaining a 
mainly market system is not easy. First, there is the question of reaching 
the uninsured group. Second, there is the question of finance, especially 
for those with low incomes. The latter typically requires use of general 
funds or specific levies. In practice, both are used as we discussed in 
Section 3. Once insurance is compulsory and partly (or wholly) financed 
by taxation, the distinction between public and private sector becomes 
blurred as governments take the upper hand in regulating schemes. 
Schemes based on insurance pools with compulsory contributions, as 
found in Germany for example, are effectively indistinguishable from 
public insurance. Thus, we conjecture that any serious attempt to get 
complete coverage will ultimately end with something close to a type II 
scheme. Indeed the origin of many such schemes is in the extension of 
coverage to the whole population. The Clinton health plan, reviewed in 
detail below, would have constituted a firm step in the direction of a type 
II system for the US. 

As was clear from our theoretical discussions of market economies, 
dealing with the uninsured problem is largely a debate about redistribu­
tion of resources. The government may be able to reduce the cost of 
providing health services to the uninsured, by using a more efficient 
method of financing to lessen the moral hazard problem. However, there 
would be a reduction in overall public outlays only in so far as the 
previously uninsured did not increase too much their consumption of 
medical care. While type II schemes have fared rather better in 
controlling costs than the type I scheme operated in the US, one 
would need to combine a move towards compulsory insurance with 
significant cost containment measures. Some kind of cost containment 
would seem to be the sine qua non of a successful universal insurance 
scheme. We will discuss below why public insurance schemes seem to have 

[ 
15 We should enter the caveat that since the US is the only type I scheme that we see in the OECD, 

one should be wary of making too many general claims based on its experience. 
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had a better track record on cost containment than those based on 
private sector insurance. 

5. Public provision of health care 

Most OECD countries rely for the most part on public provision of health 
insurance and/or health care. In this section, we discuss the economic 
theory relevant to the public provision of private goods. While, as we 
argued above, there are externalities associated with health care 
consumption, models that discuss the reasons and consequences of 
providing private goods in the public sector are more appropriate for 
understanding health care. The main focus of this literature is on the role 
of public provision in attaining distributional objectives. Since the main 
failures of pure market systems are the treatment of the poor and the 
uninsured, it is natural to think of equity as being the main advantage of 
public provision. To understand the operation of public provision, one 
also needs to understand the political economy of redistribution and what 
sustains the transfers implicit in public provision of health care. 

Before passing to the theory, we note that most models were not 
explicitly designed for thinking about health care provision. Thus, while 
they are relevant to such discussions, they do not build in some 
institutional features that might be important. Most models do not, for 
example, distinguish between health care financing and delivery, a 
central cleavage among predominantly public systems. Nonetheless, it is 
useful to begin with some simple abstract models, building up to greater 
realism as we proceed. 

5.1. Public provision of private goods: theory 

5.1.1. Normative Models. Arrow (1971) first formalized the problem of public 
provision of private goods to attain Utilitarian distributional ends. He 
supposed that the government could directly allocate given amounts of a 
private good to different members of the population. It was assumed that 
there were no markets for this good, so that the government had 
complete control over it. He studied the resulting allocation and how it 
varied with characteristics of the recipients, showing the conditions under 
which a public provision scheme would be progressive, i.e. targeting 
greater provision towards the poorest individuals in society. 

Arrow's model implicitly assumed a very sophisticated government with 
information good enough to choose each individual's consumption of 
health care. In practice, the government can only dictate broader things, 
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such as budgets available for health care and rules of access, leaving it to 
individual actions to determine exactly what allocation of health care 
ensues. The hallmark of public provision systems is the relative uniformity 
in the level of consumption that individuals enjoy in the public sector. 
This will still tend to be redistributive toward the poor: the same level of 
health care provided will tend to be a larger fraction of a poor individual's 
income than that of a rich individual. Nicholls and Zeckhauser (1982) 
extended the normative framework to include informational constraints. 
They emphasised the advantages that in-kind transfers have in mitigating 
disincentives associated with cash transfers. 

Arrow's model ignores markets altogether. Models which allow for 
markets include Stiglitz (1974), Besley and Coate (1991), Gouveia (1993), 
and Ireland (1990). These will be discussed in greater detail below. 
Another drawback with the Arrow model is that it simply assumes public 
provision, begging the question of why it exists; the model, like many 
normative approaches, has no clear underlying political economy to 
explain the institutional outcome then analysed. 

5.1.2. Positive Models. Political economy models aim to explain patterns of 
public provision observed in practice. This approach views public-sector 
activity as a product of purposeful action by interested parties. Many such 
models are based on voting. However, activities of pressure groups might 
also be important as we discuss below. 

Usher (1977) coined the phrase the socialization of commodities to 
describe a situation in which a society decides to appropriate the whole 
supply of a commodity and redistribute it among its citizens according to 
non-market criteria. He supposes that for health care to be publicly 
provided, such a policy would have to be supported by a majority of 
voters. To simplify matters, he made three key assumptions: (i) 
socialization implies provision of the commodity uniquely by govern­
ment; (ii) once a commodity is socialized, it is provided uniformly to all 
individuals; (iii) government finances its purchases by a proportional 
income tax. 

Thus, public provision implies some redistribution of welfare from 
higher to lower incomes: taxes increase with income but public provision 
levels are i ndependen t of income. Provided the losers from this 
arrangement are a minority, other things equal this redistribution is a 
powerful force leading to majority approval of the public provision of the 
private good. Since a proportional income tax is assumed, all those with 
incomes below the average are subsidized by those above the average. 
Given the empirical fact that income distributions are right skewed, a 
majority of voters has income below the average. Thus, in general, a 
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majority of individuals will receive an implicit transfer if the commodity is 
socialized. 

However, there are also forces working against socialization. Individuals 
are heterogeneous in their tastes. Other things equal, different 
individuals prefer different levels of consumption even when incomes 
are the same. However, if the commodity is socialized, individuals are 
offered uniform levels of provision. In contrast, if the good is provided by 
a market mechanism, individuals are free to purchase the quantities that 
maximize their welfare. This tension between equality (or redistribution) 
and heterogeneity was also the theme of the classic paper by Weitzman 
(1977), dealing with the advantages and disadvantages of rationing. 

Each voter decides to support socialization if, on an individual basis, the 
gains from redistribution are larger than the losses implied by uniform 
rationing. Usher's model makes two predictions about the likelihood that 
any given commodity will be socialized: it should increase with the degree 
of income skewness and it should decrease with the heterogeneity in 
tastes for that particular commodity. 

Usher's model has been a paradigm for the study of public provision of 
private goods, in particular health care. It has an immediate intuitive 
appeal and, despite lack of formal empirical testing, seems to be 
consistent with aspects observed in the real world. For example, in the 
case of health, since decisions about the consumption of medical care are 
mostly the responsibility of doctors and thus tend to reflect the standard 
medical practices, diversity in tastes is negligible. Thus, unsurprisingly, 
health care is mostly a government business in many countries, as 
opposed to the provision of other private goods such as clothes, 
entertainment, and so on. 

Another interesting feature of Usher's approach is that the level of 
health care provision will be that favored by the median voter. If we view 
such an individual as 'middle class', this is compatible with the idea that 
welfare state activity is organized in the interests of middle classes, what 
Stigler (1970) called Director's Law. There has been much work 
substantiating the fact that public provision seems to be set at levels to 
favor the middle classes (for example, Goodin and Legrand, 1987). 

Arguably, a weakness with the basic Usher model is its focus on 
redistribution using health care, rather than cash.16 Given that the 

On this point political economy models can learn from the normative models which have typically 
been more careful in considering when in-kind transfers are preferable to cash transfers, based on 
incentives or other features of the underlying environment. The reason is probably the attachment 
to voting models based on the median voter theorem, which only works for one-dimensional policy 
issues. 
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majority can force the rich to contribute to health care, it is unclear why 
they could not be forced into cash redistribution. There are a number of 
reasons why this is not a problem. First, if there is a norm that says every 
individual should have health care above some level, some non-cash 
redistribution would be necessary. The socialization solution would deal 
with the fact that, under the free market, some people would not have 
access to health care at the socially acceptable minimum. However, in 
Usher 's model, the level of health care provided will be that favored by 
the median voter; there is no need to think that this coincides with the 
social minimum. Hence, the model is compatible with evidence that the 
poor appear to enjoy a much higher level of health care consumption in 
public systems than when provision to the poor is through targeted 
subsidies as in the US. Relatively high-income individuals are willing to 
support public provision in socialized systems. 

Second, redistribution via health care is not just to all those below the 
median, but to those with specific needs for health care. Designing a 
system of cash transfers to replicate this would be very different from 
generalized redistribution from high to low income individuals. Hence if 
high income individuals have paternalistic preferences and care especially 
about the sick, they are more tolerant of redistribution in the form of 
health care provision, rather than cash. This would explain why most rich 
might not begrudge transfers to the sick middle classes even if they did 
not want to make general cash transfers to that group. 

Third, one could appeal to the likely superior incentive consequences 
of redistribution via health care rather than cash. One expects health care 
provision to be a complement with labour supply. Cash transfers will likely 
have the opposite effect, reducing work effort among recipients of the 
transfer. Hylland and Zeckhauser (1979) show that the effect of the in-
kind transfer has to operate other than via an income effect for this 
argument to hold water. Overall, however, a social equilibrium would 
probably have redistribution via public provision of health care, even 
when some cash transfers are also available. 

Usher 's median voter model suggests that the structure of the tax 
system, by changing the tax prices of health care provision, will affect the 
level of public provision. In particular, the progressivity of the tax 
structure financing public health care expenditures and the morbidity 
distribution in the population should be positively correlated with 
publicly-financed health expenditures. As a crude test, we used cross-
section data from a sub-set of the OECD countries in 1980 to estimate the 
relationship between the share of public health expenditures (Shg) and 
GDP per capita (measured in purchasing power parities), a proxy for 
morbidity (Dem65, the percentage of the population 65 or more years 
old) and Prog an indicator of progressivity (the tax revenue income 
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elasticity of the individual income tax). 

Shg = oc0 + 0.18 Prog + 0.02 Dem65 - 0.20 Log(GDPpc) 
(1.89) (1.92) (1.98) 

F? = 0.52, 17 observations, ^-statistics in parentheses. 

The coefficients for the progressivity index and the demographic variable 
have the right sign and are significant at the 10% level. The results are not 
particularly strong and the method is extremely crude. However, the 
finding is broadly in line with simple political economy models like that of 
Usher. Perhaps the major interpretational problem is in taking the tax 
system as given. Societies that have a stronger redistributive ethic may 
have more progressive tax systems and generous public health systems, 
but the former does not lead to the latter. The regression may then be 
better read as saying that countries with more redistribution through 
income tax appear also to make more public provision. 

Usher assumed that the best policy response was to socialize 
commodities through public provision. Wilson and Katz (1983) propose 
a model where socialization involves subsidies rather than uniform public 
provision. This idea is inspired by the fact that health care expenditures in 
the US are given preferential tax treatment because employers can 
deduct employees health insurance premiums as business costs. The 
implications of Wilson and Katz (1983) differ from Usher. First, the 
deadweight loss associated with subsidizing prices has to be considered. 
Goods with large compensated price elasticities are bad targets for 
socialization, because subsidies lead to too much wasteful consumption. 
Second, the income elasticity of the good matters considerably. Provided 
the income elasticity of the good is greater than zero, the total subsidy 
received by a household is positively correlated with income. Maintaining 
the assumption of proportional income taxation, subsidizing a good with 
income elasticity greater than one leads to a redistribution towards the 
rich. Presumably then, the skewness of the income distribution implies 
that a majority of voters will favor the socialization of only commodities 
with low (below unit) income elasticities. 

How do these general implications translate to the health care? The 
available estimates of the demand price elasticity for health care are in the 
range from —0.1 to —0.3 (see Feldstein, 1983, or Phelps, 1992). Since 

17 Data from OECD (1993a); tax elasticities from OECD (1984). As noted above, Usher assumed 
proportional taxes. Gouveia (1993), discussed below, includes an extension with more general tax 
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income elasticity estimates point to values near one and heal th 
expenditure income shares of 10% are reasonable, we may be looking 
at compensated price elasticities of demand in the range from 0 to —0.2. 
It is hard to say whether a particular value of an elasticity is high or low; 
but one can safely assume that the upper bound of the earlier interval is 
low. Thus, as far as deadweight costs are concerned, subsidization of 
health care seems to be consistent with the Wilson-Katz story. However, 
when one considers the income elasticity estimates the theory is no longer 
on firm ground. 

The major problem though, is that the subsidy theory does not fit the 
facts of most OECD countries except for the US. It is true that we do not 
find uniform levels of consumption of medical care across income levels. 
But the consumption of medical care publicly provided does not follow a 
market mechanism with those willing to pay for more care also receiving 
more. Instead, health care publicly provided is allocated by some type of 
non-market rationing. 

Katz and Wilson's solution is also inadequate in cases where a minimum 
provision level is sought since subsidies to a particular good may be a 
cumbersome way to achieve that objective. Thus even if everyone's access 
is subsidized, it may still be necessary to consider ancillary interventions 
for the very poor, as in the US where, despite the tax subsidy given to 
health insurance, there is still a need for the Medicaid programme. 

The Usher model is a useful starting point for understanding the 
reasons behind public provision of health care, in particular the forces 
that make it a social equilibrium. It also puts redistributive politics at the 
centre. To go further we need to add more institutional features, in 
particular (i) the distinction between finance and delivery of health care 
and (ii) the role of markets. 

5.2. The role of the market in public health care 

Having explored the forces that can lead to socialization of health care, 
we now turn to questions about the role of the market. We discuss these 
issues on two counts. First, we discuss issues to do with supplementation 
and the ability of individuals to opt out of the public sector. We also 
discuss multi-tiered public sector options. Second, we discuss the 
distinction between public-sector financing and public-sector delivery. 
This also concerns the role of the market: it is a key difference between 
type II and type III systems outlined in Section 3. 

5.2.1. Opting out and supplementation. Relative uniformity in health care 
provision is the hallmark of public systems. This tends then to create 
pressures for individuals to cater for their heterogeneity, finding some 
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way to opt out of the public system or to supplement what they receive 
there. These pressures change over time. For example, in the UK 
increases in waiting lists in the National Health Service precipitated an 
increase in private supplementary insurance. In reality, the market 
remains active, even in countries where public health care is apparently 
universal. 

Crudely speaking, two types of heterogeneity result in individuals 
seeking solutions in the market. The first is heterogeneity in incomes. If 
the rich and the poor are treated the same in the public sector, the latter 
may prefer a more generous level of provision, which they can find by 
using the private sector. Second, individuals may differ in their tastes. For 
example, relatively well-informed health care shoppers may prefer the 
care that they choose to receive in markets. 

Opting-out tends to occur in systems where delivery of medical care is 
in the public sector, i.e. for the type III systems of section 3. It will occur 
w h e n it is impossible for an individual to c o n s u m e a service 
simultaneously in the public and private sectors. An individual who 
needs hip replacement surgery faces a choice. If h e / s h e is unhappy about 
the public provision, however, there is no way of just supplementing what 
is available there; it is necessary to opt out completely. The key dimension 
in thinking about such decisions is the quality of services provided in the 
public sector. For example, individuals may have to wait to receive 
treatment in the public sector, whereas private sector t reatment is 
immediate. Models of public provision of private goods with this character 
have been developed in Stiglitz (1974), whose focus was on education, 
Ireland (1990), and Besley and Coate (1991) who consider a world in 
which individuals consume one unit of a good which can be found 
in varying quality levels. Given a quality level of public provision, they 
choose whether or not to consume in the market or in the private sector 
(the choice is indivisible). The key policy choice for the government is 
quality and this determines the extent of opting out that occurs in 
equilibrium. 

Opting-out may actually benefit those who remain in the public sector: 
for a given budget, it increases the resources spent on those who remain 
in the public sector. At the same time, it reduces the size of the coalition 
that supports the current level of public provision. If quality of public 
health care does determine the extent of opting out, then repeated 
attempts to cut quality in the public sector may ultimately not benefit 
those who remain there as the budget for public health care shrinks. In 
Usher 's model the coalition for health care provision could not be 
destabilized by opting out because that possibility was ruled out by 
assumption. In fact the political economy of such models is quite 
complex. Stiglitz (1974) shows that this type of model does not display 
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single-peaked preferences and a solution using a standard median voter 
model is therefore problematical.18 

An alternative model of market supplementation is the top-up model 
where individuals increase the quantity that they consume via market 
purchases. This applies very naturally for type II systems where public 
provision is in the form of health insurance but health care provision is via 
the market. The best example of this is the French system, where there is 
a second tier of providers ('Secteur 2') with above-average reputations or 
'market value' which are allowed to charge patients fees above the levels 
regulated by the national convention ('Droit au D'epassement ' ) . The 
patients are reimbursed by government but only up to the 'nomenclature ' 
levels and so are responsible for the difference (see the French chapter in 
Casparie et al, 1990, or in Hurst, 1992). These differences can be either 
reimbursed by supplementary private health insurance or paid out-of-
pocket. Similar schemes apply to other type II countries and also in the 
Southern European countries with National Health Services. Interest­
ingly, supplementation is also common in the limited public provision 
existing in the US. The Medicare programme which covers the elderly 
and disabled can be supplemented by an array of so-called Medigap 
private insurance policies. 

Pauly (1992) deals with the case where the public sector provides a 
minimum health insurance package (an approach very much in the spirit 
of our basic premise that society has a commitment to provide universal 
access to some level of health care coverage) but individuals are free to 
supplement public coverage with additional private insurance. In 
particular, he dwells on the question of whether a publicly-guaranteed 
package should be the exclusive source of health care insurance or 
whether a minimum package with supplementation is a better policy. 
Pauly argues that there is a trade-off. An exclusive plan will necessarily 
offer coverage at levels compatible with middle class standards, and so will 
be an expensive plan, offering benefits beyond what lower-income 
individuals would choose if given access to perfect insurance markets. 
This also implies that some middle and upper income classes will vote 
against public provision of such a programme. In contrast, by allowing 
supplementation, voters are likely to prefer a less generous programme, 
but one with a higher likelihood of being approved if a referendum on 
such a policy was to be held. 

Peterson (1986) looks at the general problem of voting over the levels 
of public provision of private (but uniformly provided) goods when there 

1 I 

However, Besley and Coate (1994) developed an approach to political economy that can handle 
non-single peaked preferences and derive an equilibrium for the Stiglitz model. 
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is a parallel private market for the same good. In the case where 
individuals face an exclusive choice between using the public or the 
private sector a political equilibrium of the 'median-voter' type may not 
exist. We may be in a situation where cycling occurs: any status quo can be 
defeated by some other policy. However, Peterson also notes that when we 
have private market supplementation of public provision the induced 
preferences over the levels of public provision become single-peaked, and 
we can find a simple majority rule equilibrium policy. 

Gouveia (1993) formalizes the problem of determining a majority rule 
equilibrium for the case of health care. In his model individuals differ 
because they have different incomes and different health risks. The 
private sector is a competitive insurance market. There is an income 
effect by which wealthier individuals buy more health insurance than 
poor individuals. The public sector, in contrast, has uniform provision of 
health care for those who are sick, financed from tax revenues. Taxes are 
not constrained to be proportional or to any other particular shape. In 
particular they can be progressive. Public provision of health care thus 
implies income redistribution in two ways. 

First, there is a transfer from the healthy to the sick. Tax payments of 
any particular individual do not depend on that individual's morbidity. 
But in a competitive market, cream-skimming and the self-selection 
problems we examined earlier lead to experience rating: higher-
morbidity individuals pay more for the same benefits when sick (but 
also use them more often). Thus, the public provision of a uniform 
package of benefits for those who are sick does not imply that this 
enti t lement has an equal dollar value for all citizens. In fact, higher 
morbidity individuals receive an insurance package that would be more 
expensive in a competitive market than the insurance package publicly 
provided to healthy individuals. 

The second way income is transferred by public provision is through its 
financing. Suppose everybody had the same risks, and thus unit prices of 
insurance coverage were the same for all. Then the competitive market 
value of a uniformly provided public insurance entit lement would be the 
same for all citizens, and the only tax structure that would not imply 
redistribution would be a head-tax. Since all realistic forms of taxation 
imply taxes that increase with income (even when they are regressive) 
they imply redistribution. 

In an environment with both public and private provision, individuals' 
preferences over public provision levels are formed by solving a two-stage 
problem. In the first stage, individuals vote and decide by majority rule on 
the level of public provision of health care. In a second stage, they take 
the public provision as given and decide if they want to supplement it by 
participating in the private health insurance market. If the individuals 
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participate in private markets they also have to decide how much 
additional insurance to purchase. The result of this process turns out to 
be simple: individuals compare the price of private insurance and the tax 
price of public insurance. If a taxpayer has high morbidity or low income 
then her tax price is lower than the price of private insurance. This 
taxpayer will vote in favor of some positive amount of public provision 
and, in fact, she has a desired or 'bliss' level of public provision 
determined by her demand for insurance, which is a function of her 
income, morbidity and tax price. On the other hand, a taxpayer with high 
income or excellent health will have health care tax prices that are higher 
than the private insurance prices. This taxpayer will prefer to use only the 
private sector, and consequently will vote for no public provision. 
Alternatively, if these voters have some health care specific altruism they 
will not oppose some minimal package of publicly-provided health care 
benefits to the poor, but for themselves they will prefer using only the 
private sector. This model has an equilibrium: the median level of public 
coverage desired. 

Despite this median voter flavor, the result differs from traditional 
median voter models. First, all individuals with high tax prices vote for 
zero public provision. Assuming these are a percent (with oc less than 50) 
of the voter population, they only need to be jo ined by 50-oc percent of the 
voters to determine a majority rule equilibrium. When all individuals have 
the same risks, and income is the only characteristic determining 
variations in the demand for health care, the median voter is in the 50-
oc percentile of the income distribution. Also, this type of equilibrium 
implies that the poorest and richest individuals in society favor a decrease 
in public health care relative to the status quo, whereas the middle class 
favor an increase. Provided the joint distribution of income and morbidity 
in the population does not have an extreme correlation between the two 
characteristics, this characterization extends to cases where populations 
are heterogeneous both in income and in morbidity. 

Another implication of this equilibrium is that the same groups of the 
poorest and wealthiest voters will vote against any attempt to ban the 
private sector. The wealthy will do so because they are better off using the 
private sector to supplement their entit lement to government provided 
health care. The poor vote against the ban because the equilibrium level 
of public service would rise if the ban was implemented (all the wealthy 
individuals are now forced to consume in the public sector, so they shift 
the median quantity preferred up) and that means the poor would be 
paying for too much health care, relative to their demand. A final 
implication of the Gouveia model is that the more progressive the 
financing of health care is, the higher the likely levels of public provision; 
in fact, regressive structures may even generate a political equilibrium 
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where the majority prefers no public provision. The regression presented 
above provides some support for that. 

5.2.2. Pressure groups. While majority rule voting can yield important 
insights into the political economy of health care, it is far from the 
whole story. We must also consider pressure groups. There is no simple 
theory of how they influence policy outcomes. The main theory of 
pressure groups is due to Becker (1983). A pressure group's success 
depends on the cohesiveness of its organization, its available resources, 
and similar characteristics of opposing groups. Such theories are as yet 
rather crude and unsatisfactory, typically assuming some kind of 'black 
box' relating groups actions to policy implementation , yet they do 
provide insights and explain facts and institutions that simple median 
voter models cannot rationalize. 

Pressure groups influencing health care policy include insurance and 
pharmaceutical companies and hospital associations. A key pressure 
group is usually the association of physicians. Such groups are already 
organized to set performance standards through peer review and to 
administer entrance requirements for practice; it is only natural that they 
should also be a force for political action. Given the dispersed nature of 
patients and many other interested parties, the ability of physicians to 
influence policy is likely to be significant. However, their objectives may 
not be clear cut. 

Physicians care about their own living standards and conditions but also 
about the quality of the health care delivered to patients. Many conflicts 
arise when physician autonomy is under threat. Most attempts at cost 
cutting have this effect and hence may meet with physician resistance. 

One safe conclusion is the need for cooperation of the medical 
profession in major health care reform. For example, founding of the 
National Health Service in Britain became possible only after the British 

I I 
19 Austen-Smith (1993) discusses problems with this approach and surveys models where pressure 

groups rely on money (campaign contributions) and the strategic provision of policy-relevant 
information. 

20 Feldstein (1983) gives a broad overview of pressure group activity in the US health sector. Wilsford 
(1991) contrasts the power of physicians' associations in France and the US. The immediate 
legislative targets of physicians' pressure groups are reminiscent of the monopoly-union model: 
increase demand for their output (increasing the generosity of the standard benefits package 
provided by government), increase the price and reduce the quantity of substitutes (oudawing 
'alternative medicines' or refusing the licensing of foreign medical graduates), decrease the price 
and increase the availability of complements (prolonging training and residency requirements, 
favouring subsidies to the education of auxiliary manpower), and limit increases in supply (limiting 
admissions to medical schools; subsidizing medical schools rather than students direcdy, since that 
would force schools to compete for students; at present most medical schools face excess demand). 
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Medical Association agreed to drop their objections (see Webster, 1988). 
When Aneurin Bevan, the architect of the British NHS, was asked how he 
managed to persuade the BMA to sign on to the reforms, he replied in 
characteristic style with 'I stuffed their mouths with gold' (Abel-Smith, 
1964). It remains to be seen whether substantive health care reform in the 
US is politically feasible without the full cooperation of the American 
Medical Association. 

5.2.3. Public sector and constraints on health care consumption. If health care 

markets were completely absent, public provision would not only provide 
a lower bound on health care consumption, but also an upper bound. 
Implicit in all public health care systems are rules that dictate to how 
much care an individual is entitled. Even though most societies accept the 
need for a lower bound, creating a ceiling is more controversial. 

Perhaps the key concern which can lead to pleas to restrict market 
alternatives is the apparent difficulty for private markets for health 
insurance in overcoming a tendency to overconsumption. In public 
health care systems, these problems seem less severe because control 
through public budgets creates a set of shadow prices that constrain 
consumption. We discuss some specific examples in Section 6.1. 

Supplementation and opting out do not seem intrinsically to affect the 
integrity of public systems. Indeed one could argue that both result in a 
more efficient outcome: those who opt out and purchase supplementary 
insurance contracts reveal that they are better off and there is no obvious 
route by which others suffer. This argument might hold even if the private 
market works quite inefficiently. 

Even so, many countries try to limit how much individuals can 
supplement their public sector allocations. One can think of two 
arguments for this. The first is fairness. People may believe in a ceiling 
for individual health care to prevent too much inequality in access to 
health care. The second argument is that there is some kind of pecuniary 
externality from private health care consumption. If some inputs are 
scarce and used excessively by the private sector, then the cost to those 
who use the public sector alternative will rise and reduce the level of 
public services enjoyed there for a given budget. However, some kind of 
compensatory tax on private insurance would often be better than a 
binding ceiling on health care levels. 

Similar to allowing individuals to opt out is the creation multi-tiered 
public health systems, abandoning a universal standard. One way to bring 
this about is to create a pricing scheme within the public sector, as in 
Denmark where about 5% of the population receives (and pays for) 
higher-quality health care from the public sector (see Casparie et al, 
1990). Such a scheme has similar effects to allowing individuals to use 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


242 Timothy Besley and Miguel Gouveia 

markets. However, it tends to push the government to subsidize more 
than just the most basic health care package. 

The political economy of multi-tiered public sector schemes has not 
been much discussed. How redistribution via the public sector would be 
affected would depend on the details of how each tier was structured. It 
does create the possibility of reducing the quality of care enjoyed by the 
poor, while allowing the middle classes to continue to use the public 
sector and for the system to remain basically one of public provision. 
Given the strains on public budgets, finding schemes to differentiate 
levels of coverage within the public sector and allowing opting out either 
into higher (paying) tiers in the public sector or by buying supplementary 
coverage or insurance seems quite likely. This may be the only way in 
which commitment to universal access will be maintained in the face of 
more complex technologies and other facets of rising costs. 

5.2.4. Public versus private delivery. The second area in which the role of the 
market has been debated in public health care systems is in delivery of 
care. This constitutes the main dimension of difference between 
predominantly public health care systems in the OECD. Recent concerns 
about the costs of public health services has led to calls for greater use of 
markets in delivering health services. We discussed some of the relevant 
evidence in Section 3.6. 

Type III systems have traditionally used both public financing and 
delivery of health care. However, in the 1980s many began privatization. 
These reforms aim to move towards a type II system. While the difficulties 
of securing universal coverage through the private sector favor some kind 
of universal public health insurance scheme, the case for public supply of 
health care seems weaker. Moreover, the advantage of type II systems 
seems to stem from having more competition in the supply of medical 
services. On the other hand, there is no widely accepted evidence showing 
that direct public provision is any less efficient. One possible rationale for 
public supply might be if the kinds of hands-on management of health 
care that it enable reduced moral hazard problems. As yet, there is scant 
evidence of this. 

It is hard to provide an economic rationale for public supply of health 
care; yet it is understandable that governments are nervous in moving 
away from such systems. Procurement through the private sector will tend 
to begin, therefore, with contracting-out services such as laboratory tests 
and routine examinations whose quality can be easily monitored. 
Although movement towards a wholesale privatization of health care is 
a major step when socialization has been accepted from many years, it is 
in tune with broad international trends for a greater role for the private 
sector. Whether increased efficiency is real or perceived is not yet clear. 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


Health care 243 

Nonetheless we anticipate that such trends will continue, suggesting a 
process of convergence to type II health systems which have public 
financing and private supply of health care. 

It should be noted that type II systems have also wrestled with cost 
containment. Type II systems tend to use strict market regulations on 
prices and technologies. One should not equate market provision with free 
market provision. If anything the t rend appears to be away from this. 
Government insurance schemes face the same moral hazard problems as 
private insurance. Neither doctors nor patients face market prices. If such 
schemes do appear to been able in many cases to manage costs, it may be 
because of their ability to place ceilings on t reatment available in the 
public sector. Public sector provision, unlike most health insurance in the 
US, can credibly limit the frills that individuals obtain in their health care 
purchases. 

6. Health care reform in practice 

This section fleshes out our discussion by specific examination of 
international experience under three headings: cost control, increasing 
competition, and universal access. Universal access lies at the heart of 
reform proposals in the Clinton plan in the United States, and in the 
Dekker reforms in the Netherlands. 

6.1. Alternative approaches to cost containment 

There are broadly three ways to directly control health expenditures: 
controlling prices, controlling quantities and controlling total expendi­
tures. 

6.1.1. Setting a fee schedule. In Japan the government sets a uniform national 
fee schedule.2 1 This schedule not only regulates the costs of health care 
and assures uniformity of quality in the provision of care to the entire 
population, but also influences relative prices. In particular, the system 
rewards less-expensive ambulatory care by general practitioners and 
penalizes in-patient care. This is both an effective cost control strategy and 
the result of a political equilibrium where the general practitioners 
dominate the Japan Medical Association. The JMA also supports quantity 
controls such as capping the number of hospital beds. The success of the 
Japanese health care system is thus the result of a political equilibrium 
where the dominant forces had a vested interest in cost control. 

21 This discussion is based on Ikegami (1991). 
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The US public sector has also experimented with cost containment for 
the Medicare programme using prospective payment schemes such as 
Diagnosis Related Groups (DRGs). The success of these in curbing costs is 
still debated (see, for example, Scheffler and Nauenberg , 1991). 
Traditional systems of payment for physicians' services unde r Medicare 
were at rates deemed to be 'customary, prevailing and reasonable' . The 
use of relative value scale (RVS) payments try to tie re imbursement 
directly to work effort, overhead and malpractice insurance premiums. 
Such rates are set centrally by Congress and seem to parallel the kinds of 
cost containment measures used elsewhere in the OECD. 

6.1.2. Controlling quantity. French governments have pursued an aggressive 
policy of cost-containment relying on rigid quantity controls. The policy 
includes limiting the number of medical students, the 'Numerus Clausus', 
and limiting hospital capacity, which must conform to the national plan, 
the Carte Sanitaire, which includes private hospitals. Public hospitals are 
also constrained by global budgets. Good capacity and technology 
management may be the reason why the relative price of French health 
care fell in the 1980s. 

6.1.3. Setting overall budgets. Germany has recently experimented with setting 
global budgets: the 'Bayern-Vertrag' (see Casparie et al, 1990, and Hurst, 
1992). This was a contract between the Bavarian State Association of 
Sickness funds and the state physicians' association in 1979. The contract 
set limits to the overall growth of health care expenditures, but allowed 
physicians' costs to exceed the target growth rate if there were savings in 
excess of the target in other areas controlled by physicians, such as, 
hospital referrals and pharmaceutical consumption. The short-run impact 
of this contract was a reduction in the growth of these two expenditure 
categories and a higher than average growth in physician's costs. Overall 
expenditures grew less in Bavaria compared with the average for West 
Germany. However, the following years expenditure grew in Bavaria 
above the German average, with no obvious savings in costs. 

This experiment does not seem to be well known in the US, where 
there is talk of global budgets as a potential tool to use in health care 
reform. Many economists would have predicted the ineffectiveness of 
such a policy, vulnerable to standard free-riding arguments: a policy 
needs to give incentives at the individual level to be effective. 

O n the provider side, there is also increased reliance on the idea of 
physician as gate-keeper. In the UK each citizen has traditionally been 
allocated to a physician with an associated capitation fee. This contrasts 
with the fee for service orientation of the US and Canada. Many countries 
are moving towards a capitation system, a characteristic of recent German 
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and Dutch reforms. The main advantage of this system is that it removes 
the incentive for physicians to overprescribe treatments to patients. It may 
help combat moral hazard and also give physicians an incentive to find a 
cost-minimizing method of treatment. 

6.1.4. Co-payments. Finally, the increasing reach of co-payments appears to 
be a method of trying to implement cost controls. This is central to the 
recent German reforms and a creeping feature of public health systems 
worldwide. There is no certainty that this will reduce medical costs. 
However, it certainly sensitizes the public to costs in a way that free 
provision does not. Some health care systems, as in France, have long 
required co-payments by patients. Others, as in the UK, Canada and 
Scandinavia have basically relied on free provision. We predict that co-
payments will become an increasing feature of the landscape.22 

6.2. Competition and contracting out 

Another trend in recent reform is trying to inject greater competition into 
health care provision even in predominantly state systems. For example, 
the 1992 German reforms emphasise the importance of allowing sickness 
funds to compete for patients in terms of the costs and quality of 
insurance that they offer. Similar ideas lie behind the Dutch reforms and 
the notion of Managed Competition in the Clinton plan discussed below. 

Another aspect of competition is on the provider side, as in recent 
reforms in the UK where the National Health Service (NHS) had 
traditionally functioned under centralized budgets dictating health care 
priorities. Recent reforms following the White Paper of 1989 have 
emphasised decentralization and greater freedom for health care 
providers to contract. Previously state-owned hospitals have, in many 
cases, been reconstituted as trusts that are free to contract with providers 
to find least-cost methods of health care provision. Similar reforms for 
General Practitioners have also been instituted. Blomqvist (1994) argues 
that the Thatcher reforms in the UK provide a useful blueprint for the 
Canadian health care system currently facing cost cutting pressures after a 
decade of rising public expenditures. 

6.3. Guaranteeing universal access: US and Dutch reforms 

6.3.1. The Clinton plan. Nowhere in the developed world is the sense of a 
crisis in the state of health care provision more keenly felt than in the 

Evidence from the Rand health insurance experiment (Manning et al, 1987) found evidence of 
sensitivity of consumers to co-insurance rates in private insurance contracts. 
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United States. The debate is fueled by the twin evils of accelerated 
increases in costs (Tables 1 and 2) and the high levels of health insecurity. 
Previous attempts at health care reform garnered little political support, 
perhaps because the middle class was broadly satisfied with a system based 
on private health insurance, for the most part provided as part of 
compensation from employers. However, the problems accumulated, with 
the number of uninsured growing to 39 million people (15% of the 
population) in 1992, with the number who are uninsured at some time 
during the year being estimated at three times larger than this (Economic 
Report of the President, 1994, Chapter 4). Also important was the general 
economic downturn that began in 1990, with its attendant industrial and 
corporate restructuring in which the middle classes appeared much more 
vulnerable to sacking and unemployment. The costs of insurance linked 
to employment thus became particularly apparent to white-collar 
workers. This helped to shift the debate about health care reform 
from one about redistribution (to the poor and aged) to thinking more in 
terms of social insurance. Increases in health care premiums for those 
employed were also leaving take-home pay stagnant (Economic Report of the 
President, 1994, Chapter 1). Health care reform became a serious part of 
the political agenda. 

President Clinton followed with his Health Security Act. Its major 
provision is its universal coverage of all citizens irrespective of employ­
ment changes or previous conditions. Coverage implies a package of 
minimum benefits, including hospital care, emergency services, ambula­
tory care, diagnostic tests, hospice and home health care, and 
prescription drugs. The programme also includes free preventive care 
such as immunizations. The following outlines the main features of the 
plan. 

Businesses would be mandated to provide health insurance for all 
employees and citizens would get a national health identification card 
entitling the bearer to the standard package of benefits. All businesses 
with less than 5,000 employees would enroll in regional health-care 
alliances, and pay 80% of the health insurance premiums, the other 20% 
being out-of-pocket. These alliances, covering geographically non-
overlapping areas, would serve as brokers between consumers on one 
side and insurance companies and care providers on the other. Alliances 
would also help to deal with underinsurance problem by providing 

There are three sources of health insecurity due to labour market volatility: loss of health 
insurance during unemployment; uncertainty about the quality or even availability of health 
insurance when the unemployment spell finishes; and the danger that a 'previous' condition 
might develop during the unemployment period, effectively eliminating possibilities of future 
coverage. In addition to these, there are the problems of job-lock mentioned before. 
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insurance to unemployed and those low-income households currently 
covered by Medicaid. The elderly and retired currently covered by 
Medicare would be integrated in the system at a later stage. Large 
corporations with more than 5,000 workers could also elect to participate 
in corporate alliances. A National Health Board would be responsible for 
cost control, overseeing the health care system and imposing global limits 
on the growth of health care expenditures, mainly by limiting the increase 
in premiums. 

The plan is a serious effort to bring the US into line with the rest of the 
OECD. Given the history of the US system and the relatively wide freedom 
of choice that insured consumers have enjoyed, there is understandable 
scepticism about many aspects or the plan. There are also economic 
anomalies, the most obvious being the use of employer mandates to 
finance insurance. The redistributive implications of the plan are also 
significant. Even if the American public is ready for some kind of health 
care reform it still remains to be seen how far they are willing to go in 
making access to health care for the poor more generous than it has 
traditionally been (for further discussion of US reforms, see Cutler, 
1994a). 

6.3.2. The Netherlands and the Dekker health care plan. Table 5 shows that during 
the 1980s there was a drop in the health insurance coverage of the Dutch 
population. This case is interesting because the Netherlands was the only 
wealthy country, apart from the US, where a significant portion of the 
population (about 30%) was not subject to compulsory insurance (for 
acute risks) and where private insurance was frequent. The fall in public 
coverage may thus be associated with an increase in the number of 
un insured individuals. Even though the details and the targeted 
populations are different, the Dutch situation does have some parallels 
with the current status quo in the US. 

The Dekker-inspired reforms underway will solve this problem by 
making insurance compulsory. The main features of the Dekker plan are 
as follows.2 A basic insurance package covering essentials should be 
introduced and made compulsory for everyone. Legal measures should 
be taken to outlaw exclusion of patients with pre-existing conditions from 
health plans. A supplementary package should be made available on a 
voluntary basis, covering deductibles and co-payments. Insurers would 
receive per capita budgets from central fund which depended on an 
individual's age, gender and health status. Insurers should act as 

This description draws heavily on Kirkman-Liff (1994). 
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intermediaries between suppliers of health care and patients, and 
compete for patients on the basis of premiums charged. 

For the Dutch, this involves a more decentralized and market-oriented 
system than they have traditionally used to provide and finance health 
care. It also deals with the problem of incomplete insurance coverage. 
Essentially, the Dekker program amounts to a health voucher, together 
with regulation ensuring the voucher is enough to meet the basic health 
needs of the population. 

7. Concluding remarks 

Designing systems for the delivery of health care is an issue of immense 
significance. While we believe that there is broad social agreement to 
provide some non-trivial level of health care to every citizen, the diversity 
of systems for doing this bears witness to the fact that there is litde 
agreement across countries about the right way to achieve this. On the 
other hand, there is some evidence of convergence towards type II 
systems. This probably reflects three main benefits of such schemes. 

First, market failure problems that result in individuals living without 
insurance are eliminated and access to some basic level of care is 
guaranteed. This is the main advantage of type II and type III systems over 
type I. Second, the government can set overall goals for health care 
achievements that are reflective of prevailing social norms and try to see 
that the basic package is provided with reasonable efficiency. This 
happens in both type II and type III systems. Third, however, is the use of 
competition in supply in type II systems, which sets them apart from type 
III systems. There is a perception that procurement in private markets can 
enhance efficiency by increasing competition. While it is true that the 
theoretical argument for direct government delivery of health services in 
advanced countries is rather weak, the data have yet to show that such 
moves have borne fruit, if efficiency improvements are the objective. 
However, it may be too early to tell. 

An alternative interpretation of recent history is to see the health care 
debate as predominantly a response to underlying redistributive 
implications of public health care precipitated by two factors. First, 
technological change that makes costly new treatments available. Second, 
Baumol's argument that, unless the health sector finds ways to become 
less labour-intensive in future, productivity growth in other parts of the 
economy will inevitably raise the cost of providing a given level of health 
care. Put together with the fact that so much expenditure on health care 
is redistributive, from rich to poor and from healthy to sick, the spectre of 
rising costs presents a huge challenge to the current social equilibrium. 
First, it strains the generosity of those who are financing the transfers 
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implicit in public health care. Second, if the marginal cost of public funds 
is increasing, the efficiency cost associated with a given sized public sector 
will also be increasing with time. Neither would be ingredients in a recipe 
for social harmony. 

Calls to cut public budgets can be interpreted not so much as the 
product of the pursuit of efficiency, but rather as reconsideration of 
obligations to others. The real question for political economy is then to 
unders tand the sustainability of systems that are based on the socialization 
of health care. Such systems overcome the main problem of reliance on 
private financing, that of guaranteeing access to insurance. The current 
US health care debate stems in part from the growing problem created by 
the uninsured. Most other OECD countries (the Netherlands being the 
main o ther exception) have dealt with this problem successfully. 
However, the route that they have chosen tends to set access to health 
care at a high level (perhaps suggestive of Usher 's median voter 
approach) . It is the latter that would seem most at threat. Calls to create 
multi-tier public systems and to encourage opting out of the public sector 
may be implicit ways of preparing the way towards reducing the costs of 
serving the poor. The US social equilibrium has traditionally taken it for 
granted that the poor deserve less health care than the middle classes. 
The central task for public health care systems will be to see whether they 
can sustain traditional levels of generosity given the technological changes 
that appear likely in future. One should not forget, however, that 
improvements in health and other technologies will not make future 
generations worse off. Our children may have more to spend on all goods 
and services, as well as enjoying better health. It is deciding how to share 
the burden of providing the less fortunate with health care that will 
challenge them, just as it challenges us now. 

Discussion 
Jacques Dreze 
CORE, Louvain la Neuve 

It is a pleasure to comment upon this well-written, instructive paper - a 
gentleman's paper, I would say - which provides non-specialists like me 
with a thoughtful critical overview of the OECD experience in medical 
care provision, and of some of the theoretical literature, in particular on 
the political economy of the subject. As a non-specialist, I will present my 

I thank Maurice Marchand for stimulating comments about health economics, over the years and in 
particular on the single day available to evaluate the Besley-Gouveia paper. 
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own conclusions regarding the central issues of health care provision - in 
terms somewhat bolder than could be used by more informed authors. By 
organizing the issues differently, I may help readers reach their own 
conclusions. I will also react to a distinctive bonus of the paper, namely its 
'political economy' dimension. 

Prior to that, I recall two clarifying premises. The first is the Baumol 
(1993) 'clarification': the share of GNP devoted to health care is rising 
because labour productivity growth in that sector1 lags behind the 
average, whereas the price elasticity of demand is rather low. Health's 
share in spending will continue to rise while these features persist, and 
this alone is no cause for distress. 

A second clarification comes from the 'value-of-life' literature (see, e.g. 
Jones Lee, 1982). Although it might be claimed that a person's life has 
unbounded value, the demand for safety is definitely bounded and 
amenable to standard utility analysis. Just as the finite willingness-to-pay 
for safety provision dispenses us with ontological soul-searching about the 
value of life, a finite willingness-to-pay for health-care provision enables us 
to conduct our economic analysis without distinguishing the nature of the 
goods. This helps focusing our attention on the genuine specificities. 

I come away from reading Besley and Gouveia comforted in the 
conviction that the relevant specificities of health-care provision are 
indeed those recognised by economists under three headings, for which 
they have coined technical names: adverse selection, moral hazard and agency. 
Nor am I artificially pulling the medical universe into the tiny confines of 
the economist's toolbox: the concepts of adverse selection and moral 
hazard were introduced (Arrow, 1963) precisely to study the provision of 
medical care. I will deal successively with adverse selection, claiming that 
the problem thereby raised admits a natural and largely accepted 
solution, then turn to the combination of moral hazard and agency, 
claiming that the associated problems are unresolved and deserve priority 
attention. 

Adverse selection 

Any person's state of health tomorrow is uncertain. The uncertainty is 
greater, the more distant the future 'tomorrow' and the less is known 
about the person's health today. Risk-aversion and the positive association 
between health and earning ability make the case for insurance 
overwhelming. Unfortunately, medical insurance is plagued with adverse 

1 The relevant productivity measure includes the training of medical personnel as well as its activities, 
the development of drugs as well as their production, etc. 
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selection, which makes voluntary individual insurance inefficient. Non­
discriminatory rates induce persons of poor health to over-insure. 
Accordingly, insurance companies introduce health tests and discrimina­
tory rates. There is no insurance against either unfavourable test results or 
recognised deficiencies at the time of seeking insurance (as in the case of 
a formerly dependen t person who becomes self-standing) or of renewing 
insurance (when a policy terminates). 

There is one, and only one, solution to this problem: universal access to 
medical insurance on terms independent of health status, in its simplest and 
fullest form achieved by automatic (compulsory) inclusion of every 
person in a nation-wide insurance scheme. (Though independent of 
health, the terms may depend for instance upon income.) 

As noted by the authors, the possibility of 'opting out ' of a scheme 
indirectly destroys the non-selective feature, by increasing the average cost 
of those remaining in the pool. It is accordingly difficult to devise non­
selective schemes which are not universal. Compulsory coverage for broad 
groups (employees of large organisations, veterans, . . . ) comes more or 
less close, up to well-known shortcomings also noted by the authors. 

Universal coverage can in principle be operated on a cost-covering 
basis. The resulting non-discriminatory rates may not be affordable by all. 
Free access for low-income groups cannot be justified on grounds of 
overcoming adverse selection. By recognising health as a 'primary good', 
the approach to the theory of justice followed by Sen (1985) and Rawls 
(1971) would provide a convincing justification. No distributive argument 
is required to justify non-selective coverage of persons with recognised 
deficiencies. The 'efficient insurance' argument is fully applicable, when 
designing the system for a partly unknown population (the as-yet 
unborn ) . This is pure ex ante efficiency. On that score, I do not follow 
the authors when they write (under 2.2): 'discussions about health care 
are inseparable from redistributive polities'. 

Moral hazard and agency 

The discussion of adverse selection applies verbatim to the related field of 
pensions, and provides the basic answer there. Regarding health-care 
provision, the discussion is incomplete, due to the additional problems of 
moral hazard and agency. Uncertainties surrounding health status are 
compounded by those surrounding the cost of care (to restore health or 
alleviate discomfort). If medical insurance stipulated lump-sum compen­
sations based on objective diagnosis (as in the case of accident insurance), 
the moral hazard problem would be limited to the preventive side 
(insured persons expend less effort in forestalling hazards). But medical 
insurance stipulates care, whatever the cost. When there is an element of 
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subjective judgemen t in deciding what care to provide in a given situation, 
insurance breeds overconsumption, and moral hazard affects ex post costs 
as well as ex ante prevention.2 

The resulting problem is further complicated by the agency problem: 
what care should be bought is largely decided by a third party (or agent) , 
typically a medical doctor. The fact that the agent does not bear the cost 
of prescribed treatment is again conducive to over-consumption. When in 
addition the agent collects that cost as his or her own fee, the problem is 
acute. Because the patient is insured and largely uninformed, the patient 
cannot monitor the agent. Here lies the crux of the unresolved problem of health 
care provision. 

This points to the desirability of either some form of cost-sharing or 
direct monitoring of delivery, or both, to improve the efficiency of the 
system. The benefits from such measures come mostly in the form of cost 
containment3 , less overconsumption, less overinvestment in expensive 
equipment , and more efficient technological choices. The aim is to bring 
economic calculus to bear on the delivery of health care - an ambitious 
aim, indeed, but a central one. 

To this crucial issue, the paper devotes relatively little space. The 
authors note that privatization reduces neither the share of health care in 
GDP nor its relative price, concluding that 'it is hard to argue for 
privatization as a strategy for cost containment ' . This is not surprising 
since the nature of the problem is the same for a private insurer as for a 
public insurer - namely moral hazard and agency. The basic inefficiency 
is rooted in the behaviour of patients and medical agents, no t in the 
behaviour (incentives) of the insurer. We know from experience in 
related fields (like automobile liability) that private insurance provision 
can be grossly inefficient (as evidenced by substantial loading factors and 
slow adoption of Pareto-efficient contracts). 

To do justice to the general topic of moral hazard and agency, and to 
the respective merits of specific approaches, would deserve a separate 
paper. This is clearly the area where innovative research - theoretical and 
experimental - is most needed, and promising. 

Cost-sharing and monitoring 

Cost-sharing is amenable to some analysis with techniques of optimal 
insurance. Leaving aside the agency aspect for a moment , I repeat that 

2 An estimate of the welfare costs of this over-consumption, based on the Rand Health Insurance 
Experiment, can be found in Manning et al (1987) . It amounts to some 25% of actual 
expenditures, for the services covered by the experiment. 

3 Enhancing quality of health care is also at stake, but less predictable. On the whole, it is a weakness 
of the material reviewed by Besley and Gouveia that it does not say much about quality of care. 
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the moral hazard problem has two dimensions: underprevention (too 
little effort by the patient to reduce hazards) and overconsumption (too 
little effort by the patient to contain the costs of t reatment) . These two 
dimensions are labelled 'self-protection' and 'loss-reduction' in the 
insurance literature. It is interesting to note that optimal insurance takes 
very different and almost opposite forms in the two cases: under moral 
hazard on self-protection, optimal insurance calls for full coverage after a 
constant deductible; under moral hazard on loss-reduction, it takes the 
form of full coverage u p to some fixed amount , followed by cost-sharing 
thereafter.4 The latter conclusion rests on a special assumption, however, 
and does not seem relevant to health insurance. 

Starting from a model used in Besley (1988), and looking at total 
expenditure on health care for a given diagnosis, I conclude (Dreze 1994) 
that an optimal insurance contract should - to a first approximation -
discourage overconsumption by means of deductibles related to the 
diagnosis. More precisely, the deductible should be proportional to 'one 
plus the elasticity of health-care demand with respect to insurance 
coverage'. Although empirical information about that elasticity is scanty -
see Manning et al (1987) - the prescription is intuitively logical, and 
potentially applicable to broad classes of expenditures. At least, the result 
suggests the possibility of operational extensions of the analysis of optimal 
insurance. 

As a short speculative digression, I remark that optimal insurance 
theory starts by pooling all the risks faced by a household (fire, liability, 
hea l th , . . . ) and then defining a single contract covering them jointly. (For 
instance, where a deductible is optimal, it should be a single deductible 
applied against all risks.) It would be interesting to investigate what 
benefits might be reaped by pooling health insurance with other forms of 
insurance. 

Bringing in the agency aspect raises two issues. The first is the 
desirability or 'supply-side cost-sharing', the second is monitoring. Some 
(moderately conclusive) discussion of the respective merits of demand-
side versus supply-side cost-sharing is offered by Ellis and McGuire (1993). 
I unders tand that supply-side cost-sharing is a new avenue currently being 
explored in different countries and worthy of further research. A natural 
open question concerns the application of optimal insurance schemes to 
supply-side cost sharing. 

Monitoring medical agents (doctors and hospitals) requires information; 
modern information technology will help. The quality of information 

4 See e.g. Winter (1992). Additional assumptions are used to establish the second proposition; the 
assumption of a 'monotone likelihood ratio' is questionable in the case of health insurance. 
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(about historical costs given diagnosis) is better if it bears on all the 
activities of given agents: if a doctor treats patients affiliated with twelve 
organizations and these do not pool data, the basis for monitoring the 
doctor is diluted. O n the other hand, if doctors (or hospitals) work 
exclusively for patients affiliated with a single organization, the choice of 
doctors open to patients is proportional to the size of the organization. If 
monitoring is more effective in smaller organizations, something like an 
optimal size of health insurance or maintenance organizations should 
emerge. Optimal size, would aim at a proper balance between information, 
choice and monitoring. 

In closing this main part of my discussion, aimed at bringing the key 
efficiency issues into sharp focus, I note that the problems identified here 
apply also to two-tier schemes: non-selective (though not universal) 
coverage is required to cope with adverse selection at the higher tier(s) as 
well. This contradicts the idea of voluntary individual participation in 
higher tiers, and suggests group insurance as a natural compromise. 
Precisely where the line should be drawn between successive tiers is in 
principle amenable to analysis along the lines of public goods with 
exclusion. This, however, is easier said than done. 

Political economy 

The political economy discussion occupies the centre stage of Section 5 
devoted to public provision. It rests mostly on majority voting mini-
models, with frequent reliance on single-peaked preferences related to 
income. The redistributive dimension therefore receives much attention. 
When the distribution of voter preferences is symmetrical, the median 
voter preferences are also average preferences, so that normative (public 
goods) recommendat ions and political economy predictions coincide. 

The empirical relevance of voting models is not tightly documented in 
the paper, and I wonder whether that would be possible. (Again, this 
would call for a separate paper.) The presumption that democratic 
political decisions may tend to reflect median-voter preferences has 
undeniable appeal. But pressure groups matter in this area. The medical 
profession and the insurance industry do lobby actively. Ideological stands 
(for instance regarding privatization) also matter. Case studies of major 
political decisions would be instructive. Why did the UK recently choose 
to privatize railways rather than health care delivery? How did public 
delivery establish itself in the south and the nor th of Europe but not 
elsewhere (besides the UK) ? Will the US eventually adopt a programme 
close to median voter preferences? (If told that the median voter's first 
name is Hillary, I would w o n d e r . . . ) . 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


Health care 255 

Within voting models, the relevance of the income-redistribution 
dimension again deserves careful documentation. I ment ioned above that 
insurance should not be confused ex ante with redistribution. There is a 
further issue. In continental Europe, labour taxes are a major source of 
funding for health insurance, and these are not progressive (constant 
rates are the rule) . By raising labour costs, these taxes contribute to the 
relatively higher unemployment rates of low-skilled workers, thereby 
possibly introducing a regressive element. As noted by the authors, a 
claim that compulsory health insurance is redistributive requires analysis 
of micro data on the joint distribution of contributions and benefits across 
income classes. It is no t surprising that such data are scantier than more 
aggregative data. Where they exist, they deserve to be analysed more 
finely than through scalar measures of concentration. There is indeed 
much scope for continuing research. 

General discussion 

A number of panel members pointed out that the kinds of implicit 
insurance contracts provided by health care systems were complex, and 
varied greatly according to the type of treatment. Rick van der Ploeg said 
that insurance contracts outside the health field (such as for motor 
insurance) tended in general to be much more finely differentiated in the 
US and UK than in continental Europe, and wondered about the 
implications for health insurance. He also emphasised that substantial 
resources in many systems were devoted to mental health treatment, 
which could hardly be characterized by moral hazard. 

Guy Laroque pointed out that payments for t reatment could typically 
be made contingent on diagnosis, which helped in principle to reduce 
moral hazard. Paul Seabright suggested that it might be important to 
consider the dual role played by doctors, both as agents for the patient 
and as diagnostic agents for the state. The British National Health Service 
in its pre-reform state had often been misleadingly characterized as a 
command-and-control system, but in fact it had important characteristics 
of an optimal contractual arrangement. For example, if insurance payouts 
were to be linked to diagnosis then it was important that there should be 
no financial incentives to distort the diagnosis, so that doctors should be 
salaried rather than paid fees for service. 

Tryphon Kolintsas said it was very important in examining cost-
containment to consider the role of trade unions, since they tended 
particularly to block labour-saving technical change, a factor of special 
importance in such a labour-intensive sector as health. Paul Grout 
wondered whether there were interesting parallels to be drawn with the 
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way in which other parts of the public sector - education, for instance -
were being formed reformed across the world. 

Concluding, Tim Besley said it was important not to over-emphasize the 
insurance model of health provision. Much health care could be thought 
of as a form of Rawlsian insurance, reflecting considerations of equity, 
rather than of insurance as found in the real world. Indeed, the dilemmas 
of health care arose precisely because real-world insurance markets were 
widely felt to be particularly inadequate to deal with the many 
communitarian issues raised by sickness and health. 

References 

Abel-Smith, B. (1964). The Hospitals: 1800-1948. London: Heinemann. 
Arrow, K. J. (1963). 'Uncertainty and the Welfare Economics of Medical Care', American Economic 

Review. 
(1971). 'A Utilitarian Approach to the Concept of Equality in Public Expenditures', Quarterly 

Journal of Economics. 
Austen-Smith, D. (1993). 'Interest Groups: Money, Information and Influence', in D. C. Mueller 

(ed.): Handbook of Public Choice, Oxford: Basil Blackwell. 
Baumol, W. (1993). 'Health Care, Education and the Cost Disease: A Looming Crisis for Public 

Choice', Public Choice. 
Becker, G. (1983). 'A Theory of Competition Among Pressure Groups for Political Influence', 

Quarterly Journal of Economics. 
Besley, T.J. (1988). 'Optimal Reimbursement Insurance and the Theory of Ramsey Taxation', Journal 

of Health Economics. 
Besley, T. and S. Coate (1991). 'Public Provision of Private Goods and the Redistribution of Income', 

American Economic Review. 
(1994), 'An Economic Model of Representative Democracy', typescript. 

Blomqvist, A. (1994). 'Introduction: Economic Issues in Canadian Health Care', in A. Blomqvist and 
D. M. Brown (eds.): Limits to Care: Reforming Canada's Health System in an Age of Restraint, Toronto: 
CD. Howe Institute. 

Casparie, A. F., H. E. G. Hermans, and J. H. Paelink (1990). Competitive Health Care in Europe - Future 
Prospects, Hants, U.K.: Dartmouth. 

CBO (1992). Economic Implications of Rising Health Care Costs, Congressional Budget Office Study, 
October 1992. 

Coate, S. (1993). 'Altruism, the Samaritan's Dilemma and Government Transfer Policy', forthcoming 
in American Economic Review. 

Culyer A. J. (1989). 'The Normative Economics of Health Care Finance and Provision', Oxford Review 
of Economic Policy. 

Cuder, D. (1994a). 'A Guide to Health Care Reform', Journal of Economic Perspectives, forthcoming. 
(1994b). 'Market Failure in Small Group Health Insurance', typescript. 

Danzon, P. (1992). 'Hidden Overhead Costs: Is Canada's System Really Less Expensive?', Health 
Affairs. 

Dreze, J. H. (1994). 'Loss-Reduction through Deductibles in Health Insurance', unpublished notes, 
CORE, Louvain-la-Neuve. 

Economic Report of the President (1994), Washington D.C.: US Government Printing Office. 
Ellis, R. P. and T. G. McGuire (1993). 'Supply-Side and Demand-Side Cost-Sharing in Health Care', 

Journal of Economic Perspectives. 
Feldstein, M. (1973). 'The Welfare Loss of Excess Health Insurance', Journal of Political Economy. 
Feldstein, P. (1983). Health Care Economics, 2nd. Ed., New York: Wiley. 
Garfinkel, I. (1973). 'Is in-kind Redistribution Efficient?', Quarterly Journal of Economics. 
Goodin, R. and J. LeGrand (1987). Not Only The Poor: The Middle Classes and the Welfare State, Allen and 

Unwin. 
Gouveia, M. (1993). 'Majority Rule and the Public Provision of Health Care', University of 

Pennsylvania, CARESS Working Paper No. 93-26. 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


Health care 257 
Hall, M. A. and G. F. Anderson (1991). 'Heal th Insurers ' Assessment of Medical Necessity', typescript, 

Arizona State University. 
Hurst , J. (1992). The Reform of Health Care - A Comparative Analysis of Seven OECD Countries, Heal th 

Policy Studies No. 2, Paris: OECD. 
Hylland, A. and R. J. Zeckhauser (1979). 'Distributional Objectives Should Affect Taxes But Not 

Program Choice ' , Scandinavian Journal of Economics. 
Ibern, P. (1990). 'T rends a n d Evolution of the Spanish Heal th Care System' in Casparie et al (1990). 
Ikegami, N. (1991). 'Japanese Heal th Care: Low Cost T h r o u g h Regulated Fees' , Health Affairs. 
Ireland, N. (1990). 'The Mix of Social and Private Provision of Goods and Services', Journal of Public 

Economics. 
Jones-Lee, M. W. (Ed.) (1982). The Value of Life and Safety, Amsterdam: North-Holland. 
Kimberly,J. R a n d J. Rodwin (1984). 'The Future of Heal th Policy: Constraints, Controls and Choices ' , 

in J. de Kervasdoue, J o h n R. Kimberly a n d Victor G. Rodwin (eds.) , The End of Illusion: The Future of 
Health Policy in Western Industrialized Nations, Berkeley: University of California Press. 

Kirkman-Liff, B. (1994). 'Heal th Care Reform in the Nether lands , Germany and the Uni ted 
Kingdom' , in A. Blomqvist and D. M. Brown (eds.) (1994). 

Laffont, J . J . a n d J. Tirole (1993). A Theory of Incentives in Procurement and Regulation, Cambridge MA: 
MIT Press. 

McKeown, T. (1979). The Role of Medicine: Dream, Mirage or Nemesis?, Oxford: Basil Blackwell. 
Madrian, B. (1992). 'Employment-Based Heal th Insurance and J o b Mobility: Is T h e r e Evidence of Job-

Lock?' typescript, MIT. 
Manning, W. G., J. Newhouse, N. Duan , E. Keeler, A. Liebowitz and M. Marquis (1987). 'Heal th 

Insurance and the D e m a n d for Medical Care: Evidence from a Randomized Exper iment ' , American 
Economic Review. 

Mueller, D. (1989). Public Choice II, Cambridge: Cambridge University Press. 
Newhouse, J. (1992). 'Medical Care Costs: How Much Welfare Loss?'', Journal of Economic Perspectives. 
Nichols, A. L. a n d R. J. Zeckhauser (1982). 'Target ing Transfers th rough Restrictions on Recipients ' , 

American Economic Review, (Papers and Proceedings) . 
OECD (1984) Tax Elasticities of Central Government Personal Income Tax Systems, Paris: OECD. 

(1993a). OECD Health Data, Paris: OECD. 
(1993b). OECD Health Systems - Facts and Trends, 1960-1991, Paris: OECD. 

Pauly, M. (1968). 'The Economics of Moral Hazard ' , American Economic Review. 
(1986). 'Taxation, Heal th Insurance, and Market Failure in the Medical Economy' , Journal of 

Economic Literature. 
(1992). 'The Normative and Positive Economics of Min imum Heal th Benefits', in P. Zweifel 

a n d H. E. Freeh III (eds.): Health Economics Worldwide, Boston: Kluwer. 
Peterson, N. (1986). 'A Public Choice Analysis of Parallel Public-Private Provision of Heal th Care ' , in 

A. Culyer and B. Jonsson (eds.): Public and Private Health Services, Oxford, Basil Blackwell. 
Phelps, C. (1992). Health Economics, New York, Ha rpe r Collins. 
Rawls, J. (1971). A Theory of Justice, Harvard University Press, Cambridge, Massachusetts. 
Scheffler, R. and E. N a u e n b e r g (1991). 'Heal th Care in the Uni ted States Dur ing the 1980's: Lessons 

for Great Britain' , in A. McGuire, P. Fenn and K. Mayhew (eds): Providing Health Care: The Economics 
of Alternative Systems of Finance and Delivery, Oxford: Oxford University Press. 

Sen, A. K. (1985). Commodities and Capabilities, Amsterdam: North-Holland. 
Stigler, G. (1970). 'Director 's Law of Public Income Redistribution' , Journal of Law and Economics. 
Stiglitz, J. E. (1974). 'The D e m a n d for Educat ion in Public and Private School Systems', Journal of 

Public Economics. 
Tobin, J. (1970). ' O n Limiting the Domain of Inequality' , Journal of Law and Economics. 
Usher, D. (1977). 'The Welfare Economics of the Socialization of Commodi t ies ' , Journal of Public 

Economics. 
Van Doorslaer, E. and A. Wagstaff (1992). 'Equity in the Delivery of Heal th Care: Some Internat ional 

Comparisons ' , Journal of Health Economics. 
Wagstaff, A. and E. Van Doorslaer (1992). 'Equity in the Financing of Heal th Care: Some 

Internat ional Comparisons ' , Journal of Health Economics. 
Webster, C. (1988). The Health Services Since the War: Volume I: Problems of Health Care: The National Health 

Service before 1957, London : H e r Majesty's Stationery Office. 
Weisbrod, B. (1991). 'The Heal th Care Quadr i lemma: An Essay on Technological Change , Insurance, 

Quality of Care, and Cost Conta inment ' , Journal of Economic Literature. 
Weitzman, M. (1977). 'Is the Price System or Rationing More Effective in Gett ing a Commodity to 

those W h o Need It Most?', Bell Journal of Economics. 
Wilsford, D. (1991). Doctors and the State: The Politics of Health Care in France and in the United States, 

Durham: Duke University Press. 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/


258 Timothy Besley and Miguel Gouveia 
Wilson, L. S., and M. Katz (1983). 'The Socialization of Commodities'', Journal of Public Economics. 
Winter, R. A. (1992). 'Moral Hazard and Insurance Contracts', in G. Dionne (Ed): Contributions to 

Insurance Economics, Dordrecht: Kluwer. 
Woolhander, S. and D. Himmelstein (1991). 'The Deteriorating Administrative Efficiency of the US 

Health Care System', The New England Journal of Medicine. 

 by guest on Septem
ber 15, 2016

http://econom
icpolicy.oxfordjournals.org/

D
ow

nloaded from
 

http://economicpolicy.oxfordjournals.org/

