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Abstract  Political conflict over the respective roles of the state and the market in health 

care has a long history. Current interest in market approaches represents the resurgence of 

ideas and arguments that have been promoted with varying intensity throughout this 

century. (In practice, advocates have never wanted a truly competitive market, but rather 

one managed by and for particular private interests.) Yet international experience over 

the last forty years has demonstrated that greater reliance on the market is associated with 

inferior system performance—inequity, inefficiency, high cost, and public dissatisfaction. 

The United States is the leading example. So why is this issue back again? Because 

market mechanisms yield distributional advantages for particular influential groups. (1) A 

more costly health care system yields higher prices and incomes for suppliers—

physicians, drug companies, and private insurers. (2) Private payment distributes overall 

system costs according to use (or expected use) of services, costing wealthier and 

healthier people less than finance from (income-related) taxation. (3) Wealthy and 



unhealthy people can purchase (real or perceived) better access or quality for themselves, 

without having to support a similar standard for others. Thus there is, and always has 

been, a natural alliance of economic interest between service providers and upper-income 

citizens to support shifting health financing from public to private sources. Analytic 

arguments for the potential superiority of hypothetical competitive markets are simply 

one of the rhetorical forms through which this permanent conflict of economic interest is 

expressed in political debate.  

Summary Propositions 

Fundamental economic principles . . . put efficient, competitive health care 

markets in the same class as powdered unicorn horn.—“Health Care without 

Perverse Incentives,” Scientific American, July 1993 

1. There is in health care no “private, competitive market” of the form described in the 

economics textbooks, anywhere in the world. There never has been, and inherent 

characteristics of health and health care make it impossible that there ever could be. 

Public and private action have always been interwoven. 

2. The persistent interest in an imaginary private competitive market is sustained by 

distributional objectives. These define three axes of conflict. 

  a. The progressivity or regressivity of the health care funding system: Who has to pay, 

and how much? 



  b. The relative incomes of providers: Who gets paid, and how much?  

  c. The terms of access to care: Can those with greater resources buy “better” services? 

3. The real policy choices fall into two categories. 

  a. The extent of use of marketlike mechanisms within publicly funded health care 

systems.  

  b. The extent to which certain services may be funded outside the public sector, 

through quasi-markets, and under a mix of public and private regulation. 

4. Proposals to shift toward more use of quasi-markets, through the extension of private 

funding mechanisms, are distributionally driven. They reflect the fact that, compared 

with public funding systems, privately regulated quasi-markets have to date been: 

  a. Less successful in controlling prices and limiting the supply of services (more jobs 

and higher incomes for suppliers). 

  b. Supported through more regressive funding sources (the healthy and wealthy pay 

less, whereas the ill and wealthy get preferential access).  

  c. Off-budget for governments (cost shifting in the economy looks like cost saving in 

the public sector). 

5. Marketlike mechanisms within publicly funded health care systems constitute a 

particular set of management tools that might be used along with other more 

established mechanisms to promote the following generally accepted social objectives: 

  a. Effective health care, efficiently provided and equitably distributed across the 

population according to need; 

  b. Fair but not excessive reimbursement of providers; and 

  c. Equitable distribution of the burden of contributions according to ability to pay; 

within 



  d. An overall expenditure envelope that is consistent with the carrying capacity of the 

general economy, or rather of its members’ collective willingness to pay. 

6. These general objectives seem to be widely shared internationally. Their specific 

content is of course much more controversial—they are fundamentally political 

statements—and, as usual, God and the devil are in the details. But the key point is that 

these social objectives have their origins prior to, and at a higher level than, the choice 

of any particular set of mechanisms for trying to attain them. They are ends; the mix 

and blend of public and private actions are means to those ends. (Markets were made 

for and by men, not vice versa.)  

7. Marketlike mechanisms, as a class, have no inherent or a priori claim to superiority 

as mechanisms for achieving these public objectives. Nor is there, to date, any 

overwhelming empirical support for their widespread use. There are a number of 

interesting examples, in different countries, of the use of economic incentives to 

motivate desired changes, and these bear close watching. But this is still very much an 

experimental technology for system management. Moreover, there are grounds for 

serious concern about negative side effects from transforming the structure of 

motivations and rewards in health care. 

8. The central role of governments remains that of exercising, directly or more 

traditionally by delegation, general oversight of and political responsibility for each 

country’s health care system. Governments are increasingly acting as a sort of 

“consumers’ cooperative” or prudent purchaser on behalf of their populations. They 

should choose whatever managerial tools seem to work best for this purpose, subject to 

the political constraints created by the fundamental conflicts of distributional interests 

detailed previously. In particular, they may delegate some parts of this role, but should 



not be permitted to divest themselves of it. In the one country where a coalition of 

private interests has prevented government from taking up this responsibility, the 

results have been spectacularly unsatisfactory. 

The proper role of governments in health systems is an ancient debate. Its longevity 

reflects the permanence of certain fundamental conflicts of economic interest among the 

different groups involved in the organization and financing of health services. The form 

and extent of government involvement, and its relation to the activities of 

nongovernmental agents, significantly affect the balance of advantage in these conflicts. 

The current worldwide resurgence of interest in the topic is driven by a number of 

different motives, covert as well as overt. There is, however, an unfortunate tendency to 

frame the issue as “government versus the market,” or “regulation versus independent 

action,” as if these were alternative, mutually exclusive frameworks for economic 

organization. Such juxtapositions grossly misrepresent the relationships among the 

various institutions and actors composing modern health care systems.  

State and private institutions have always interpenetrated each other, to the extent that 

in most national systems it is often difficult, and inherently arbitrary, to classify a 

particular institution as “public” or “private.” In reality, there is a continuum along the 

line from civil service at one end, to the privately owned, strictly for-profit corporation at 

the other. Most health care, in most countries, is provided by people and organizations 

that fall into neither category. The public regulatory framework (set by government) 

typically gives them much more autonomy than civil servants, while conferring both 

privileges and responsibilities that distinguish them in essential ways from participants in 

“normal” markets. 



The most obvious example of such interpenetration, so obvious that it long ago 

disappeared from the consciousness of most of those who approach health care systems 

from a market perspective, is professional self-regulation. Provider associations exercise 

the coercive authority of the state—the police power—to regulate and sometimes to 

suppress competitive behavior among their members. Even more important, they are 

vigilant in preventing intrusions into their fields of practice by unlicensed persons. This 

process goes on, one way or another, in all systems, and has very deep historical roots.  

The presumption, widely if not universally shared, is that professional self-regulation 

promotes more general social interests. There is room for considerable disagreement over 

the balance of public and private interests actually served, in general or in particular 

circumstances. But in any case, the thing happens. Public regulatory authority and 

(collective) private interest are woven together in a complex way.1 Where markets for 

health care exist, they are always managed markets. There may be, at different times and 

places, bitter political struggles over who should manage the market, but no one seriously 

questions the need for management.2 

Another example: The state confers monopoly rights, in the form of patents, on the 

developers of new drugs and devices. This blatant government interference with the free 

market is traditionally justified as encouraging further innovation: short-run costs for 

long-run gains. But the traditional story highlights the role of government in responding 

to “failure” in private markets and regulating in the public interest. Patent-holding firms 

thus prefer to speak of “intellectual property,” implying that there is some sort of “natural 

right” to exercise monopoly power (and to call upon the state to enforce it) that is prior 

to, and more fundamental than, whatever interpretation might be given to the public 



interest by the government of the day. This is legal nonsense, but can be very effective 

politics.  

So are patents regulatory interference with free markets, or simply recognition and 

protection of private property rights? Certainly, when a government tries to modify patent 

rights within its own jurisdiction, for example, by introducing compulsory licensure as 

Canada did during the 1970s, patent holders worldwide react to this as public intrusion 

into private markets. They may then be supported by their home governments, essentially 

claiming a modern form of “extraterritoriality,” backed up by a modern form of gunboat 

diplomacy.3  

Self-governing professional associations react with equivalent outrage when 

governments try to modify the (public) legislation from which they derive their power. In 

general, those who exercise and benefit from delegated public authority come to regard 

that authority as private property, and try to convince their fellow citizens to share this 

view. Whether they succeed or fail, the process makes clear the foundation of private 

property in political consensus. How could it be otherwise? 

The long and complex relationship between the state and providers of health care thus 

goes far beyond the role of public agencies as payers for care. Economic analysts, in 

particular, tend to focus on the latter as if it were the only point of contact. This restricted 

view can lead to the representation of the supply-side of health care systems in terms of 

the traditional categories of the microeconomic theory textbooks. Such an imaginary 

system may then be hypothesized to be actually or potentially “competitive,” in the full 

textbook sense, with all that that implies for the potential role of private markets. These 

representations are both analytically convenient and intellectually familiar (to 



economists)—advantages that seem to compensate for their gross inadequacies as 

descriptions of actual institutions or behavior.  

But the convenience is not only for the analyst. The pretense that the provision of 

health services either is, or ever was, or ever could be, organized along the lines of 

markets for shoes or ships or sealing wax serves to draw a veil over the activities of those 

who do in fact exercise power, and to screen them from public accountability for its use: 

“Nobody here but us competitors, all obeying the laws of the market.” Attempts to 

modify the institutional rules in order to align private activity more closely with public 

interests or objectives can then be portrayed, by those with private interests to defend or 

advance, as simply wrong-headed political meddling in an otherwise smoothly 

functioning private marketplace.  

The primary concern of this article is to identify the economic interests defended or 

advanced by the extension of private market mechanisms in health care. The companion 

article by Thomas Rice (1997) in this issue provides a comprehensive survey of an 

extensive literature demonstrating that the simple-minded application to health care of 

economic theories about competitive markets is both descriptively invalid and 

theoretically unsound. Here we consider why advocates of the private marketplace might 

continue to rely on just such analyses.  

Standard economic analyses of the market suppress its inevitable distributional 

implications. If market advocates do, in fact, have a distributional agenda, but one that is 

not widely shared, then they have an obvious interest in promoting the use of an 

intellectual framework that makes distributional questions difficult or impossible to ask. 

If that framework also yields a conclusion (valid or erroneous) that private markets are 



socially “optimal” in some technical sense (bearing no relation to the common use of the 

word), so much the better. 

Distributional questions may be suppressed in economic analysis, but they remain at 

the forefront of public policy debates. Private markets have been reduced to a subsidiary 

role in all developed countries other than the United States, largely on the basis of 

distributional concerns. This may explain why advocates of private markets tend to make 

their arguments as if the last forty years had never occurred. The issues that were 

contentious in the 1950s and 1960s are being dragged out again, with all sorts of old a 

priori arguments being dusted off, repainted, and presented as new thinking about the role 

of the private sector. 

But we have now had several decades of international experience with different mixes 

of public and private funding systems, and the broad lessons are pretty clear. In the 

developed world, a general consensus has evolved that White (1995) labeled “the 

international standard” for health care systems. Behind wide variations in detail, there is a 

broad similarity of system characteristics (White 1995: 271): 

• Universal coverage of the population, through compulsory participation; 

• Comprehensiveness of principal benefits; 

• Contributions based on income, rather than individual insurance purchases; 

• Cost control through administrative mechanisms, including binding fee schedules, 

global budgets, and limitations on system capacity.  

Although the processes may vary, there seems to have been a progressive convergence 

in both the mechanisms used for administrative management of system costs, and the 

understanding of system dynamics on which these are based. Cost control is always 

incomplete; in all countries there are powerful interest groups arrayed on the other side 



trying to promote continuous system expansion. But in all developed countries, 

Wildavsky’s (1977: 109) law of medical money (“costs will increase to the level of 

available funds . . . that level must be limited to keep costs down”) has been understood 

and acted upon through the development  

of countervailing public authority (Abel-Smith 1992; Abel-Smith and Mossialos 1994).  

 

 The turning-point seems to have come, for most countries, at some time during the 1970s.  

Figure I displays the share of GDP spent on health care, averaged (unweighted) across all the 

countries of the Organization for Economic Cooperation and Development (OECD) for which 

complete data are available from 1960 to 1996 (OECD/CREDES, 1997).  This average is 

bracketed by the experience of the United States and of the United Kingdom, as representing 

high and low-cost countries.  For the first half of the period the aggregate international cost 

experience paralleled that of the United States, with the United Kingdom becoming more and 

more of an outlier on the low side.  But since the mid-1970s the average experience is of 

substantially slower growth in health expenditures relative to GDP -- roughly paralleling the 

U.K. trend -- with the United States progressively diverging.i  From 1960 to 1976, the OECD 

average share of health spending in GDP rose 75.4 percent, or an average rate of 3.57 percent per 

year.  But over the last twenty years it has risen only 22.4 percent, or 1.02 percent per year.  

Since 1993 it has actually fallen slightly and is now just below its 1991 level. 

FIGURE I ABOUT HERE 

The United States is of course the exception to White’s (1995) generalization, 

departing in a major way from his “international standard” in both structure and 

performance. The same point was made ten years earlier by Abel-Smith (1985), 

observing that the United States was the “odd man out” among modern health care 



systems. As such, it provides an enormously valuable point of comparison for the rest of 

us. What happens if a country does not move toward a central role for government in the 

financing of health care? The decade between Abel-Smith’s observation and White’s 

review has reinforced the earlier conclusion. The United States has a health care system 

that is, by most measures, not only unique in the developed world but also uniquely 

unsatisfactory. Within the United States it may be daring (Blendon et al. 1995) or 

heretical (Lamm 1994) to question (publicly) the axiom that “America is number 1,” but 

most external observers (and some internal ones) would put its health care system closer 

to the bottom of the league tables. 

This is not to say that the health care provided in the United States is of poor quality. 

Some is, but much is excellent; some is the best in the world. And American patients 

typically express a high degree of satisfaction with their own care, as do patients in 

Canada, or the United Kingdom, or most other countries. But as a system for organizing, 

delivering, and particularly for financing health care, the American approach is, by 

international standards, grossly inefficient, heartbreakingly unfair, monumentally top-

heavy with bureaucracy, and off the charts in both the level and the rate of escalation of 

costs.6 And for all that, Americans are not particularly healthy, relative to the rest of the 

developed world.  

Yet, even though the United States maintains the institutional forms and the rhetoric of 

a private system, it has, over time, shifted more than half its health care funding to the 

public sector. By 1996, 47.0 percent of total health expenditure were reported as coming 

from some level of government (OECD/CREDES, 1997). But the tax expenditure 

subsidy for private health insurance, the failure to tax employer-paid premiums as income 



in the hands of the employee, represents an additional public contribution of nearly 10 

percent in the form of foregone tax revenue.  

This American reality, in the face of the most powerful expressions of antigovernment 

ideology, suggests that it may simply be impossible to support a modern health care 

system predominantly from private funds. One can, however, have public funding 

without comprehensive public oversight and control, at least as long as one is willing to 

put up with pretty dismal results. 

These observations are not always put so bluntly, but their substance is not in dispute. 

No serious student of health care systems, inside or outside the United States, tries to 

defend the American status quo. Indeed, American citizens have also figured this out, and 

give their system very low marks. Figure 2 combines responses by citizens of different 

countries to a standard set of questions constructed by the Harris polling organization 

(Blendon et al. 1990) with expenditure data from the OECD Health Datafile 

(OECD/CREDES 1996).7  

 

FIGURE II ABOUT HERE 

 

What is most striking is not simply that Americans expressed a relatively low level of 

satisfaction with their health care system (not with their own personal health care), but 

that they depart so markedly from the pattern found across all other countries surveyed. 

There is a surprisingly close linear relationship, among the countries that have evolved an 

institutional framework conforming to White’s (1995) international standard, between per 

capita spending on health care and the average level of public satisfaction with the health 



care system. More spending leads to more satisfaction.8 The United States is different, 

and Americans are not happy about it.9  

But for them, the international standard appears to be politically inaccessible. Managed 

care and competition have thus emerged as a sort of lateral move in response to failure 

and frustration, marketed as an opportunity for the United States to innovate and leap 

over the experience of other countries to a position of leadership: “If we cannot do what 

everyone else does, well then we’ll do something else. And it will be much better!” 

Desperation may explain the high level of enthusiasm, despite the lack of any record of 

success. The triumphs of managed care are still, as they always have been, in the future. 

 But is the future finally here?  American advocates of "the market" may well see 

vindication at last in the less rapid growth of health expenditures since 1992.  The OECD (using 

a slightly more restrictive definition of GDP than the U.S. Department of Commerce) reports that 

from 1992 to 1996, the American ratio of health spending to GDP has fluctuated in a narrow 

band just above 14 percent (OECD, 1997).  Such sustained control is unique in the record of the 

last fifty years; previous periods of stability have lasted only a couple of years before ending in 

rapid escalation.  There seems no doubt that, whatever else is going on, there has been a 

fundamental change in the dynamics of cost expansion in the United States.ii  Hair-raising 

scenarios in which health absorbs nearly twenty percent of the American GDP by the year 2000 

now look decidedly out of date, the products of another era. 

 

 But before accepting the post-1992 experience as proof that “the market”, in its current 

American form, finally offers a superior alternative for organizing health care systems, those of 

us in other countries would be wise to consider some additional observations. 

 



 First, “cost control” in the United States is at a level of expenditure nearly fifty percent 

higher, as a share of GDP, than that in the next most expensive countries.  (In per capita terms it 

is twice as high.)  And the spread between the Americans and the rest of us is still widening, 

although much more slowly now, because the average for OECD countries has begun to fall.  On 

the very narrow criterion of cost control, the American performance has improved from “much 

worse than average” to “at or slightly below average” – hardly a ringing endorsement for the 

market! 

 

 Second, this control is associated with growing restrictions on patient choice and on the 

clinical freedom of physicians, as well as an increasingly inequitable financing system.  More 

people are uninsured, while more of those who are insured find that their insurance plan dictates 

which physicians they may see, and what forms of care those physicians may offer.  Those with 

sufficient personal resources can, of course, buy their way around such restrictions; the 

distributional consequences are discussed in more detail below. 

 

 Third, while the cost control after 1992 has been sustained longer than ever before, there 

is still room for considerable doubt as to whether it represents a new equilibrium.  It has been 

accompanied by increasing public and provider unhappiness, reflected in a wave of legislation at 

the state level to regulate the various techniques that competitive health plans have used to limit 

their own outlays.  This public dissatisfaction is likely to increase markedly when the elderly 

population, until 1997 largely insulated from such restrictions by the national Medicare program 

for those over 65, discover that they, too, are now being forced into the world of competing, for-

profit health plans.  Many of them will have to give up long-standing relationships with 

providers – or pay out of pocket. 



 

 At the same time, providers who have lost both autonomy and income since 1992 are 

organizing to strike back.  Moreover a significant expansion of physician supply, and of new 

pharmaceuticals, is already beginning to emerge from the pipeline, bringing revenue aspirations 

with them.  If these can ally with an angry public, the peculiar combination of circumstances that 

supported effective cost control – through whatever set of institutions -- may dissolve as rapidly 

as it emerged.  

 

 After all, competitive “managed care” of one form or another has been around for years 

in the United States without yielding cost control, and most other countries have achieved cost 

control without such “managed care”.  There may be an element of “post hoc” fallacy in the 

presumption that the one has been the sole cause of the other.  At the very least, the question is 

still open. 

 

Thus, when managed care is offered in other countries as a compromise between public 

regulation and private action, it looks rather more like a compromise between success and 

failure. Nobody pretends that other countries do not have substantial problems with their 

health care systems. But they are typically problems that most Americans would be very 

relieved to have to face.13  

So there is a puzzle. The record of the last forty years seems to show that the United 

States took the wrong road in trying to rely on private action to organize and finance 

health care. The rest of us groped our way to what now seems to be a reasonably 

satisfactory road, albeit one needing a good deal of further work. Why, then, would 

anyone want to rerun the ancient state-versus-market debates of the 1950s? And why, in 



particular, would other countries be thinking of expanding the role of the private market, 

and importing American ideas?14 Have we gotten the military maxim backward: 

“Expedite failure, and abandon success?” 

A good part of the answer, I think, lies in the loose use of we. It implies a commonality 

of interest, suppressing the rather obvious fact that choices with respect to health care 

finance, as with any other aspect of public policy, have significant distributional 

consequences. Some gain, and some lose, and the gains and losses can be very large.  

The persistence of the same old arguments over health care finance, the resilience of 

ancient policy proposals in the face of contrary experience, is rooted in the fact that the 

broad pattern of gainers and losers resulting from particular policy choices in health care 

has changed little, if at all, over the decades (Barer et al. 1994). The relative size of the 

particular interest groups is now very different, in different countries, and the stakes are 

much larger. But the interests are the same. 

Figure 3 and Equation 1 provide an accounting framework—a stripped- 

down sectoral version of the national income accounts—within which to represent the 

different interests involved. Abstracting from both international trade and changes in 

asset stocks, there is a fundamental identity linking total expenditures on health goods 

and services, total revenues raised to pay for those services, and total incomes earned 

from the provision of services:  

 

FIGURE III ABOUT HERE 

 T + C + R / P x Q / W x Z.  (1) 

 



The definition of what does or does not constitute a health service, the basket of 

commodities included in this sector, is in principle arbitrary, although in practice there is 

good agreement on the broad categories of medically necessary hospital, medical, and 

pharmaceutical services. The gray areas are many, but quantitatively pretty small (with 

the exception of institutional care of the frail elderly or otherwise disabled).  

Revenues may be raised through three main channels: taxation (T), direct charges (C), 

and private insurance premiums (R).15 Total expenditure can be factored into the unit 

prices of the various health care commodities, and the quantities of each. P and Q are thus 

vectors whose elements refer to all the different types of commodities provided in the 

system. These, in turn, are produced by combining various inputs or resources Z that are 

paid at a rate per unit W. An element of the vector W might be a wage rate, for example, 

corresponding to a type of labor input measured in hours and making up an element of Z. 

Health care goods and services are provided by various kinds of firms: professional 

practices, hospitals, government agencies, private corporations. A real exchange takes 

place between these firms and households, as the latter both receive and consume the 

products of the former, and supply the resource inputs that firms combine (i.e., 

“transform”) into commodities. The revenues received by firms for their products then all 

flow back to households as incomes, in payment for the resources provided.16  

Reference to “provider incomes” is a convenient shorthand, but introduces a source of 

semantic confusion that has become much more important as a result of the major 

changes that have taken place in the American health care system. Providers are usually 

professional persons or institutions who actually give care: doctors and nurses, or 

hospitals and nursing homes. But the W and Z in Equation 1 refer to all the resources that 



are reimbursed from health care expenditures. Total incomes earned from the provision 

of health care include, but are not restricted to, the incomes of providers.17 

They include, for example, the fees of the lawyer reimbursed by the insurer to whom 

the physician pays premiums for malpractice insurance. They also include the dividends 

(and retained earnings) of shareholders in the for-profit managed care firm that contracts 

with physicians and collects premiums from patients. To the extent that the managed care 

revolution results in lower fees, salaries, or workloads for particular caregivers, it lowers 

the incomes of providers as commonly defined. But if total costs continue upward, then 

the flow of funds through the health care system will have been redirected to benefit a 

different group of households: suppliers of managerial services and investment capital, 

marketers, accountants, and the whole administrative overhead of business enterprise. 

The components of W and Z will be rearranged—less for some, more for others, but 

taken in total, incomes earned from the provision of health care continue to increase. 

The fundamental point, however, is that the relationship depicted in Figure 3 and 

written out in Equation 1 is an identity, and must hold, as a matter of logic and 

mathematical consistency. Any change to one component must be either offset or 

balanced by corresponding changes elsewhere in the equation. 

To this identity, we can annex various side equations, or additional relationships that 

are postulated to involve components of the basic identity. At a minimum these would 

include: 

1. A health production function that links the outputs of health services Q to the health 

status of the members of the population. This relationship is both complex and 

controversial, but the very definition of health services implies that they bear a special 

relationship to health. Absent that relationship, and most of us would much prefer to 



forego the services themselves: Consuming health care is not in itself a source of 

satisfaction. 

2. A health care production function that links the outputs of services Q to the levels of 

inputs Z. Dollars do not produce services; but people, know-how, capital, and raw 

materials do. One cannot make bricks (at least not very good ones) without straw. 

3. A demand relationship linking the level of direct charges paid by users, C, to the 

level of utilization, Q. The typical assumption from the economics textbooks is that as 

C goes up, Q goes down, and indeed ceteris paribus that appears to be true. But the 

ceteris are rarely, if ever, paribus, which is why this relationship must be considered in 

the context of the overall identity. 

4. A capacity relation linking levels of service provided Q to some maximum available 

stock of inputs Z*. The inputs used and paid for at any point in time do not necessarily 

represent the full capacity of the health care system. On the other hand, there is a strong 

tendency for patterns of care to adapt so as to use up the resources available: Supply 

creates its own demand. 

The production functions need not hold as equalities; they are boundary conditions that 

place limits on the possible. But providers of care routinely assert, and often sincerely 

believe, that both of these boundaries have been reached, and also that there would be a 

high payoff in improved health from further increasing (the right form of) health care. 

The system is underfunded! Needs are not being met! Send more resources, and 

especially more money! 

Such claims are part of the political theatre in which struggles over income shares are 

played out. Occasionally they may be supported with actual examples of unmet needs; 

rarely are the boundary assumptions made explicit, let alone supported. But whatever its 



relation to “unmet needs,” more expenditure always yields an increase in incomes. (W x 

Z goes up, although the split between W and Z will depend on other factors.) This is the 

driving force behind Wildavsky’s law (1977).18 

There is, likewise, a great deal more assertion about the strength—and normative 

significance—of the demand relationship than ever appears in actual system experience. 

In fact, providers in publicly funded systems commonly advocate the expansion of direct 

charges as a way of increasing the total flow of funds into health care, implying that if 

there is any net negative effect on Q, it will be offset by corresponding increases in P. At 

the system-wide level, the evidence seems to be consistent with this view.19 In practice, 

increases in user charges serve to shift costs from one payer to another, while increasing, 

not decreasing, the total. Providers, and especially their representatives, are not 

economically naive. 

On the other hand, the direct impact of capacity on use is one of the most solidly 

grounded empirical relationships in health economics. It has been observed for hospital 

beds, physicians, and new drug products or types of technical equipment. But it is 

conditional on the availability of payment. Roemer’s law, that a built bed is a filled bed, 

abruptly ceased to hold in the United States when Medicare shifted to case-based 

reimbursement. And fund-holding general practitioners in the United Kingdom, who have 

to bear the resulting costs, seem much less willing than previously to hospitalize their 

patients. 

The side equations however remind us that we are dealing with individual people (or 

households) as well as with commodities and units of currency. Money is fungible, but 

people are not. If we simply rewrite Equation 1 in notation that provides labels for each 



of the persons, commodities, and inputs involved, it becomes obvious that the identity 

holds in aggregate, but not for any one individual. Thus, 

3i{tYi + 3j(Cj x qij) + Ri} / 3ij[Pj x qij] / 3ik{Wk x zik} …(1a)  

Here persons are indexed by i, health care services by j, and factor inputs by k. In 

addition, the taxes paid by any individual that are directed toward health care are 

assumed to be a constant proportion t of that person’s income. The user charges paid by 

an individual are the product of that person’s use of a particular commodity, qij , 

multiplied by the level of charge, Cj, applicable to that service, and summed over all 

services. The user charge will typically lie between zero and the actual price/cost Pj of 

that service, although there is no logical reason why it could not be outside that range. 

Stripping off the summations across individuals, the relationships  

in Equation 1a divide the population into two groups according to whether W x Z for a 

particular individual exceeds or falls short of both T + C + R and P x Q. The group for 

whom W x Z is higher are (net) recipients of health spending; they receive more in 

income from health care than they contribute to its financing or receive in services. The 

remainder, with low W x Z, are (net) users of/payers for care: the rest of us. 

A change in the funding arrangements for health care that increases expenditure 

(relative to what it would otherwise be) will typically be advantageous for the first group, 

and costly for the second.20 Most obviously, an increase in expenditure that takes the 

form of rising P and W, however it is financed, unambiguously transfers income from 

payers/ 

users to providers—no surprises there.  



But the user/payer group is not homogeneous; it can, in turn, be subdivided according 

to whether T + C + R exceeds or falls short of P x Q. The former can be labeled as the 

healthy and/or wealthy, contributing more to the financing of the system than the value of 

the services they receive from it. Conversely, those for whom P x Q exceeds T + C + R 

are net beneficiaries, at least financially.21 Again, any change in the sources of funding 

for a health care system will transfer income between the members of these two groups. 

Thus, one finds, for example, that people with higher incomes are more likely to favor 

greater reliance on user charges as a source of system finance, and less use of general 

public revenues. A priori it should be pretty obvious that, whereas tax liabilities tend to 

be more or less proportionate to income, illness is not. For any given level of expenditure 

on health, more will come out of the pockets of wealthier individuals if the system is tax-

financed, and less if it is user-paid. Private insurance premiums, being based on expected 

use of care, not on income level, also take a bigger share of the incomes of people at 

lower incomes.  

There are, however, two aspects to the regressivity of private insurance financing, as 

compared with tax financing. Because private insurance premiums are independent of 

income, lower-income people will have to pay a larger share of their incomes for the 

same coverage. This will be true even of a community-rated private plan, or a plan 

covering a large employee group, in which the covered pool is large enough that an 

individual’s premium does not depend upon his or her own illness experience. Tax-

financed coverage charges people in some proportion to their incomes. 

In small employee groups, however, experience rating by the insurer will imply that the 

amount of the premium will also be sensitive to extreme individual experiences. Insofar 

as today’s insured outlays are recouped by the insurer in the form of higher premiums 



tomorrow, insurance becomes, in part, a delayed user charge. This will increase the 

variance of health care costs as a share of income; to the extent that illness is correlated 

with low income, it will also increase the regressivity of the financing system. And if and 

as the labor market evolves away from large employee groups toward smaller firms and 

individual contractors, this aspect of regressivity will become more pronounced. 

 

 Empirical confirmation comes from studies in both the United States and the European 

Community.  Rasell, Bernstein, and Tang (1993) and Rasell and Tang (1994) have shown that in 

the United States the share of health spending that comes through public budgets is progressively 

distributed, taking a larger share of the incomes of people at higher income levels.  But both user 

fees and private insurance are strikingly regressive, taking a much larger share of the incomes of 

lower income people (Figure IV).iii 

 

 FIGURE IV ABOUT HERE 

 

 Moreover this pattern is particularly apparent among those over sixty-five, who are 

virtually all enrolled in the national Medicare program for the elderly.  The various deductibles, 

coinsurance rates, and exclusions in that program, and the corresponding private "Medigap" 

insurance market, produce a highly regressive financing structure even for this universal public 

program.  

 

 Similar findings emerge from the large-scale ECuity project directed by van Doorslaer, 

Wagstaff and Rutten (1993), a detailed empirical study of the pattern of distribution of health, 



health care, and financing burdens across income classes in the countries of the European 

Community, as well as the United States. They conclude: 

 "The two countries with predominantly private financing systems -- Switzerland and the 

US -- have the most regressive structures overall.  This is scarcely surprising in view of 

just how regressive private insurance and out-of-pocket payments are when used to 

finance such a large proportion of health care expenditures for such a large proportion of 

the population.  The group of countries with the next most regressive systems are the 

countries operating the so-called social insurance model,...countries which...rely mainly 

on tax-finance...have the least regressive financing systems. (p.44)"     

 

 But while "...out-of-pocket payments tend to be a highly regressive means of financing 

health care..." (p.42), the impact of private insurance is more nuanced.  Private insurance that is 

purchased as supplementary cover in a more or less universal public system appears to be a 

"luxury" that is more commonly bought by people with higher incomes; such payments are thus 

progressively distributed.  But if, as in the United States, private insurance is purchased by a 

large proportion of the population because public coverage is restricted or non-existent, the 

distribution of its costs is highly regressive.  Private coverage for deductibles or copayments in 

the public system tends to be progressive or regressive depending upon the scale of such charges.  

In general the larger the user charges and the more people who must pay them, the more 

regressive are the costs of private insurance to cover them.      

 

 These observations form the empirical context for proposals for "reform" of financing 

systems; the identity provides the underlying algebra.  In Equation 1a, if one holds total 

expenditure constant and makes offsetting changes in t and C, those whose share of total income 



exceeds their share of total health expenditures (either because their incomes are large or because 

their expenditures are small) will gain more from tax reductions than they lose from increased 

user charges (Evans, Barer, and Stoddart 1994).23 And these are the people who then advocate, 

on various grounds and through a multitude of channels, increased reliance on “private” funding 

(Barer et al. 1994). 

Several attempts have been made over the years to confuse this essentially 

straightforward distributional issue. Proposals for integration of user charges with the 

income tax, or the creation of medical savings accounts, are financing gimmicks that 

obscure or appear to change the direction of the income transfer. But when one works 

through the details, at their core is health insurance with greatly increased deductibles and 

rates of coinsurance: more user pay and less tax finance. So long as tax liability is related 

to income, and service use is not, any such changes must transfer income from the less to 

the more healthy and wealthy.24 Thus, debates over public or private financing, whatever 

other issues they may draw in, are always and inevitably about who pays what share of 

the bill. 

The standard claim by market advocates has always been that placing more of the cost 

burden on individual users will lead to lower utilization and more careful purchasing by 

consumers/patients, more competitive behavior by providers, and thus to a less costly, 

more responsive, and more efficient health care system. If this does not occur, it must be 

because the user charges are not high enough.  

As observed previously, the international comparative experience of the last forty years 

is flatly in contradiction with this claim. But the point emphasized here is that, whether or 

not the claim is true, it must be the case, from the basic accounting, that shifting the cost 

burden from taxpayers to users will, on average, redistribute wealth from lower- to 



higher-income individuals. When people persistently advocate a particular policy by 

making a claim A, which (I believe) the evidence rejects, while consistently avoiding 

discussion of effect B, which the policy must bring about, one should at least consider 

that B may be the real objective. 

Interestingly, Hsiao (1995) provided a recent evaluation of Singapore’s experience 

with medical savings accounts, as part of a more general reform based on precisely the 

claims of the market advocates. He concluded that, contrary to those claims, increasing 

the role of private financing has led to more rapid cost escalation, an overcapitalized 

system of duplicated and underutilized facilities, and rapid increases in physician 

incomes. Even when patients are paying prices in nominally “free” markets, hospitals do 

not compete on price, but on technology, in order to attract the physicians who will bring 

in the paying patients. Nor can this be blamed on mismanagement; he described the 

Singapore funding system as carefully planned and well executed. It was the fundamental 

theory that was in error. 

In 1993, Singapore authorities concluded that “the health care system is an example of 

market failure. The government has to intervene directly to structure and regulate the 

health system” (quoted in Hsiao 1995: 263). Their observation is a bit late to be original; 

indeed, one does wonder, given the accumulation of international experience, how they 

could ever have imagined otherwise. But it is significant because it follows a decade-long 

effort, under the most favorable circumstances, to make the market work.25  

Contributors at different income levels are not, however, the only participants in the 

conversation over the state versus the market. The split between those who pay and those 

who are paid has had an even more powerful and long-term impact on the evolution of 

health care policy. It has always fueled the conflicting perceptions of system 



underfunding versus excessive costs that seem to emerge in all systems, whatever the 

evidentiary base.  

The comparative success of governments in developing mechanisms for cost control—

although not always in deploying them—has led to increasing efforts by providers to 

enhance their incomes by drawing in more private funds. These efforts underlie the 

peculiar “conversation of the deaf” between those who are trying to limit public 

responsibility for payment by defining “core services,” and turning the rest over to the 

private market, however defined, and those who are trying to improve system 

management by eliminating ineffective services. 

The root of the problem is that people get paid for doing things, whether or not these 

are effective.26 If the movement for evidence-based health care leads to a slimmed-down 

health care system, with fewer ineffective services and lower costs, then, as the identity 

makes obvious, there will be fewer and/or lower income streams generated. Population 

health status may be maintained, or even increase, but Q, Z, and T, C, and/or R all fall. 

On the other hand, the core-services approach finesses the question: Does the service 

do any good? Health drops out of consideration, and splits Q into two components: core 

paid for from the public budget, and noncore paid for through direct charges or private 

insurance. The original bundle of services, or rather types of services, now draws in more 

money in total. Private funding (C and/or R) increases; unless there are equal or greater 

reductions in public funding, the health care system as a whole expands: Prices, incomes, 

and perhaps jobs are up.  

Are the noncore services effective in improving health? Well, once they are out in the 

private market, who cares? Containing the exuberance of private medicine (or drugs, or 

dentistry, etc.) is technically difficult and politically expensive, unless there is some 



egregious public scandal (e.g., thalidomide). Governments—or employers—will only 

take on the task if they must bear the financial consequences of not doing so. And even 

then, success is not guaranteed. But if someone else is paying, the prudent response is to 

hide behind the rhetoric of the “sovereign consumer,” who is after all “freely choosing” 

to spend his or her own money, and perhaps try to promote a voluntary code of ethical 

conduct by providers.  

The key distinction is that the evidence-based approach to classifying services 

identifies activities that do no good, and thus should not be provided by anybody, in any 

setting. In aiming to reduce total system costs while maintaining or improving population 

health status, it threatens provider incomes. The core services approach is instead a 

program for tapping more private funds to supplement those provided by increasingly 

tough-minded governments: cost shifting rather than cost control. In this way, advocates 

hope to expand total system costs while limiting or reducing public outlays. Different 

objectives, different constraints, but again, the debate about private funding turns out to 

be about incomes. 

Not all providers, however, believe that they can successfully draw in private funds. 

Those who offer well-defined and easily marketable procedures to anxious middle-aged 

businessmen may do very well, but those whose clienteles have complex problems and 

few resources would gain little from an opportunity to market their services privately. 

From them, one hears support for the evidence-based approach, but with the proviso that 

any savings should be put back into other forms of care to meet other needs. Resources 

(and incomes) would then be redirected within the health care sector, while blunting the 

threat to total expenditures/ incomes. Unlike the core services approach, however, this 

does not offer governments a way to limit their outlays. 



Proposals to expand the role of private insurance link the interests of both providers 

and upper-income contributors. Governments have proven to be quite tough as budgetary 

negotiators, and are imposing increasingly stringent controls on health care expenditures 

as their own fiscal position weakens. Private insurers, on the other hand, have no 

particular incentive to limit cost escalation—if anything, the contrary—and in any case 

have not done so. From the point of view of providers, the optimal situation—at least in 

economic terms—is to have complete freedom to set prices and choose treatment 

patterns, but to have a high level of insurance coverage in the population so that the 

resulting bills will be paid. 

American experience indicates that a high level of coverage requires very large public 

subsidies, both directly for the elderly and poor, and through tax expenditures for those 

with private coverage. But the tax expenditure subsidies for private insurance can be, and 

in the United States are, structured to yield the greatest benefits for people in higher 

income brackets. At the same time, the tax-supported public program  

for the elderly has extensive user charges—deductibles and coinsurance 

—built into it in the name of cost control. But these charges are in turn covered, in whole 

or in part, by private medigap insurance policies or through extensions of employer 

coverage as a retirement benefit. Such private coverage is highly correlated with 

income.27  

Thus, increases in Medicare user charges serve primarily to shift costs from a funding 

source that is related to income (taxes) to one that is not (private insurance premiums). 

Their deterrent effect, which as argued before has no effect on aggregate system cost 

anyway, is faced only by those whose employers did not provide (or can no longer 

sustain) postretirement coverage, who cannot afford private medigap coverage (or were 



sold a bad policy), or who are not poor enough for (or do not know about) Medicaid 

coverage. 

Viewed in aggregate, the combination of Medicare user charges to control costs, plus 

private insurance to cover those charges, plus tax expenditure subsidies for private 

insurance, all overlaid with the capricious effects of highly imperfect markets, makes no 

sense at all. Indeed, it borders on lunacy. But, if one looks at the combination instead as a 

(nontransparent) way of keeping health care expenditures and incomes up by fragmenting 

funding sources while shifting the burden of contributions down the income scale, with a 

cover story that holds the ill accountable for their “choices” to “consume” health care, 

then it begins to make sense. The whole system produces much higher costs, and a much 

more regressive contribution structure, than would be politically acceptable in any single-

payer public system funded from general revenue.28 

But all this administrative apparatus does not come cheap. This point emerged very 

clearly from an analysis of OECD data by Gerdtham and Jönsson (1991), in which they 

identified the effects of differences in the relative prices of health care services, from one 

country to another, on international comparisons of health care costs. They found, as 

displayed in Figure 5, that a large proportion of the difference in per capita expenditures 

between the United States and all other countries of the OECD was a result of higher 

relative prices of health care in the United States.29 

 

FIGURE V ABOUT HERE 

Americans receive, on average, no more care than Canadians, very little more than 

Japanese, and much less than Swedes. But they pay much more, relatively, for what they 



get. In terms of the preceding identity, P (price) is higher in the United States than 

anywhere else.30  

Defenders of the American health care system may claim, and even believe, that this 

price differential corresponds to some unmeasured difference in quality, but the 

discussion rapidly becomes circular. It is, in fact, a natural extension of the American 

exceptionalism claim (see footnote 9): “American health care costs more because 

Americans face greater threats to their health, and need more care.” “But they do not get 

much more care, they just pay much more for it.” “Well, then the care they get must be of 

higher quality.” In effect, expenditure is defined as quality. The only way out of this 

(il)logical trap is to place the burden of proof on the apologist. Let him find some 

evidence of benefit—not just for the wealthy but population-wide, not just inferred from 

some theory but actually documented—to correspond to the extra cost of the system as a 

whole.  

The extreme case frames the general issue. The expansion of private insurance, within 

a public system of health care finance, offers benefits to both providers (higher prices) 

and upper-income payers (a more regressive financing structure). It thus supports a potent 

political alliance. If, in addition, providers are able (selectively) to recruit people into the 

private insurance system by offering them the reality, or even just the perception, of 

superior services, this reinforces the financial advantages.  

But the complex administrative mechanisms for achieving these redistributional 

objectives are themselves costly. They result not only in higher incomes for (some) 

providers, but also in an increasing flow of real resources into the overhead costs of 

managing the health care system. And this is inevitable. The inherent instability of 

private health care financing—Wildavsky’s law (1977) again—leads to uncontrolled cost 



escalation. This in turn generates an administrative arms race as each payer struggles to 

shift the ever-increasing costs onto others. Such efforts are highly rational, indeed 

necessary for survival, at the level of the individual institution. From the perspective of 

the society as a whole, they generate an ever-increasing level of pure waste motion.31 

The dynamics of the relationship between public and private insurance depend upon a 

number of institutional characteristics that are quite system-specific. God and the devil 

are both in the details. The point emphasized here is a more general one, that 

distributional conflicts are central to all arguments for and against private insurance—the 

relative balance of state and private action. Depending upon how it is structured, 

expanding private insurance offers opportunities for transfer of incomes both from payers 

to providers, and from the less to the more healthy and wealthy payers. Conversely, the 

historic shift to public coverage moved incomes the other way, although the amounts 

were not so large in earlier decades. Associated with these inherently political choices 

over distribution, however, are significant differences in the real resource costs of system 

administration, and corresponding income opportunities in the financial services industry. 

If governments, and behind them electorates, can be induced to focus their attention on 

public budgets alone, rather than the balance of costs and benefits from the health care 

system as a whole, then the stage is set for an unholy alliance in which all three parties 

can gain by (a) lowering public expenditures, but (b) increasing overall expenditures, and 

(c) shifting a larger share of costs onto the relatively less healthy and wealthy. A perfectly 

reasonable public objective of reconstructing a highly dysfunctional health care sector 

can then be deflected and perverted into a program for regressive income redistribution 

and protection of health sector revenues, all under the ideological cover of shrinking big 

government. 



All of which is rather banal and obvious (Political Economy 101), and one might 

reasonably ask whether the whole excursion was necessary. The justification, I think, is 

that so much of the debate over health care policy, particularly among economists, and 

particularly over the relative roles of the state and the market, continues to be carried on 

as if it were possible to abstract from distributional issues, when out in the real world, the 

conflicts are in fact about very little else. 

The tone of economic discourse was set about twenty-five years ago, and Arrow (1976) 

sounded a warning at the time that was generally ignored. In an analysis of the welfare 

effects of coinsurance rates, originally written in 1973, he declared at the outset that “I 

ignore distributional considerations and assume a single person in the economy” (4). On 

the next page, however, he stated: “To avoid distributional considerations I assume that 

all individuals have identical endowments and identical utility functions. I further assume 

a very large population” (5). 

The confusion is understandable. In a single-person economy, who buys insurance, and 

from whom? But in an economy of differentiated individuals, it is impossible to derive 

general a priori conclusions about aggregate welfare. Arrow (1976) therefore assumed 

that the economy consists of many identical individuals. They vary in their actual health 

experience (or why buy insurance?) but they are identical in their expectation of illness, 

so they have equal access to insurance coverage as well as equal incomes. Moreover, they 

all work for the same proportion of their time in the “medical” industry. Thus, there is no 

distinction between providers and users: Everyone is both, and to an equivalent degree. 

Under Arrow’s assumptions, Equation 1a does hold for each of the individuals i, not just 

for the aggregate. One need only substitute an expected value for the actual quantities of 

services used by each person.  



As an approximation to the real world, Arrow’s (1976) assumptions were ridiculous—

as he very well knew. What he was showing is that without such assumptions, one 

cannot, at the theoretical level, ignore “distributional considerations” and generate any 

conclusions at all about the desirability or otherwise of any particular policy.32  

Of course, one can do so if one is prepared to make interpersonal comparisons of well-

being, balancing one person’s loss against another’s gain, and this happens every day in 

the real world of public policy. But as a number of leading theorists, Arrow included, 

have pointed out, one cannot do so on the basis of “value-neutral” economic theory. 

Theory by itself does not, and logically cannot, provide a normative basis for policy 

prescriptions. Rice’s (1997) article in this issue provides a more detailed discussion; see 

also Culyer 1989, Reinhardt 1992, and Culyer and Evans 1996. Normative judgments, in 

or out of economics, cannot be derived from positive propositions alone, or in 

Archibald’s paraphrase of Hume: “No ethics in, no ethics out.” 

 Yet respected economic analysts do so routinely, making firm declarations as to the 

efficiency or optimality of particular arrangements, or their welfare costs or benefits. In 

doing so they are making value judgments about the relative deservingness of different 

individuals, and approving or disapproving the transfer of substantial funds from one set 

of people to another. But these judgments are implicit, unaccountable, and typically 

unconfessed—sometimes even denied. There is also some reason to believe that the 

values implicit in proposals for more reliance on private markets in health care are quite 

unrepresentative of the views of the populations who use and support health care systems. 

Yet, they are confidently offered as guides for public policy. So, what is going on?33 

Well, the suppression of distributional considerations through the (implicit) assumption 

of identical individuals can provide an analytic cloak for what would otherwise be a 



naked redistributional agenda. Deliberately redistributive policies can be promoted as 

optimal on a priori grounds, allegedly on the basis of value-free economic theory. The 

essential feature of all such policies is a shift in funding sources in order to link 

individual contributions more closely to either care use or risk status, while weakening 

the link to ability to pay. Often they will also give providers greater discretion in price 

setting, which may include offering patients various forms of preferential treatment in 

return for additional private payments.34  

One need not, however, assume that the provision of an analytic cloak for 

redistributional objectives is the deliberate intent of analysts in the tradition of 

neoclassical economic theory, even if their work may be useful for this purpose. There is 

an important distinction to be drawn between two quite different groups of participants in 

the debate over the role of the state in health services, whom we may label 

fundamentalists and instrumentalists. The latter advocate particular structures or policies 

because they expect certain consequences to result; but the former are “advocates without 

predicates,” holding particular forms of economic organization to be good per se. In an 

earlier day, socialists regarded state control of the means of production, or at least of the 

“commanding heights” of the economy, as good per se, on a priori grounds. At present, 

advocates of the market on theoretical grounds enjoy the same absolute conviction. 

Debates with fundamentalists about the proper scope of public and private action are 

ultimately futile. Initial impressions to the contrary, they do not, in fact, base their case 

for the market on (testable) claims that their preferred institutions or policies will lead to 

lower costs, or healthier people, or better performance on any other externally defined 

criterion (Frankford 1992). When pressed, fundamentalists explicitly reject such external 

standards (e.g., Pauly 1994a, 1994b). Their position is rather  



that whatever results—prices, quantities, distribution of services, health outcomes—

emerge from market processes, such results are optimal because they have been 

generated by those processes. The private marketplace is the source of ultimate objectives 

rather than merely a means to their achievement. Individual willingness to pay for the 

products of private, competitive firms is not the best criterion for efficient resource 

allocation: It is the only criterion.  

The fundamentalist argument for private action in health care, although clothed in 

economic rhetoric, is in fact a form of religion. It converts Side Equation 3, linking the 

level of use of health care services to the direct charges that users must pay, from a 

positive statement about an (in principle) observable relationship between two variables, 

into a normative statement about how the level, mix, and distribution of health care 

services, the qij, ought to be determined. But normative statements are the province of 

priests. (And also of politicians, but those suffer the inconvenience of having to secure 

public support.) The normative views of economists, qua economists, have no more (or 

less) significance than those of T. C. Pits.35 

But these theoretical arguments, mostly in the economic literature, are primarily icing 

on the cake. Very few people (if any) share the underlying value system on which they 

are based. When we come to the point, most of us do not agree that it is a misallocation 

of resources when people receive lifesaving care that they cannot themselves afford, and 

that our societies would be in some sense more efficient (better) if this did not occur. We 

do not want to live in that kind of society, we do not have to, and we will not. 

Accordingly, most of those on the political stage who consistently advocate (or oppose) 

a larger role for private markets in health care do so because they anticipate particular 

consequences, rather than from religious conviction. These instrumentalists, however, 



may have very different objectives. Roughly, we may draw a distinction between those 

whose aims are primarily distributional, and those who are genuinely concerned with 

system performance.  

All, of course, use the rhetoric of system improvement, and of public interest more 

generally—even the fundamentalists can sometimes be found in this camouflage. And it 

is a gross oversimplification to suggest that a population can be thus neatly partitioned 

into two distinct groups. People’s motives are usually mixed, and are often far from clear 

even to themselves. Nevertheless, it is important to recognize explicitly that debates over 

health policy, and particularly over the role of the state, are motivated by these two quite 

different classes of objectives.  

 

The mixture of motives is well illustrated in the major changes to the American Medicare system 

that were introduced in the summer of 1997.   For a number of years, that program had been 

developing mechanisms similar to those in the universal systems of other countries, to contain 

overall payments to providers on behalf of its insured population.  But the political will to apply 

these in full force was often lacking – as it has been in other countries.  During the post-1992 

period costs have escalated more rapidly in Medicare than in the private sector.  An obvious 

inference was that public budgetary controls did not work and that competitive private market 

pressures did.   The new approach will thus move beneficiaries from their present coverage to 

enrolment in private, competitive health plans.  The expectation is that this will lead to further 

savings. 

 

 The federal government would pay a fixed sum per beneficiary to each such plan, 

limiting the liability of the Medicare program itself.  It thus accepts the traditional provider 



argument – limit public expenditures, not total payments to providers – and is in effect a voucher 

system.  The catch from providers’ point of view is that, if the post-1992 patterns persist, the 

result will be a shift of revenue from providers of clinical services to providers of managerial and 

financial services. 

 

 But that will not be the only form of financial redistribution.  The amount of public 

payment to a private plan on behalf of each individual beneficiary will never match that 

beneficiary’s risk status.  (The attempt to find a matching formula is the “Holy Grail” that a sub-

industry of economists has failed to find.)   The incentive for plans to select the most profitable 

enrolees (usually the healthiest) is obvious and powerful.  To the extent that they can do so, a 

multi-tiered system of plans is likely to emerge as the healthy and/or wealthy are welcomed into 

more attractive plans and the unhealthy or unwealthy take what they can get. 

 

 For the prospective patient with means, however, the point-of-service plan offers another 

option.  Enrol in a low-cost plan, then if something serious goes wrong, pay out-of-pocket to get 

the provider, and the care, you (believe you) need.  Alternatively, purchase supplementary 

insurance to cover such eventualities.  Recalling that the Medicare system (both Part A and the 

voluntary Part B) are largely tax-supported, the containment of Medicare costs and the expansion 

of private outlays is a profitable exchange – if one is sufficiently healthy and/or wealthy.   

 

 The net effect of a huge and complex “reform” to privatize the Medicare payment system 

will thus be to shift costs from taxes to private sources, i.e. from the healthy and wealthy to the 

unhealthy and unwealthy, while ensuring preferred access for the wealthy and unhealthy.  Other 



objectives – efficiency, effectiveness, sustained cost control, deficit reduction – may or may not 

be advanced.  But the redistribution of costs is pretty well guaranteed.  

 

 But is anyone surprised?  The interest groups that for decades have reiterated the same 

arguments for private markets, regardless of the evidence accumulated against them, see their 

own interests clearly enough.  Their members hope to earn more (providers), or to contribute less 

and have preferred access to services (healthy and/or wealthy users).   

 

To the extent that they are right, there is again little to debate. The analyst’s role is only 

to make the proposed redistributional agenda as explicit as possible. Its advocates can 

then compete directly for broader public support without drawing upon misinterpretations 

of economic theory or other claims of general public benefit. Because, in practice, people 

as citizens do not appear to be motivated solely by perceptions of their own economic 

interests, greater transparency of policy effects may well lead to different, and more 

satisfactory, collective choices. (If it were not so, interest groups would not be so careful 

to disguise the full impact of their proposals.) 

Moreover, redistributional processes turn out to be more complex than they look, and 

alternative choices do have consequences for the overall functioning of a health care 

system. Quite clearly, private funding mechanisms can be used to generate a more 

regressive distribution of contributions, if that is what one wants. But international 

experience indicates that the overall system will be more expensive because providers’ 

prices will be higher, because inappropriate use will be harder to control, and especially 

because the complex mix of public and private financing and management mechanisms 

will add substantially to the administrative overhead costs of providing care.  



The explosion of costs in the United States, for example, has not all gone into the 

pockets of providers as traditionally defined (discussed previously). An increasing 

proportion has been appropriated by members of the managerial and financial services 

industries, who now appear to be cutting into, and pushing down, the incomes of 

caregivers. The management thus financed has, to date, involved a good deal of extra 

trouble and work for both caregivers and patients, not all of which is included in statistics 

on health care costs. But if the most recent data do in fact herald a new world of stable or 

even declining American health care expenditures, the struggle between providers of care 

and providers of managerial overhead is likely to become increasingly bitter.  

In any case, although upper-income Americans may pay a smaller share of the costs of 

their health care system than they would if it conformed to White’s (1995) international 

standard, many of them actually pay more in total because their system is so much more 

expensive.  

Public sector spending on health care in the United States, at $1,742  

per capita in 1996, was among the highest in the OECD country, up with Luxembourg, 

Switzerland, and Germany, even without accounting for the American tax expenditure 

subsidy. Canada, for example, with universal public first dollar coverage for hospital and 

medical care, spent about U.S. $300 less in public funds; most European countries spent 

substantially less (OECD/CREDES 1997). Americans thus pay more in taxes for health 

care, in addition to (or despite) their massive contributions through the private sector.  

The more interesting instrumentalist debates arise, however, after it is accepted that the 

public purpose of health care systems is indeed what most people in every society say it 

is: the maintenance and improvement of health, and the humane treatment of the ill 

(Labelle, Stoddart, and Rice 1994). Indeed, as van Doorslaer, Wagstaff, and Rutten 



(1993: 11) reported, and as public surveys confirm, most people seem to have a rather 

Marxist view of health care systems: “From each according to his ability, to each 

according to his needs.” Side Equation 3 then moves from the center of the stage and we 

focus instead on Equation 1 and Side Equation 2. Are our health care systems efficient 

producers of effective services? Do they respond to patients’ needs in a humane and 

timely fashion? How can their performance be improved while maintaining fiscal 

constraints? 

If a health care system were, in fact, on the frontier of both the preceding health care 

and health production functions, then there would be a direct link between resource 

inputs and (someone’s) health status. In such circumstances, cutbacks cost lives—or at 

least put health at risk—as care is long delayed, or denied altogether. And overstrained 

providers may be brusque, perfunctory, uncommunicative, and inconvenient to access. 

Faced with such prospects, a majority of our populations might well support more 

resources for health care, particularly if they perceive themselves personally to be at risk. 

Nurturing that belief is the cornerstone of the public relations strategy of provider 

representatives in all countries.  

If, on the other hand (as is widely, if not universally, believed by students of health 

care systems), there is a great deal of inappropriate, unnecessary, and sometimes 

downright harmful care being paid for in all modern health care systems, and if the 

process of production is none too efficient either, then the key question becomes one of 

moving closer to both production frontiers.  

The instrumentalist case for systemic reform through private market mechanisms is 

simply that these could be structured either to embody incentives for greater efficiency in 

production than is possible in governmentally administered systems, or (which is not at 



all the same thing) to encourage a more appropriate mix—perhaps less in total—of 

services, more responsively provided. In the process, of course, these mechanisms must 

not result in an unacceptable (to whom?) redistribution of incomes, or a re-ignition of 

cost escalation. 

At a very basic level, this proposition does not seem particularly contentious. Opening 

hospital laundry or dietary services to competitive bids from private firms may raise 

issues in labor relations, but not for health policy.36 Implicitly, it is assumed that the 

quality control problems are similar regardless of the choice of supplier.  

Matters become more interesting, however, when the incomes of those making clinical 

or managerial decisions are linked to the choices they make. Empirically, it is now well 

established that the therapeutic decisions of providers are sensitive to how they are paid, 

although the terrain is far from fully mapped. When the American Medicare program 

introduced prospective payment in 1983, for example, and began paying  

hospitals a predetermined price per inpatient case, treatment patterns promptly changed 

and inpatient bed use fell. Even more dramatic reductions have since taken place in 

response to pressures from private payers. In Germany, claims for public reimbursement 

of prescription drugs fell by 20 percent in the first six months of 1993, following the 

government’s declaration that drug billings that exceeded a preset target would be paid 

from the fund for physician reimbursement (Henke, Murray, and Ade 1994). When 

physicians are financially at risk for increased drug bills, they change their prescribing 

habits. 

In general, it seems quite clear that (some) service patterns can be powerfully 

influenced by linking them directly (negatively) to provider incomes—making W depend 

on Q. Aneurin Bevan’s comment in 1948 that if you want to send a message to doctors, 



you should write it on a check, has been confirmed. Furthermore, if you want to make 

changes in the mix and volume of health care, you have to send a message to doctors.  

But there are a number of ways of doing this, involving different mixes of economic, 

regulatory, and educational messages. In the German case, for example, the economic 

message was combined with closer scrutiny, by professional colleagues, of the 

prescribing practices of individual physicians (Henke, Murray, and Ade 1994). Which 

intervention was critical?  

Rates of performance of certain surgical procedures—extracranial/ 

intracranial bypass grafting, carotid endarterectomy, mammary artery ligation—have 

been powerfully affected by the results of effectiveness trials. (But others, tonsillectomy, 

for example, or diagnostic procedures such as PSA testing or routine EFM in childbirth, 

have been remarkably resistant to contrary evidence.) In Canada, the transition from 

inpatient to same-day surgery proceeded at a slow and stately pace over nearly twenty 

years after the supporting evidence first became available. The process sped up 

remarkably in the 1990s, when tighter hospital global budgets forced bed closures.  

Economic incentives of various forms, particularly directed at providers of care, are 

thus only one potentially useful class of tools in the overall mix of mechanisms for health 

care system management. There is as yet no evidence at the systemwide level to justify a 

wholesale shift to decentralized decision making based on market-type signals. 

Moreover, all interventions have side effects. One should never underestimate the power 

of economic incentives, but neither should one overestimate the ability of economists (or 

anyone else) to predict how people will respond.37 

The British experience with general practitioner (GP) fund-holding and hospital trusts 

is of particular interest in this regard; so far, no close observers of that system seem 



willing to commit themselves as to whether or not it is working. The introduction of the 

total package of reforms seems to have been associated with a significant increase in 

system costs, particularly in managerial overhead. There are very clear warnings from the 

United States that more management may simply mean more money for more managers. 

Reported declines in waiting lists in the United Kingdom may merely show that with 

more money, one can buy more services.  

The test will be whether the new, more marketlike system can deliver better 

performance, for the same or less money, on meaningful outcome measures. The 

downside risk, apart from the extra costs of a managerial bureaucracy that fails to pay for 

its keep, is that it may simply open up new opportunities for income redistribution to 

providers, and among payers. GP fund holders may find—as American managed care 

systems have found before them—that selecting and enrolling relatively healthy patients 

yields a much higher return than more carefully analyzing the care they give and 

recommend.  

More generally, if subjected to stronger economic incentives, providers will respond. 

But their responses will probably go beyond what is contemplated or desired by 

governments, and may be difficult or impossible to control through contracts. As Ham 

(1994) pointed out, the market will always have to be managed. But the management task 

may be a good deal more difficult if providers think of themselves less as professionals 

with public responsibilities, and more as private businessmen beating the system any way 

they can. In the United States, that horse has already left the barn, but not elsewhere, and 

cooperative relationships, however grudging, should not be lightly put at risk. 

In any case, the notion that some sort of automatic, self-regulating market-like structure 

can be established that will substitute for public management and yet achieve public 



objectives is a fantasy: powdered unicorn horn. In particular, it seems very clear that no 

incentives at the individual or institutional level, economic or otherwise, will set an upper 

limit on overall system expenditures. Certainly none ever has. Ultimately, governments 

have to set these limits and maintain them with whatever mechanisms will do the job.  

The use of competition among providers, and market mechanisms generally, as simply 

one set of tools among others for the pursuit of public objectives seems quite well 

understood and accepted by many of those responsible for managing the health care 

systems of western Europe. Morone and Goggin (1995: 568) referred to “guarded 

optimism about the proposed marriage of medical markets and social welfare 

universalism. Competition . . . may add efficiency and consumer control without 

subverting traditional collective visions.”  

It may be that the confusion between market as means and market as end, and the use 

of currently fashionable private sector rhetoric as a cover for distributional objectives, are 

more characteristic of North America, at least at the moment. But these ideas are being 

energetically exported, and will find receptive audiences among the same set of potential 

gainers, in all countries.  

The short message of this article is: 

n There are powerful redistributional motives behind parts of the health care reform 

agenda, in all countries. 

n Much analysis, particularly by economists, misdirects attention by assuming these 

issues away. 

n Competition, and market mechanisms generally, are particularly suited to both 

facilitating and concealing the process of redistribution. 



Accordingly, to come back to Morone and Goggin (1995: 568), “The great question for 

the future turns on whether that optimism is justified.” Keep your eyes open, and watch 

your back. 
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i. It is interesting to note that cost escalation in the U.K. seems to have accelerated, relative to the OECD average, in the early 1990s -- subsequent to the 
"internal market" reforms. 

ii. "Whatever else may be going on" covers a vast field, from improved effectiveness, efficiency, and responsiveness to patients at one end, to deliberate 
under-servicing and exploitation of patient vulnerability at the other.  A broader discussion is far beyond the scope of this paper.  A recent and very 
extensive review by Consumers' Union, including a survey of over 30,000 of their members, concludes (p.41): "The new age of managed care...[is] an 
appealing picture -- but today, it's a mirage." (Consumer Reports; 1996).  Likewise Zwanziger and Melnick (1996): "The transformation is not yet over.  In 



                                                 
fact, we are far from the finish, and the process is so complex that we cannot easily predict the outcome." (p. 190). 

iii. Both the accounting and the observations are point-in-time snapshots of people moving through a life cycle.  Wealth and health change over time; being 
healthy or wealthy today provides no absolute guarantee for tomorrow.  In theory, then, one could imagine that point-in-time status differences might be 
evened out over the life cycle.  But in reality they are not, these states are highly autocorrelated.  If you are healthy (or wealthy) today, your chances of 
being in that state tomorrow are a good deal higher than if you are unhealthy (or unwealthy) today.  And the strength of the autocorrelation increases with 
age.  Illnesses become chronic, and wealth becomes predominantly financial assets.  Moreover the two states are cross-correlated.  The wealthier 
(healthier) you are today, the more likely you are to be healthy (wealthy) tomorrow, and this correlation appears to reflect causality in both directions.  Life 
does not even out over time.   
 
 


