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Are health care markets healthy? Are they efficient, and do they provide the care that people need? These questions occupy the minds of the many people who study health care. Efficiency questions arise because of the high costs that people must pay for health care. Are these costs too high? Likewise, equity questions occur because many people, certainly including the uninsured, face barriers in obtaining health care.</para>
<para>Compared to Canadians and Europeans, Americans will more likely find experts who favor competitive market solutions to health care system problems, though most here (as elsewhere) will argue that this approach is often ill-suited to the nature of health care markets. Canadians and Europeans are more willing to use government interventions, although the success of the Affordable Care Act (ACA) in 2010 suggests that the United States may have moved in that direction, albeit with some substantial political opposition. Similarly, Medicare reform remains centrally important, and many Americans find equity and efficiency in the health care system to be the fundamental issues.</para>
<para>A solid background in these issues requires a study of the economics of efficiency, the departures of many health care markets from the competitive model, the role of equity concerns, and issues of social justice theory. Because of the central role of “need” in health equity discussions, we must also investigate the meaning of health care need. These subjects are the themes of the present chapter.</para>
<para>The chapter focuses on welfare economics, the study of normative issues that bear on economics. “Normative issues” deal with how people believe the economic world <emphasis>should be,</emphasis> as opposed to “positive issues” that deal with how the world of economics functions <emphasis>in practice.</emphasis></para>
<para>So, welfare economics would encompass those that are critical of existing markets and question the distribution of goods and services. Some health economists (Hurley, 2000; Culyer, 1989), however, dispute this understanding, arguing that an “extra-welfarist” viewpoint is required, rejecting some or all of the philosophical principles on which welfare economics is based. Yet other theorists find the tools within welfare economics to understand the concepts of welfare and efficiency that concern us the most (Absolo and Tsuchiya, 2004).</para>
<para>While we focus on standard welfare economic theory, we will explain sources so students can explore the extra-welfarist view more fully. We first describe the standard results for competitive markets, but also the many market flaws that cause markets to deviate from competition, causing many competitive efficiency propositions to fail. We will also explain and describe the role of need and need-based distributions in the health economy. Finally, we will present theories of social justice and explain why welfare economic claims must be grounded in a philosophical position on justice.<footnoteref preference="1" label="1" role="generated" linkend="ch18fn01"/>
</para></section>
<section id="ch18lev1bm" role="bm"><title id="ch18lev1bm.title"/><section id="ch18lev1sec1"><title id="ch18lev1sec1.title">Efficiency and Competitive Markets</title>
<para>We clarify the meaning of economic efficiency within the context of the Edgeworth box for exchange. This approach derives theorems in a graphical framework that theorists have also developed in more sophisticated mathematical models. The analysis here generates the First Fundamental Theorem of Welfare Economics, and illustrates the Second Fundamental Theorem as well. The First Theorem demonstrates that competitive markets under certain conditions are economically efficient. The Second Theorem establishes that a society can achieve any desired economically efficient outcome by competitive markets if it starts from the appropriate initial endowments.</para>
<section id="ch18lev2sec1"><title id="ch18lev2sec1.title">The Concept of Pareto Efficiency (Optimality)</title>
In the early 20th century (1906), <para>economist Vilfredo Pareto and his followers defined the concept of efficiency most frequently used by economists today. According to them, an economically efficient (optimal) outcome in society is one under which it is impossible to improve the lot of any person without hurting someone else. Pareto efficiency also implies that no further exchanges would be found that could improve the lot of everyone to some degree. An efficient economy necessarily would have exhausted all means for mutual gains.</para>
<para>The Edgeworth box, using a hypothetical two-person economy and showing exchanges between these two people, provides a context in which to make the idea of Pareto efficiency clear. The box also is convenient for describing the mutual gains from trade and for defining the Pareto concept of efficiency.</para>
<para>Suppose that persons A and B, say Abner and Belinda, inhabit a desert island, forming a two-person economy. Further suppose that only two goods are available on the island. Food, <emphasis>F,</emphasis> is gathered and is available in a fixed total amount, <emphasis>F</emphasis><subscript><inst></inst>0<inst></inst></subscript>, and medicine, <emphasis>M,</emphasis> is likewise available in a fixed amount, <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript>.</para>
<para>To form the Edgeworth box, consider <link linkend="fg18_00100" preference="1" type="forward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link>. Abner’s preference map (indifference curves) starts from the southwest corner. There is no reason to draw the axes out further than <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript> and <emphasis>F</emphasis><subscript><inst></inst>0<inst></inst></subscript>, which represent the total amounts of medicine and food available on the island. Belinda’s preference map is similar to Abner’s except that it starts at the northeast corner. It is also constrained by amounts <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript> and <emphasis>F</emphasis><subscript><inst></inst>0<inst></inst></subscript>.</para>
<para>Any point in the box represents a complete and exhaustive distribution of the island’s endowment of food and medicine. For example, point <emphasis>B</emphasis> represents a distribution in which Abner has <emphasis>M<subscript><inst></inst>B<inst></inst></subscript></emphasis> units of medicine and Belinda has <emphasis>M</emphasis><subscript><inst></inst>0<inst></inst></subscript>  <emphasis>M<subscript><inst></inst>B<inst></inst></subscript></emphasis> units of medicine. Similarly, at <emphasis>B,</emphasis> Abner has <emphasis>F<subscript><inst></inst>B<inst></inst></subscript></emphasis> units of food and Belinda has <emphasis>F</emphasis><subscript><inst></inst>0<inst></inst></subscript>  <emphasis>F<subscript><inst></inst>B<inst></inst></subscript></emphasis> units of food. With this orientation, we ask whether point <emphasis>B</emphasis> is an economically efficient distribution.</para>
<para>The answer to this question must be no. To see this, examine by comparison point <emphasis>C.</emphasis> Point <emphasis>C</emphasis> lies on an indifference curve that is above (to the northeast of) indifference curve <emphasis>U<subscript><inst></inst>AB<inst></inst></subscript></emphasis> and, therefore, <emphasis>C</emphasis> is superior to <emphasis>B</emphasis> in Abner’s view. Similarly, point <emphasis>C</emphasis> lies on an indifference curve that is above (to the southwest of) indifference curve <emphasis>U<subscript><inst></inst>BB<inst></inst></subscript></emphasis> and, therefore, <emphasis>C</emphasis> is superior to <emphasis>B</emphasis> from Belinda’s view. Because point <emphasis>C</emphasis> is attainable and improves the lot of both persons while harming neither, it follows that the original point <emphasis>B</emphasis> is not economically efficient.</para>
<para>Geometrically, we can repeat the analysis regarding point <emphasis>B</emphasis> for any point that forms a “lens” from the indifference curves passing through it. A lens is formed by the indifference curves <emphasis>U<subscript><inst></inst>AB<inst></inst></subscript></emphasis> and <emphasis>U<subscript><inst></inst>BB<inst></inst></subscript></emphasis> from point <emphasis>B</emphasis> to point <emphasis>D.</emphasis> Whenever we can find such a lens, we can identify one or more other points superior to the initial point. Reapplying this reasoning, point <emphasis>C</emphasis> is also not Pareto efficient. Pareto-superior moves, where the welfare of both improves, can also be made from point <emphasis>C.</emphasis> In contrast, a Pareto-efficient point in the box is a point of tangency between two indifference curves, such as point <emphasis>E.</emphasis> It is impossible to move from a point of tangency without harming the lot of one of the two persons.</para>
<para>Each of Abner’s indifference curves will have a point of tangency with one of Belinda’s indifference curves. We call the collection of all Pareto efficient points in the box the <emphasis>contract curve,</emphasis> which is so labeled in the figure. For example, at point 0<emphasis><subscript><inst></inst>A<inst></inst></subscript>,</emphasis> Belinda has all of both goods, and even if many or most people consider this inequitable, it <emphasis>is</emphasis> Pareto efficient because giving any of either good to Abner would make Belinda worse off.</para></section>
<section id="ch18lev2sec2"><title id="ch18lev2sec2.title">Trading Along the Budget Line</title>
<para>Having defined efficiency in the context of the Edgeworth box, we next ask whether the competitive market generates an efficient equilibrium in exchange. In a competitive market, each person treats prices as given and responds to prices by choosing the utility-maximizing bundle subject to his or her resource constraint. The resource constraint depends on the person’s initial endowment of food and medical care. Let point <emphasis>V</emphasis> in <link linkend="fg18_00200" preference="1" type="forward">Figure <xref linkend="fg18_00200" label="18-2"><inst>18-2</inst></xref></link> represent the initial endowment for this two-person economy. Either person may trade away from his or her initial endowment at the market prices. Thus, Abner’s resource constraint will be represented by a budget line passing through point <emphasis>V.</emphasis> As with any budget line, the slope of this line is the negative of the ratio of the price of medical care to food.</para>
<para>The slope of the budget line represents the rate at which one can trade one good for another at market prices. The steeper the budget line is in <link linkend="fg18_00200" preference="0" type="backward">Figure <xref linkend="fg18_00200" label="18-2"><inst>18-2</inst></xref></link>, the greater the price is of medical care relative to food. For example, budget line <emphasis>AB</emphasis> represents a relatively lower price of medicine relative to food than does budget line <emphasis>CD.</emphasis></para></section>
<section id="ch18lev2sec3"><title id="ch18lev2sec3.title">The Competitive Equilibrium</title>
<para>To find the competitive equilibrium, we must identify how much each person would be willing to trade. Abner’s offer curve, for example, is the collection of points representing his offer for trade at each possible set of prices. Start at point <emphasis>V.</emphasis> Given budget line <emphasis>AB,</emphasis> Abner stays at point <emphasis>V,</emphasis> the point of tangency between budget line <emphasis>AB</emphasis> and the highest indifference curve that is attainable.</para>
<para>Suppose the price of medical care were higher relative to food, leading to the steeper budget line <emphasis>CD.</emphasis> Given budget line <emphasis>CD,</emphasis> Abner would trade some medicine for some food to go from point <emphasis>V</emphasis> to point <emphasis>N.</emphasis> With budget line <emphasis>EF,</emphasis> Abner would trade to point <emphasis>X.</emphasis> Connecting all such points generates Abner’s offer curve.</para>
<para>The figure also shows Belinda’s offer curve, beginning at endowment point <emphasis>V.</emphasis> The two heavily shaded offer curves represent voluntary trades for the two parties. For trade, as in a competitive market, to be mutually voluntary, the offers of the two persons must agree. The offer curves agree only at their point of intersection, labeled point <emphasis>X</emphasis> in the figure. Point <emphasis>X</emphasis> thus constitutes the competitive market equilibrium in exchange for this two-person economy, starting with the endowment of <emphasis>V.</emphasis></para></section>
<section id="ch18lev2sec4"><title id="ch18lev2sec4.title">The First Fundamental Theorem of Welfare Economics</title>
<para>Is the competitive equilibrium, <emphasis>X,</emphasis> Pareto efficient? Yes, and there are two reasons that it must be so for every competitive equilibrium. The intersection of two offer curves represents a trade made at competitive prices starting at point <emphasis>V.</emphasis> Each person is at a point of tangency between the budget line and the highest attainable indifference curve. At point <emphasis>X,</emphasis> Abner’s indifference curve (not shown) is tangent to the budget line. Likewise, at point <emphasis>X,</emphasis> Belinda’s indifference curve (also not shown) is tangent to the budget line. Because these indifference curves are tangent to the same budget line at the same point, they must be tangent to each other. Because they are tangent to each other at point <emphasis>X,</emphasis> this point is Pareto efficient. The same argument applies for any competitive equilibrium; therefore, we have shown the First Fundamental Theorem in this context, namely that the perfectly competitive market equilibrium is Pareto efficient.</para>
<para>The theorem makes the competitive market solution attractive. If we can establish perfect competition, then the market forces left to their own workings will generate an efficient outcome—an invisible-hand solution. However, the theorem evokes several serious questions: Can we achieve competitive markets in health care? Is the context of this theorem appropriate for health care? Would the competitive market solution be equitable or would it leave too many people without adequate health care? We will address each of these questions. However, we begin this process by exploring the issue of equity within the context of the Second Fundamental Theorem.</para></section>
<section id="ch18lev2sec5"><title id="ch18lev2sec5.title">Redistribution of the Endowment</title>
<para>We extend the applicability of the First Fundamental Theorem with the Second Fundamental Theorem, which states that given an appropriate endowment, any Pareto efficient outcome can in principle be achieved by a competitive market. <link linkend="fg18_00300" preference="1" type="forward">Figure <xref linkend="fg18_00300" label="18-3"><inst>18-3</inst></xref></link> illustrates the significance of this theorem.</para>
<para>In <link linkend="fg18_00300" preference="0" type="backward">Figure <xref linkend="fg18_00300" label="18-3"><inst>18-3</inst></xref></link>, suppose that the initial endowment is <emphasis>V,</emphasis> and suppose that this endowment results in the competitive outcome represented by point <emphasis>E.</emphasis> Point <emphasis>E</emphasis> is only one of an infinite number of Pareto efficient points. It may be an outcome that many view as inequitable, here either Abner or Belinda, or both. In real life, the society may have millions of members, and plausibly a majority of people may perceive this market outcome to be inequitable.</para>
<para>The Second Theorem, however, defines a central role for competitive markets, even in cases where many view some of the competitive outcomes as inequitable. Suppose, in <link linkend="fg18_00300" preference="0" type="backward">Figure <xref linkend="fg18_00300" label="18-3"><inst>18-3</inst></xref></link>, that society prefers outcomes in the vicinity of point <emphasis>F</emphasis> to outcome <emphasis>E.</emphasis> By the Second Theorem, a competitive market can achieve the desired outcome, but it requires a different initial endowment from point <emphasis>V.</emphasis> As shown, the endowment point <emphasis>W</emphasis> is a suitable point from which to achieve an equitable market outcome, point <emphasis>F.</emphasis> Seen this way, redistribution combined with competitive markets generates an efficient and equitable outcome. This contrasts with command systems that reject free markets, as well as with alternative schemes, such as price discrimination.</para></section>
<section id="ch18lev2sec6"><title id="ch18lev2sec6.title">Price Discrimination</title>
<para>Some propose achieving a more equitable outcome by providing certain services to the poor at reduced, subsidized prices. Readers may be surprised to learn that such systems are not consistent with Pareto efficiency. Consider the proof of the efficiency of competitive markets. It was crucial that both parties achieve a point of tangency to the same budget line. If the poor are charged different prices than the rich, the two groups face different slopes of their budget lines. The result would be a position such as point <emphasis>S</emphasis> in <link linkend="fg18_00300" preference="0" type="backward">Figure <xref linkend="fg18_00300" label="18-3"><inst>18-3</inst></xref></link>, a point that is not Pareto efficient.</para>
<para>For an intuitive argument, a program subsidizes the poor in purchasing bread. The poor will adapt to the subsidized price until the rate at which they were willing to trade bread for other goods equals the rate at which they could exchange the goods at the subsidized price. The result is that the poor will undervalue bread in comparison to the wealthy. It will be more efficient for the poor to buy up bread and sell it to the rich. Such a side market, which would improve efficiency in the bread example, is not possible for many forms of medical care (treatment for broken legs, for example), which are not easily transferrable. Thus, subsidized prices for medical care will likely generate an inefficient equilibrium.</para>
<para>The two theorems, along with the inefficiency of price discrimination, suggest the superiority of income transfers as a solution to equity problems in health care markets. In <link linkend="fg18_00300" preference="0" type="backward">Figure <xref linkend="fg18_00300" label="18-3"><inst>18-3</inst></xref></link>, the following situation takes place: Transferring initial resources between the two persons and then allowing the market to work, will achieve an efficient outcome within the equitable range.</para></section>
<section id="ch18lev2sec7"><title id="ch18lev2sec7.title">Trade-offs Between Equity and Efficiency</title>
<para>The theoretical superiority of redistribution of income to programs, such as price subsidies, has led many analysts to favor income maintenance programs as policy tools to offset the problems of poverty, including the problems of access to health care. Income maintenance programs are government programs designed to provide cash subsidies to the poor to maintain their incomes at or above a preset floor. Despite continuing interest in such programs, policy makers often have hesitated to use large-scale income redistribution.</para>
<para>Economists explain a major criticism of income maintenance by appealing to Okun’s (1975) analogy of the leaky bucket. The act of transferring wealth from one group to another in society may generate disincentives that discourage productive effort. The taxpaying group incurs a tax burden that may reduce work incentives, and the recipient group receives subsidies that may reduce incentives to work and to self-help. By analogy, when we transfer income, our task is similar to transferring water in a leaky bucket. The amount of income available for redistribution may decline as a result.</para>
<para>Blank (2002) challenges the equity–efficiency trade-off idea, arguing that situations exist where the efficiency costs of improving equity may be very small, such as when the group receiving the benefit
 is unlikely to change its behaviors. She further posits that in some cases equity and efficiency are complementary.</para>
<para>In the 1960s and 1970s, the federal government sponsored large-scale experiments to investigate the degree of work loss induced by the incentives inherent in income maintenance programs. These experiments reported reductions in work effort on average of between 5 and 10 percent. However, the work reduction estimates were considerably higher for certain subgroups, such as “male nonheads (of families)” and women. Also, results generated in an experimental situation make it difficult to predict the results if the program were to become universal and permanent.</para></section></section>
<section id="ch18lev1sec2"><title id="ch18lev1sec2.title">Deviations From The Competitive Model In The Health Care Sector</title>
<para>Another major criticism of the applicability of our theoretical analysis concerns the question of whether health care markets are sufficiently competitive or whether we can make them sufficiently competitive to obtain competitive outcomes. Substantial differences exist between most health care markets and the theoretical model of competition. For the results to hold, several assumptions must apply.</para>
<section id="ch18lev2sec8"><title id="ch18lev2sec8.title">The Assumptions Under Perfect Competition</title>
<para>The First and Second Theorems apply to competitive markets. To be perfectly competitive, a market must have free entry and exit, perfect information, a homogeneous product, and numerous buyers and sellers each with no power over price. Furthermore, we derive the theoretical efficiency of competitive markets under conditions where no significant externalities, public goods, or natural monopolies exist. Finally, the actors in the competitive markets are alternatively consumers maximizing their utility, or producers maximizing their profits.</para>
<para>Many have criticized the application of the theorems to the health care sector, claiming that health care markets are typically not perfectly competitive. Health economists have recognized most of these criticisms as having validity. The health care markets depart from competition in several ways:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Barriers to entry exist in health care markets. Such barriers include licensure laws and health planning controls on prices and facility construction.</para></listitem>
<listitem><para><inst>
2.
</inst>There are often few enough firms that those in the market have some degree of monopoly power.</para></listitem>
<listitem><para><inst>
3.
</inst>Health care services are not uniform in quality or other characteristics.</para></listitem>
<listitem><para><inst>
4.
</inst>Motivations other than pure profit are common in health care.</para></listitem>
<listitem><para><inst>
5.
</inst>The model depicts the operation of markets under conditions of certainty. However, health events entail a considerable degree of uncertainty.</para></listitem>
<listitem><para><inst>
6.
</inst>Information problems exist.</para></listitem>
<listitem><para><inst>
7.
</inst>Externalities are prevalent in health care.</para></listitem></orderedlist>
<para>Several of the seven listed deviations need little further explanation. However, we consider three for extended discussion: the role of uncertainty, the role of information, and the role of externalities.</para>
<section id="ch18lev3sec1"><title id="ch18lev3sec1.title">The Role of Uncertainty</title><para><inst>  </inst>The uncertain nature of health status gives rise to the demand for insurance coverage among persons who are risk-averse. In the present context, insurance creates problems for the efficient functioning of health care markets. We note four issues:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Insurance changes the price of care to the insured person, which in turn leads to the distortions described under price discrimination.</para></listitem>
<listitem><para><inst>
2.
</inst>Insurance causes the price paid to suppliers to differ from the price paid by the consumer, and this distorts the efficient matching of production to consumption.</para></listitem>
<listitem><para><inst>
3.
</inst>Large insurance companies and government programs negotiate payment rates, thus removing price determination, at least in part, from the market.</para></listitem>
<listitem><para><inst>
4.
</inst>In some health care markets, insurance coverage is so complete as to distort the health care producer’s incentives to be efficient.</para></listitem></orderedlist></section>
<section id="ch18lev3sec2"><title id="ch18lev3sec2.title">The Role of Information</title><para><inst>  </inst>The efficiency results for competitive markets depend on all parties having complete information available. As we have shown elsewhere, it is particularly problematic for markets to function when information is imperfect and asymmetrically available to the parties in the market. Potential problems of information and efficiency arise either when the physician has much more information about the appropriateness and effectiveness of treatments and techniques than does the consumer, or when the consumer has more knowledge of his or her health status and health habits than does the potential insurer.</para></section>
<section id="ch18lev3sec3"><title id="ch18lev3sec3.title">The Role of Externalities</title><para><inst>  </inst>Finally, health care markets may involve externalities. A prominent externality will occur whenever participants in the market are significantly concerned about the health care received by others, not just about their own health care. This externality may be difficult to internalize in private charity markets, and it arguably causes health care markets to be inefficient. Because some analysts have identified externalities as the most important efficiency argument for social insurance programs in health care, we develop an extended discussion later in this chapter.</para></section></section></section>
<section id="ch18lev1sec3"><title id="ch18lev1sec3.title">Promoting Competition In The Health Care Sector</title>
<para>If we could manipulate real-world markets as easily as we can change the assumptions of theory, then it would follow from our theoretical discussion that we should promote competition in health care markets whenever possible. Often the promotion of competitive elements in health care markets will prove useful. However, further theoretical grounds exist to qualify our statements.</para>
<section id="ch18lev2sec9"><title id="ch18lev2sec9.title">The Theorem of the Second Best</title>
<para>One qualification involves the Theorem of the Second Best in welfare economics. Consider an economy with more than one departure from the conditions of perfect competition. Consider further any policy that corrects one or more of these departures from perfect competition but does not correct all of them. The Theorem of the Second Best shows that such a policy may not necessarily improve society’s welfare.</para>
<para>An intuitive understanding of why this result comes by considering a market with a pure monopolist (a departure from the conditions of perfect competition) who is also a polluter (a departure from the conditions under which competition is efficient). Basic theory shows that a monopolist will produce less output than would a competitive industry under otherwise similar conditions. A policy that hypothetically converts the industry to perfect competition would resolve one discrepancy but not both because both output and pollution would increase. Societal valuations of the extra output versus the extra pollution could in principle determine whether the change worsened society’s well-being. Thus, correcting some economic “wrongs,” but not all of them, may not necessarily improve welfare.</para>
<para>This classic example of the monopolist polluter illustrates the idea of the theorem, but it does not make clear its applicability to the health sector. Consider a somewhat more controversial health-related example. Laws requiring that physicians go to medical school and pass additional exams grant licensed physicians a degree of monopoly power, a distortion from the competitive conditions. At the same time, however, health consumers have imperfect information on therapies and prices and less information than the physicians. This, too, is a departure from competitive conditions. If one eliminated the imperfection caused by licensure but did not simultaneously address the information problem, leaving patients less informed, patient welfare could decrease. This could happen because, without licensure restrictions on physicians, poorly informed consumers could be fooled by quacks or by possibly dangerous treatments. This example also illustrates the Theory of the Second Best.</para>
<para>It would be a misapplication of the Theorem of the Second Best to conclude that all health care policies that increase health care market competition are incorrect. More properly, the theorem states that we cannot assume competitive policies will always improve welfare. We necessarily operate in the world of second best because it will be impossible to convert all health care markets into the model of perfect competition. A competitive policy may improve the functioning of health care markets in a manner that improves society’s well-being. Each policy must be considered on its own merits, not solely on the grounds that it promotes competition.</para>
<para>A number of health economists not only point out reasons why health care markets do not qualify as competitive, but they also criticize the very assumptions that underlie the efficiency claims of welfare economics. We will discuss these “extra-welfarist” claims in the section on Need and Need-Based Distribution later in this chapter.</para></section></section>
<section id="ch18lev1sec4"><title id="ch18lev1sec4.title">An Economic Efficiency Rationale For Social Health Insurance</title>
<para>An externality occurs when someone external to the market transaction—that is, someone who is neither the buyer nor the seller—is affected directly by the transaction and does not receive compensation. A common example in health care occurs in the case of immunization for contagious diseases. Here, people outside the market transaction—those not presently immunized—benefit from the immunization because the immunized person will less likely become a carrier of the disease and threaten their health. This situation is an example of a beneficial consumption externality.</para>
<para>In the presence of a beneficial externality, the competitive market will tend to produce an inefficiently low level of output. Within a single market, the Pareto efficiency definition leads to the condition that marginal benefit equals the marginal cost in equilibrium. Individuals in a well-functioning, perfectly competitive market in theory will use medical care until the marginal benefits, measured through the demand curve, equal marginal costs, which in equilibrium will equal the price. In <link linkend="fg18_00400" preference="1" type="forward">Figure <xref linkend="fg18_00400" label="18-4"><inst>18-4</inst></xref></link>, this leads to an efficient level of consumption, <emphasis>Q<subscript><inst></inst>m<inst></inst></subscript>,</emphasis> in the absence of externalities.</para>
<para>A marginal external benefit to people in society must be added to the marginal private benefit, which is measured by the demand curve, leading to the marginal social benefit. In <link linkend="fg18_00400" preference="0" type="backward">Figure <xref linkend="fg18_00400" label="18-4"><inst>18-4</inst></xref></link>, the marginal external benefit curve is <emphasis>MEB.</emphasis> The marginal benefit to society as a whole is the vertical sum of the <emphasis>MEB</emphasis> curve and the demand curve. The result is the marginal social benefit curve, <emphasis>MSB.</emphasis> Efficiency for society occurs at output level <emphasis>Q<subscript><inst></inst>opt<inst></inst></subscript>,</emphasis> whereas the market would achieve an inefficiently low level of output, <emphasis>Q<subscript><inst></inst>m<inst></inst></subscript>.</emphasis> Thus, on efficiency grounds alone, society may be justified in subsidizing immunizations.</para>
<para>Although immunization for contagious diseases illustrates the logic and role of beneficial consumption externalities in justifying subsidies for (or possibly public provision of) care, such as the U.S. polio immunizations of the 1950s and 1960s or modern-day immunizations in less-developed countries, it represents a fairly minor problem and could not in itself be used to justify large social insurance programs. However, an alternative health care externality, one that we have identified elsewhere as a charitable externality, can in principle be sufficiently important to justify such programs.</para>
<para>This externality would occur, for example, whenever people feel that some segment of society is receiving insufficient care in the sense that the charitably minded person would be willing to pay to help these people get care. Willingness to pay means here that they would pay if contribution would help the poor to acquire health care. Such charitable feelings are probably widespread in most societies. As Pauly (1971) argued:</para>
<extract><para>The desire to eliminate the diseconomy that the presence of curable but uncured disease or injury may exert on others does appear, in general terms, to be a common characteristic of human beings. At least at some levels, most of us would be willing to give up some of our income to help a suffering fellow. Some may, of course, be immune to such feelings, but individuals may also be immune to contagious disease, and this should cause no insurmountable theoretical problems. (pp. <link role="pageref">10</link>–<link role="pageref">11</link>)</para></extract>
<para>This charitable externality has a different source than the case of immunization and is probably more important, but the economic argument is of the same form. In <link linkend="fg18_00400" preference="0" type="backward">Figure <xref linkend="fg18_00400" label="18-4"><inst>18-4</inst></xref></link>, consider the curve <emphasis>MEB</emphasis> to measure this externality. Then, as before, the efficient level of output, <emphasis>Q<subscript><inst></inst>opt<inst></inst></subscript>,</emphasis> exceeds the market output, <emphasis>Q<subscript><inst></inst>m<inst></inst></subscript>.</emphasis> Under certain circumstances, this efficiency may be sufficient grounds to intervene, for example, by providing a program of social insurance.</para></section>
<section id="ch18lev1sec5"><title id="ch18lev1sec5.title">Need and Need-Based Distributions</title>
<para>Even if we can identify accurately the efficient allocation of health care, we nevertheless may find many people in society dissatisfied with the outcome because many people will not get the health care they need. That is, there will be additional concerns, over and above efficiency concerns, regarding equity. In the health care literature, the concerns for equity most often center on the question of whether people are getting the health care they need. Unfortunately health care need is often either undefined or variously defined. The definitions employed may take either extreme, either maximally or minimally. For example, Culyer and Wagstaff (1993) review several definitions of health care need; they conclude that a maximal need definition is superior, defining need as:</para>
<extract><para>the expenditure required to effect the maximum possible health improvement or, equivalently, the expenditure required to reduce the individual’s capacity to benefit to zero. (p. <link role="pageref" preference="0">436</link>)</para></extract>
<para>In contrast, some analysts or policy makers treat health care need as a minimal requirement or standard of adequacy. Federal health planning efforts in the 1970s sought to control the perceived proliferation of health care in order to control costs. Health planners at the time, as well as most health cost control advocates in any era, argued implicitly that consumers were getting more health care than they really needed.</para>
<para>Often the discussion of needs gets disconnected from the fact that the output and distribution of health care to meet people’s needs are chosen in the context of society’s choices of all its public goals. We present a construction of need that brings this to mind. Let health care needs be defined within the context of the choice of society’s goals for population health status as well as in the contexts of other goals, such as education and defense. To illustrate, we identify in <link linkend="fg18_00500" preference="1" type="forward">Figure <xref linkend="fg18_00500" label="18-5"><inst>18-5</inst></xref></link> the production function for health defined over the levels of a variable input, health care, given the conditions of environment, <emphasis>E;</emphasis> lifestyle, <emphasis>LS;</emphasis> and human biological endowment, <emphasis>HB.</emphasis> Here the technically maximal health status is <emphasis>HS<subscript><inst></inst>max<inst></inst></subscript>.</emphasis> Achieving this health status level, requires a health care level of <emphasis>HC<subscript><inst></inst>max<inst></inst></subscript></emphasis>. However, society may choose a lesser health status goal than the maximum achievable, using the savings to further other goals. For example, if society through its choice-processes selects health status goal <emphasis>HS</emphasis><subscript><inst></inst>0<inst></inst></subscript>, then health care level <emphasis>HC</emphasis><subscript><inst></inst>0<inst></inst></subscript> is needed.<footnoteref preference="1" label="2" role="generated" linkend="ch18fn02"/>
</para>
<para>The choice of a health goal implies a needed level of health care, that is, a level of health care “utilization.” In the early 1990s, economists debated whether utilization or “access” was the superior choice for defining needs. The words <emphasis>equity of access,</emphasis> which frequently appear in public documents in various countries, suggest an equal opportunity, especially a financial opportunity (Mooney et al., 1992). Many health economists, however, find <emphasis>access</emphasis> difficult to define. While health care utilization is more easily measured (in units such as visits, or days of care, or availability of necessary drugs), it is usually also the ultimate reason for our concern about access (Culyer, van Doorslaer, and Wagstaff, 1992a, 1992b).</para>
<section id="ch18lev2sec10"><title id="ch18lev2sec10.title">Health Care Needs and the Social Welfare Function</title>
<para>How, then, is the health status goal selected? We depict this choice using the concept of a social welfare function.</para>
<section id="ch18lev3sec4"><title id="ch18lev3sec4.title">The Utility-Possibility Frontier</title><para><inst>  </inst>The Edgeworth box shows the efficient choices available to society in allocating resources among people. Yet it is also apparent that at many points on the contract curve, Abner or Belinda get few or no resources. By the Pareto criteria, these points are unquestionably economically efficient, yet they may be indefensible within any definition of a humane society.</para>
<para>Economic theory suggests that a social welfare function reflecting society’s overall preferences is necessary to determine which of the efficient points to choose. We can trace out a utility-possibility frontier, <emphasis>UU,</emphasis> from the points in the Edgeworth box in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link>. Begin at the 

allocation where Belinda has everything and Abner has nothing. In <link linkend="fg18_00600" preference="1" type="forward">Figure <xref linkend="fg18_00600" label="18-6"><inst>18-6</inst></xref></link>, we can assign Abner a utility of zero and evaluate Belinda’s utility as the intercept of the vertical axis.</para>
<para>We can then draw a <emphasis>UU</emphasis> curve by reallocating resources to Abner from Belinda as we move along the contract curve in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link>. Recall that the fundamental property of Pareto efficient distributions is that Abner’s utility can come only at the expense of Belinda’s utility. Therefore, the <emphasis>UU</emphasis> curve in <link linkend="fg18_00600" preference="0" type="backward">Figure <xref linkend="fg18_00600" label="18-6"><inst>18-6</inst></xref></link> must be downward sloping. The horizontal axis intercept summarizes the point at which Abner has all of the resources.</para></section>
<section id="ch18lev3sec5"><title id="ch18lev3sec5.title">The Social Welfare Function</title><para><inst>  </inst>Society must now decide which point on <emphasis>UU</emphasis> to choose according to the rules by which societies operate—through debate, consensus, and maybe even dictatorial power. Economists define this set of rules as a social welfare function. Consider an unusual society in which the consensus was that everyone’s utility level should be exactly the same, with no variations tolerated. We would recognize this as a set of right-angled social indifference curves along a 45-degree line from the origin. The optimum allocation would be at point <emphasis>A,</emphasis> which is a tangency between the <emphasis>WW</emphasis> curve and the <emphasis>UU</emphasis> curve. This would indicate equal utility levels for Abner and Belinda. From point <emphasis>A,</emphasis> we can then return to the one point on the contract curve in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link> in which the utility levels are equal, denoted <emphasis>Z.</emphasis> Selecting this point leads to the unique allocation of the two goods to Abner and Belinda (although not necessarily the same amounts to each, as shown in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link>).</para>
<para>Many would find the specific social welfare function with equal levels of utility highly questionable and almost impossible to define or obtain (realizing this, policy makers often seek to redistribute the goods that provide the utility). Humane societies might agree, however, that everyone should receive with enough resources for at least a minimal standard of living; for Abner this would be 
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<para>We can characterize this condition as two constraints on the <emphasis>UU</emphasis> curve in <link linkend="fg18_00700" preference="1" type="forward">Figure <xref linkend="fg18_00700" label="18-7"><inst>18-7</inst></xref></link>. Such societies would consider no social welfare function that would provide Abner with less utility than 
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. Even here, however, the answer depends on the exact social welfare function chosen. Societies in which people like Belinda are most influential may have social welfare functions with social indifference curves like <emphasis>W</emphasis>´<emphasis>W</emphasis>´. In this case, people like Belinda would get larger shares of the resources than people like Abner. The optimum at point <emphasis>B,</emphasis> although providing subsistence living for citizens like Abner, would leave citizens like Belinda better off than the optimum in <link linkend="fg18_00600" preference="0" type="backward">Figure <xref linkend="fg18_00600" label="18-6"><inst>18-6</inst></xref></link>.</para></section>
<section id="ch18lev3sec6"><title id="ch18lev3sec6.title">The Social Welfare Function and Health Care Needs</title><para><inst>  </inst>Within this framework, we now discuss the various social choice processes that scholars and policy makers have proposed for the equitable provision of health care. Let the social welfare function of society (<emphasis>SW</emphasis>) represent the preferences of society as a whole. The function in a commonly used form:</para>
<equation id="ch18eq01" label="18.1"><inst>
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(18.1)</inst></equation>
<para>where social welfare is characterized as a function of the utility levels of each of the <emphasis>n</emphasis> persons in the society. Utility for each person as usual depends on his or her consumption of the available goods in society, including health care. In a variation, introducing caring for others, we may suppose that each individual to some degree perceives an external benefit from the consumption of health care by others.</para>
<para>We may perceive society to be efficient when it acts as if it were choosing among its variables to maximize the social welfare function. Consider the choice process graphically in <link linkend="fg18_00700" preference="0" type="backward">Figure <xref linkend="fg18_00700" label="18-7"><inst>18-7</inst></xref></link> as choosing the highest social indifference curve attainable given the utility possibility frontier. This leads to the appropriate level of health care. The health care needed by each person in society is that level which maximizes <emphasis>SW.</emphasis> Social welfare will be maximized when society chooses its optimal health status goals in conjunction with optimal levels of other goals.</para>
<para>The social welfare function has proved flexible within health economics to formulate other conceptions of health equity. Yet a lot of what economists do when they are advising the public lies outside standard welfare economics. In <link linkend="ch18sb01" preference="1" type="forward">Box <xref linkend="ch18sb01" label="18-1"><inst>18-1</inst></xref></link>, we have suggested several “extra-welfarist” criticisms. It may now be beneficial to define and contrast the relevant terms more thoroughly.</para></section>
<sidebar id="ch18sb01" label="18-1" float="1" type="bx1"><inst>Box 18-1</inst>
<title id="ch18sb01.title">The Extra-Welfarist Critique</title>
<para>Werner Brouwer and colleagues (2008) do an excellent job of drawing distinctions between welfare economics and extra-welfarist views, and we consider their work here. Some extra-welfarist criticisms go well beyond the usual criticisms of economics, directed more at the basis of welfare economics itself:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><inst>
1.
</inst><para>Consumers may not be rational.</para></listitem>
<listitem><inst>
2.
</inst><para>Individuals may not be the best judges of their own well-being.</para></listitem>
<listitem><inst>
3.
</inst><para>Social welfare may depend on more than individual utilities.</para></listitem>
<listitem><inst>
4.
</inst><para>Consumer tastes are not fixed but are often learned and malleable.</para></listitem></orderedlist>
<para>These issues, recognizable to economists, raise serious objections for the analysis we have described. For example, if the assumption of rationality fails to approximate behavior, then most microeconomic theory would need to be re-evaluated.</para>
<para>While items 2 and 3 further show how challenging the normative issues are, they are not foreign to America. U.S. society often makes choices that imply that individuals are not the best judges of their own well-being. Examples include motorcycle helmet laws, criminalization of drugs, and mandatory retirement contributions.</para>
<para>However, controversy always arises over where to draw the line. In applying welfare economics to the uninsured, Mark Pauly suggests that voters could probably be convinced that the value of certain reforms aimed at reducing the rate of uninsurance is worth the costs. However, he asserts, “If we cannot convince the decisive voters of the value of what we value, then I think we need to accept the verdict of democracy” (p. <link role="pageref" preference="0">14</link>). Uwe Reinhardt responds in contrast:</para>
<extract><para>I, for one, believe that, if this nation is ever to have truly universal health insurance coverage and a truly humane safety net all around, an elite espousing those goals would have to impose that state of affairs on generally confused plebs that has quite unstable, often logically inconsistent and utterly malleable preferences on the matter (Pauly and Reinhardt, 1996, p. <link role="pageref" preference="0">24</link>).</para></extract>
<para>Reinhardt echoes the frustration of many health economists on this point, but many also question it. <emphasis>Plebs</emphasis> here means the general populace, but it shares the same root with the word <emphasis>plebiscite,</emphasis> a vote of the general populace. Would health policy “impose(d) . . . on a generally confused plebs” pass a vote, or plebiscite?</para></sidebar>
<section id="ch18lev3sec7"><title id="ch18lev3sec7.title">Welfarist Health Economics</title><para><inst>  </inst>Thus the social welfare function (SWF), which we have used to choose the “best” social option in <link linkend="fg18_00700" preference="0" type="backward">Figure <xref linkend="fg18_00700" label="18-7"><inst>18-7</inst></xref></link>, though the dominant approach, is disputed by many health economists. Called “welfarism” by its critics it is contrasted with “extra-welfarism.” It will be beneficial to define and describe it more thoroughly here.</para>
<para>The SWF represents welfarism when based solely on the utilities of the individuals who make up society. As in much of economics, we assume that these individuals are rational and that they know what is best for themselves. Everyone counts. If John would improve his utility when society moves from <emphasis>A</emphasis> to <emphasis>B,</emphasis> and if no one else is harmed, then society must choose <emphasis>B.</emphasis> Thus the Pareto Principle, which you recognize here, applies in the SWF.</para>
<para>This welfare economics contains two other salient features that matter when we compare the extra-welfarist argument. First, note that the mathematical form of the SWF and any equity weights that may be incorporated in it come from “outside” of the assumptions described previously. Perhaps they come from a societal advisor, or, more in keeping with the individualistic and democratic nature of the approach, perhaps society could determine preferences over these features by surveys of the public.</para>
<para>Second, the concept of utility is in some places variously defined. The introductory classroom will find it defined as “a measure of satisfaction” or even “happiness.” The more sophisticated definition describes utility as merely an index of preferences; where preferred bundles get higher utility numbers. The latter definition puts an emphasis not on emotion but on what the individual would choose under the right conditions.</para></section>
<section id="ch18lev3sec8"><title id="ch18lev3sec8.title">Extra-Welfarist Analysis</title><para><inst>  </inst>In contrast, the extra-welfarist approach allows valuations other than the individual’s utility in the determination of social choice, and the sources of valuation may be other than the affected individual’s. Therefore it is less individualistic and tends to be less democratic, at least in the sense that unlike the “methodological individualism” of standard welfare economics, extra-welfarism makes no assumption that the individuals’ preferences are the best guide to what is best for themselves.</para>
<para>Sen (1980), for example, questions whether a person’s utility is a reliable guide to his or her well-being. He argues that utility may merely result from, or represent, the emotions of the moment. He proposes, instead, that individuals are entitled to an acceptable level of “capability,” which includes health and normal functioning. Ruger (2009) elaborates on Sen’s important arguments, exploring particular policy implications.   Cookson (2005) has proposed that the quality of life-years (QALYs) measure provides an acceptable approximation to Sen’s capabilities. An interesting twist of this theme is Alan Williams’s Fair Innings approach, described in <link linkend="ch18sb02" preference="1" type="forward">Box <xref linkend="ch18sb02" label="18-2"><inst>18-2</inst></xref></link>.</para></section></section>
<sidebar id="ch18sb02" label="18-2" float="1" type="bx1"><inst>Box 18-2</inst>
<title id="ch18sb02.title">The “Fair Innings” Proposal</title>
<para>Williams (1997) proposes that people would generally agree to the principle that everyone is entitled to a normal span of life at a reasonable level of quality. The Williams metaphor fits on both sides of the Atlantic: Cricket has one or two innings and baseball has nine innings—generally that is all anyone gets—but everyone should get that much. This idea applies with most force to trade-offs in life years between the old and the young; in this context, it implies a rationing by age.</para>
<para>Consider two individuals, each of whom stands to gain eight good-quality extra years of life after being “rescued” from a lethal disease by medical technology costing $100,000. Let one of these people be 80 years of age and the other 30. If resources are scarce, which individual should get the treatment? The “fair innings” concept would clearly require the treatment go to the younger person since the 80-year old person has had his or her fair innings already.</para>
<para>Valuations by society in this fair innings scheme are generally not so simple. This central issue lies in how much society prefers to help the one versus the other. If we agree that the elderly facing illness and the young facing illness are not equal, then the question for Williams becomes “To what degree are we as a community averse to this inequality?”</para></sidebar>

<section id="ch18lev2sec11"><title id="ch18lev2sec11.title">Norman Daniels’s Concept of Health Care Need</title>
<para>The social welfare function framework implicitly treats health care as just one of many commodities that provide utility, something determined by the same social choice mechanism by which society makes all its choices of social goals. Some analysts argue instead that health is special and that health care needs have a more objective and independent basis.</para>
<para>To address the special role of health, the philosopher Daniels (1985) developed a health care needs definition, and we outline his approach here.</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><title><inst>
1.
</inst>Health care is special.</title><para><inst>  </inst>This view separates health care from other goals. To make this separation plausible, we must view health care as a primary good that is special because it is central to the task of attaining or restoring a fair equality of opportunity. In this sense, it comes prior to other considerations.</para></listitem>
<listitem><title><inst>
2.
</inst>Species-typical functioning.</title><para><inst>  </inst>Daniels argues further that the human species has a range of functioning that is typical and appropriate to it. <emphasis>Disease</emphasis> here means the absence of health; <emphasis>health</emphasis> is the ability to attain a functioning level typical to the species.</para></listitem>
<listitem><title><inst>
3.
</inst>Fair equality of opportunity.</title><para><inst>  </inst>Given the nature of society and the human species, there is a range of behavior opportunity that every person in society should have available. The range will vary somewhat from person to person inasmuch as we each have different endowments of skills and abilities, but all are entitled to their fair share.</para></listitem></orderedlist>
<para>To use the fair equality of opportunity standard of health care need, we must imagine that there is a degree of objectivity behind its construction, and that need, so constructed, would be observable in common by most people. We do not solve this matter here, but instead point out what Daniels’s project entails. If we accept Daniels’s view as correct, then health care need is separate from the other goals for society. We leave as a discussion question the issue of whether this is the case.<footnoteref preference="1" label="3" role="generated" linkend="ch18fn03"/>

</para></section>
<section id="ch18lev2sec12"><title id="ch18lev2sec12.title">Economic Criticisms of Need-Based Distributions</title>
<para>Mainstream economic ideas often clash with need-based conceptions of the appropriate distribution of health care resources. The economic criticisms are directed to particular conceptions of need and can be understood as saying “If by need you mean X, then the following criticism applies. . . .” Several criticisms of this sort exist in the literature.</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><inst>
1.
</inst><title>The bottomless pit.  </title><para>If the technical maximum health status goal is chosen, it will likely be the case that the cost of bringing all inputs to bear for some patients, even when these inputs have little effect on the patient’s health, could exhaust society’s resources. This would constitute a bottomless pit.</para></listitem>
<listitem><inst>
2.
</inst><title>Needs should not be chosen independent of costs.</title>  <para>Society’s health status goals should depend in part on the costs of health and the price of health care. Health is undoubtedly subject to diminishing marginal returns in production. If some other societal goal offers greater marginal utility per dollar than health care, society could improve its well-being by transferring the money value of the marginal health care unit to the service of that other good, for example, education.</para></listitem>
<listitem><inst>
3.
</inst><title>The role of scientific medicine in determining needs.</title><para>  From similar reasoning, it follows that health needs cannot be determined solely on the basis of scientific medical knowledge. The role of medical experts is critical in needs analysis, inasmuch as we require scientific data to determine the medical inputs needed to attain a given health goal. However, the appropriate health status goals themselves must be chosen with knowledge of society’s economic constraints and its values. In some form, the political process is required to identify the trade-offs that society is willing to incur to attain any given goal.</para></listitem>
<listitem><inst>
4.
</inst><title>Monotechnic needs.</title><para>  Early on, Fuchs (1974) pointed out that when needs analyses are stated in terms of needed health resources per capita, they often implicitly (and usually incorrectly) assume that only one available technique exists for pursuing a health status goal. More plausibly, many opportunities exist for substitution, not only among health care inputs but also among health care inputs and other inputs into the production function of health.</para></listitem></orderedlist></section></section>
<section id="ch18lev1sec6"><title id="ch18lev1sec6.title">Horizontal Equity and Need</title>
<para>Horizontal equity is the requirement that equal people be treated equally. Analysts have often compared health care equity across countries using a Gini Index, or at least one modified from the original Gini’s use, though recently researchers have developed measures with more attractive features. Consider first what the traditional Gini Index is.</para>
<para><link linkend="fg18_00800" preference="1" type="forward">Figure <xref linkend="fg18_00800" label="18-8"><inst>18-8</inst></xref></link> depicts the cumulative portion of the population ranked by income (on the horizontal) graphed with the cumulative portion of earned income on the vertical. The diagonal line indicates the “perfect distribution.” Along this line each income group is earning an equal portion of the income. The broken curve line represents the Lorenz Curve, the actual situation. For this example, the bottom 20 percent of the income distribution is earning 5 percent of the income. Income inequality favoring the rich occurs whenever the actual curve lies below the diagonal. The Gini Index is the area marked <emphasis>A,</emphasis> and the Gini Coefficient is the ratio of area <emphasis>A</emphasis> to the total area under the diagonal.</para>
<para>We see that by these definitions the Gini Coefficient must always lie between zero (perfect equality) and one (complete inequality); in other words the Lorenz Curve must always lie below the diagonal. For example, it would be illogical to say that the lowest 20 percent of the income people received more than 20 percent of the income. But things are different when health care inequality is the issue.</para>
<para>Suppose we wish to compare the cumulative proportion of health care use with the cumulative distribution of income. In contrast to income, it is not illogical to say that the lowest 20 percent of the income distribution receive <emphasis>more</emphasis> than 20 percent of the health care. Such a distribution would be “biased” in favor of the poor. We shall see the distribution of health care favors the lower income groups in many of the European countries. We can imagine in such a case a figure somewhat like <link linkend="fg18_00800" preference="0" type="backward">Figure <xref linkend="fg18_00800" label="18-8"><inst>18-8</inst></xref></link> except that the actual distribution curve has portions that lie above the diagonal. By convention we associate bias toward the poor with negative numbers and bias toward the rich with positive numbers.</para>
<para>While the Gini analysis still embodies the basic ideas of horizontal equity analysis, health economists (van Doorslaer, Koolman, and Jones, 2004; Koolman and van Doorslaer, 2004) have developed further measures and extensions of the analysis, which they find more useful. These authors prefer a Concentration Index, stated as</para>
<equation id="ch18eq02" label="18.2"><inst>
</inst><mediaobject float="0"><textobject role="xpressmath">
[image: image7.wmf])

,

(

cov

2

i

i

M

R

y

y

C

=

</textobject></mediaobject><inst>
(18.2)</inst></equation>
<para>where <emphasis>y<subscript><inst></inst>i<inst></inst></subscript></emphasis> is the health care utilization of income group <emphasis>i,</emphasis> <inlineequation id="ch18ie01"><inlinemediaobject><textobject role="xpressmath">
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</textobject></inlinemediaobject></inlineequation> is the mean health care use in the population, and <emphasis>R<subscript><inst></inst>i<inst></inst></subscript></emphasis> is the cumulative fraction of the population in fractional income group <emphasis>i.</emphasis> The <link linkend="ch18eq02" preference="0" type="backward">equation (<xref linkend="ch18eq02" label="18.2"><inst>18.2</inst></xref></link>) states the unweighted version of the index, which is correct when all of the groups are of equal size. If the groups have different sizes, a weighted version must be used, as in van Doorslaer, Koolman, and Jones (2004). Under the present assumptions, the unweighted covariance of <emphasis>y<subscript><inst></inst>i<inst></inst></subscript></emphasis> and <emphasis>R<subscript><inst></inst>i<inst></inst></subscript></emphasis> is</para>
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<para><link linkend="ch18eq02" preference="0" type="backward">Equation (<xref linkend="ch18eq02" label="18.2"><inst>18.2</inst></xref></link>) shows that a bias favoring the rich will yield a positive covariance and thus a positive value for <emphasis>C<subscript><inst></inst>M<inst></inst></subscript>.</emphasis> Consider this statement in more detail. Note that each term under the summation sign in (18.3) is a product of the individual’s relative amount of care times his or her relative position in the income scale. If richer than average, <inlineequation id="ch18ie02"><inlinemediaobject><textobject role="textequation"><phrase>
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</phrase></textobject></inlinemediaobject></inlineequation>, then that product will be positive. Similarly, if poor and receiving less than average care, the corresponding product would also be positive.<footnoteref linkend="ch18fn04" label="4"/><emphasis role="superscript">

</emphasis></para>
<para>If the predominance of care likewise tends to favor the rich and disfavor the poor, the covariance will tend to be positive. Conversely, a bias in favor of the poor will tend to result in a negative covariance. Returning to (18.2), we understand that a positive value for <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis> suggests a bias in favor of the rich and a negative value for <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis> suggests a bias for the poor.</para>
<para>In the data that follow, the authors have created the Concentration Index for several European countries, and they have also created a Health Inequity (<emphasis>HI</emphasis>) index. The <emphasis>HI</emphasis> is calculated by first creating a Concentration Index for health <emphasis>need,</emphasis> denoted <emphasis>C<subscript><inst></inst>N<inst></inst></subscript>.</emphasis> They then subtract <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis>  <emphasis>C<subscript><inst></inst>N<inst></inst></subscript></emphasis> to control for the need-based variation. The reason behind this step, in the authors’ view, is that we should not view health care visits to the doctor that respond to immediate need as treatment caused by inequity of the health system itself.</para>
<para>To devise their estimate of health need, the authors regressed doctor visits on “need indicators.” For this purpose they chose health status measures, morbidity (illness), and demographics. They then created <emphasis>C<subscript><inst></inst>N<inst></inst></subscript></emphasis> by replacing the values for <emphasis>y</emphasis> in the <link linkend="ch18eq02" preference="0" type="backward">equation (<xref linkend="ch18eq02" label="18.2"><inst>18.2</inst></xref></link>) with this measure of an individual’s health care need.</para>
<para>The Health Inequity index is</para>
<equation id="ch18eq04" label="18.4"><inst>
</inst><mediaobject float="0"><textobject role="xpressmath">
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<para>Both indexes are reported in <link linkend="ch18table01" preference="1" type="forward">Table <xref linkend="ch18table01" label="18-1"><inst>18-1</inst></xref></link>. Index <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis> is the Concentration Index as we have previously described it. Index <emphasis>HI</emphasis> may be thought of as health care inequality after removing the underlying variation that can be attributed to need. Note that <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis> and <emphasis>HI</emphasis> estimates in the table are predominantly negative for these countries for General Practitioner visits, indicating a bias in favor of the poor.</para>
<para>However, for the specialty visits the reverse is true almost throughout. <link linkend="ch18table01" preference="0" type="backward">Table <xref linkend="ch18table01" label="18-1"><inst>18-1</inst></xref></link> gives us two means to assess the degree of bias in these countries. First, the sign of the indices indicates a bias toward the rich if the index is positive and toward the poor if the index is negative. Second, we measure the strength of the bias by the size of the index and whether the index estimate differs significantly from zero at the 5 percent level.</para></section>

<table id="ch18table01" label="18-1" float="1" frame="none" prefix="Table"><title id="ch18table01.title"><inst>Table 18-1 </inst>Health Care Inequality Measures Across Several Countries</title><tgroup cols="5" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="100"/><colspec colnum="2" colname="c2" align="char" char="." colwidth="100"/><colspec colnum="3" colname="c3" align="char" char="." colwidth="100"/><colspec colnum="4" colname="c4" align="char" char="." colwidth="100"/><colspec colnum="5" colname="c5" align="char" char="." colwidth="100"/><spanspec spanname="s1" namest="c1" nameend="c5" align="left"/>
	<thead><row><entry><para> </para></entry>
	<entry valign="top"><para>C<subscript><inst></inst>M<inst></inst></subscript></para></entry>
	<entry valign="top"><para>HI</para></entry>
	<entry valign="top"><para>C<subscript><inst></inst>M<inst></inst></subscript></para></entry>
	<entry valign="top"><para>HI</para></entry></row>

	<row><entry><para> </para></entry>
	<entry valign="top"><para>GP Visits Total</para></entry>
	<entry valign="top"><para>GP Visits Total</para></entry>
	<entry valign="top"><para>Spec Visits Total</para></entry>
	<entry valign="top"><para>Spec Visits Total</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Ireland</para></entry>
	<entry valign="top"><para>0.1323*</para></entry>
	<entry valign="top"><para>0.0696*</para></entry>
	<entry valign="top"><para>0.0770*</para></entry>
	<entry valign="top"><para>0.1388*</para></entry></row>

	<row><entry valign="top"><para>Belgium</para></entry>
	<entry valign="top"><para>0.1145*</para></entry>
	<entry valign="top"><para>0.0508*</para></entry>
	<entry valign="top"><para>0.0269</para></entry>
	<entry valign="top"><para>0.0255</para></entry></row>

	<row><entry valign="top"><para>Spain</para></entry>
	<entry valign="top"><para>0.0906*</para></entry>
	<entry valign="top"><para>0.0492*</para></entry>
	<entry valign="top"><para>0.0267</para></entry>
	<entry valign="top"><para>0.0740*</para></entry></row>

	<row><entry valign="top"><para>Luxembourg</para></entry>
	<entry valign="top"><para>0.0918*</para></entry>
	<entry valign="top"><para>0.0406*</para></entry>
	<entry valign="top"><para>0.0704*</para></entry>
	<entry valign="top"><para>0.0282</para></entry></row>

	<row><entry valign="top"><para>Italy</para></entry>
	<entry valign="top"><para>0.0649*</para></entry>
	<entry valign="top"><para>0.0349*</para></entry>
	<entry valign="top"><para>0.0179</para></entry>
	<entry valign="top"><para>0.0537*</para></entry></row>

	<row><entry valign="top"><para>Greece</para></entry>
	<entry valign="top"><para>0.1258*</para></entry>
	<entry valign="top"><para>0.0308*</para></entry>
	<entry valign="top"><para>0.0418*</para></entry>
	<entry valign="top"><para>0.0492*</para></entry></row>

	<row><entry valign="top"><para>Germany</para></entry>
	<entry valign="top"><para>0.0636*</para></entry>
	<entry valign="top"><para>0.0268*</para></entry>
	<entry valign="top"><para>0.0158</para></entry>
	<entry valign="top"><para>0.0517*</para></entry></row>

	<row><entry valign="top"><para>UK</para></entry>
	<entry valign="top"><para>0.1006*</para></entry>
	<entry valign="top"><para>0.0240*</para></entry>
	<entry valign="top"><para>0.0234</para></entry>
	<entry valign="top"><para>0.0524*</para></entry></row>

	<row><entry valign="top"><para>Netherlands</para></entry>
	<entry valign="top"><para>0.0535*</para></entry>
	<entry valign="top"><para>0.0113</para></entry>
	<entry valign="top"><para>0.0178</para></entry>
	<entry valign="top"><para>0.0413*</para></entry></row>

	<row><entry valign="top"><para>Denmark</para></entry>
	<entry valign="top"><para>0.0831*</para></entry>
	<entry valign="top"><para>0.0008</para></entry>
	<entry valign="top"><para>0.0223</para></entry>
	<entry valign="top"><para>0.0844*</para></entry></row>

	<row><entry valign="top"><para>Portugal</para></entry>
	<entry valign="top"><para>0.0692*</para></entry>
	<entry valign="top"><para>0.0051</para></entry>
	<entry valign="top"><para>0.0971*</para></entry>
	<entry valign="top"><para>0.1604*</para></entry></row>

	<row><entry valign="top"><para>Austria</para></entry>
	<entry valign="top"><para>0.0499*</para></entry>
	<entry valign="top"><para>0.0146</para></entry>
	<entry valign="top"><para>0.0345</para></entry>
	<entry valign="top"><para>0.0740*</para></entry></row>


<row class="5" role="tfoot"><entry spanname="s1"><note><para><emphasis>Note:</emphasis> <emphasis>C<subscript><inst></inst>M<inst></inst></subscript></emphasis> is the Concentration Index and <emphasis>HI</emphasis> is the Health Inequality Index, both of which are described in the text. The table is created from data published in van Doorslaer, Koolman, and Jones, <emphasis>Health Economics</emphasis>, 2004, <link olinkend="ch18" preference="0">Tables <xref olinkend="ch18" label="1"><inst>1</inst></xref></link> and <link olinkend="ch18" preference="0"><xref olinkend="ch18" label="2"><inst>2</inst></xref></link>, pp. 637–38, with permission. An asterisk indicates that the estimated value is significant at the 5 percent level or better. “GP” stands for general practitioner, and “Spec” stands for specialist.
Income Inequality

To have lesser access to health care raises the concern that health status will also be lessened. Income inequality has a broader effect on health. We show the relation of income inequality to mean health status by defining it as the mean infant mortality rate for two reasons: 1) Deaths can be counted with little error; and 2) most countries and most smaller jurisdictions (like states) keep track of these data.

In examining Fig 18-9, we must be aware that access to health care is only one part of
determining health status, whereas income inequality may have many additional effects, often harmful., for example pockets of poverty may lack good nutrition.  This Figure, from the Spirit Level by Wilkinson and Pickett, (2011), will surprise many American students and other readers who expected us to be doing much better than this. More important, the international pattern is clear and worth commiting to memory. We see that income inequality, which economists usually measure by bthe Gini Index, tells us much [image: image13.jpg]Life expectancy in years
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Figure 6.3 Life expectancy is related to inequality in rich countries.
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Figure 6.4 Infant mortality is related to inequality in rich countries.
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Figure 18-9 Infant Mortality Is Related to Inequality in Rich Countries
(Richard Wilkinson and Kate Pickett, The Spirit Level: Why Greater Equality Makes Societies Stronger , New York, Bloomsbury Press, 2009)

more than mere per capita income data. Countries that are rich on average, like the United States, may be less healthy than many others who share their wealth better.
One may have thought that the Gini and infant mortality would be unrelated, but income equality proves to be closely related to this and much more. Again following Wilkinson and Pickett (2009): child well being (UNICEF Index) improves with greater equality; it improves “trust” between people in the community; women’s status improves; mental health problems are lower; life expectancy extended; children get greater math and literacy scores; there are fewer prisoners per capita.
The influence of income inequality is clearly substantial. But we know that correlation is not causality. Could it be that these data actually reflect that those people who are healthier to begin with will more likely generate income equality? We do not have scientific papers to resolve this question (though see related discussions on social capital in Chapter 24). Yet many if not most economists would agree that reducing income inequality would likely improve community well being.


Schooling and Income Inequality 
Political scientist Robert Putnam provides a needed micro level look at the effects of income inequality (2015). He and his staff talked to selected parents and their children in several American towns and also studied the local schools. 

· Clara first lived in a poor and dangerous area of L.A. But with encouragement from her teachers and very determined study she qualified for college and went on to get a graduate degree in counselling. When she married Rodrico, also a professional, they had sufficient means to care for their daughter, Isabella, and move to an affluent area of Orange County near an excellent high school, Troy. Isabella attends Troy.
· Lola and Sophia don’t remember their mother, and they live in a house, provided for by their grandfather, who lives elsewhere, in a very bad part of Orange County, just a few minutes drive from where Isabella lives. They attend Santa Anna High School, which the girls complain to be undesirable. Ironically the school receives about the same amount of public support per student as does Troy, though Troy receives donation support from its wealthier parents.
Troy students get much higher mean SATs. Does this academic quality matter to a given student’s (e,g, Isabella) achievement? 

The answer is “Yes”. Research (Oldfield and Eaton, 1996) shows that characteristics of your school peers, whether measured by test scores or family income, are more strongly correlated one’s own achievement than one’s own charcteristics. Others have shown that income class of the local families is a key determinant of student achievement in the local schools (Reardon, 2011). So what has income inequality to do with this situation? First, when families move freely, they will buy a house, a neighorhood with pleasant amenities, and quality schools. The key word is “buy”, even the neighborhood amenities have an effective price on them. 
Sophia and Lola had little or no wherewithal to get any better situation. Isabella’s good education is provided by the investments her parents had made in Los Angeles. 

Second, families that provide stimuli for learning can have substantial effects on their children’s academic success: reading to them, talking with them, encouraging digital literacy, less time watching TV, and more. Does this academic richness at home have consequences? Yes. Research reported by Nisbett (2009) shows that it will even increase the children’s IQ scores.

Can public policy improve the lot of poor families? Recall that Clara succeeded by determination.  Of Lola and Sophia, Lola dropped out of school while Sophia determinedly fought the lax system at Santa Anna and eventually qualified for Community College. 

Is determination enough, and academic achievement just has to be left to the children themselves? We know this. Research by Kenworthy (2012) finds that simply giving a quantity of dollars (he used $3000) to a poor family with young children will benefit the children now as well as later in life.

Nobel economist Joseph Stiglitz (2012) sets out a collection of reforms to improve income equality in the United States. We list a sample of these so readers can assess their logic, but also to how politically difficult the path would be: make income taxes more progressive; end corporate welfare; more effective enforcement of competition laws; and reduce rent seeking.
</para></note></entry></row></tbody></tgroup></table>
<section id="ch18lev1sec7"><title id="ch18lev1sec7.title">Theories of Social Justice</title>
<para>Inevitably, understanding what health care distribution is equitable and choosing what health care needs should be met in a society depends on ethical theory. An ethical theory serves to identify a context and reasoning by which to determine what we <emphasis>ought</emphasis> to do, as opposed to mere positive analysis which describes what we do. Ethical theories that serve to determine a fair or just distribution of economic resources are sometimes called theories of social justice. Seen this way, any notion of equity or need in health care, to be complete, must be connected to an ethical theory, perhaps to a theory of social justice.</para>
<para>Although there are several theories of social justice, there is no consensus-accepted theory. Even without a consensus, however, such theories help to illuminate issues to address in order to achieve a consensus. We offer a brief overview of three social justice theories, along with a selection of criticisms of each theory.</para>
<section id="ch18lev2sec13"><title id="ch18lev2sec13.title">Utilitarianism</title>
<para>Utilitarianism became prominent in the nineteenth century and is still current in modified forms. It can be understood as the greatest good for the greatest number. In its classical form, it identified the social optimum coincident with maximization of the sum of utilities of all persons in society. Classical utilitarianism essentially defines the social welfare function as the sum of individual utilities.</para>
<para>Followers of utilitarianism promoted by Jeremy Bentham in the eighteenth and nineteenth centuries, conceived of an individual’s utility as cardinally measurable, at least in principle, and comparable among individuals (your “utils” compare with my “utils”!) The utilitarian ethic originally was conceived somewhat literally as maximization of society’s total satisfaction level.</para>
<para>Utilitarianism captures the idea of trade-offs among goals. Under this construction, society may choose to accept some harm for a few members in return for a greater good for the many. As such, it avoids the bottomless pit criticisms mentioned earlier. Health status would not generally be maximized for every individual in society under this view.</para>
<section id="ch18lev3sec9"><title id="ch18lev3sec9.title">Some Criticisms of Utilitarianism</title><para><inst>  </inst>Economists came to criticize classical utilitarianism early in the twentieth century. They generally rejected the idea that utility could be cardinally measurable and comparable among people. Economists view it as unscientific to suppose that one individual’s level of satisfaction could somehow be added to that of another person. Modern social welfare theory in economics has proceeded along ordinal utility lines. Utility in these theories retains the role of ranking preferences among alternatives, but we have discarded the notion of a fixed quantitative measure of happiness in most modern theory.</para>
<para>Two other criticisms of utilitarianism illustrate some of the weaknesses identified in the theory. One is the question of domain—that is, whose utilities are to count? Utilitarianism does not itself identify where to draw the boundaries of membership in the society. Are foreign people or noncitizens to count? If not, why not? Are animals to count? Unborn future generations? Is the utility of the fetus to count or only that of the already born?</para>
<para>A second criticism raised by Nozick (1974) poses a similar question regarding possibly malevolent individuals in society. For example, suppose an individual, because of bigotry or sheer malevolence, gets satisfaction out of the suffering of some other group in society. Is the malevolent utility of such a person also to count?</para></section></section>
<section id="ch18lev2sec14"><title id="ch18lev2sec14.title">Rawls and Justice as Fairness</title>
<para>John Rawls (1971) approached the concept of social justice from a different viewpoint. Here, a primary principle of justice is that social choices must be fair. Rawls views it as unfair for people with economic or political power who often have vested interests because of their circumstances in society to dominate the social choices. Instead, according to Rawls, to be fair we should make our choices from a position divorced from arbitrary special interestedness. Such a position, it is proposed, is one from behind the “veil of ignorance.”</para>
<para>The Rawlsian veil of ignorance is a hypothetical situation in which we can think rationally but for which our particularities of self and economic situation are as yet unknown. It is as if we could somehow contemplate life in society before we are born and before we know whether we will be rich or poor, black or white, male or female, tall or short, and so on. Rawls believes that, so divorced from our vested interests of life, we would generally come to a consensus about principles of social justice, and specifically we would agree to the Rawlsian “maximin” principle.</para>
<para>Under the maximin principle, we would each reason that without knowing who we were to become in society, we would presume that we could be the person worst off. Under such circumstances, we would agree, argues Rawls, only to a system of justice in society that maximized the position of the worst off. This need not result in complete equality of incomes and resources including health care, but it would permit departures from equality only if the lot of the worst-off would improve. Health care under a Rawlsian system of social justice would presumably also be provided if the needs of the worst-off were regarded as a priority.</para>
<section id="ch18lev3sec10"><title id="ch18lev3sec10.title">Some Criticisms of Rawlsian Justice</title><para><inst>  </inst>Rawls’s theory of justice also has drawn criticism. Critics have noted that Rawls assumes that each of us behind the veil of ignorance is extremely risk-averse. Suppose that an alternative situation, A, offered everyone an income of $10,000, while alternative B offered one person $9,000 but everyone else $100,000. Under the maximin principle, persons behind the veil would choose alternative A, the alternative with the higher income for the worst off. Would people really be so risk-averse as to forgo even extremely good odds of a large gain? The Rawlsian theory of justice also appears subject to the bottomless pit argument. The instance of health care provides a good example of the problem in the views of Arrow (1973):</para>
<extract><para>Thus there could easily exist medical procedures which serve to keep people barely alive but with little satisfaction and which are yet so expensive as to reduce the rest of the population to poverty. (p. <link role="pageref" preference="0">251</link>)</para></extract>
<para>Despite the criticisms, Rawlsian justice provides a prominent example of a theory of social justice that entails a strong presumption in favor of equality—a presumption that permits inequalities to arise only if they contribute to the lot of the worst-off.</para></section></section>
<section id="ch18lev2sec15"><title id="ch18lev2sec15.title">Liberalism, Classical and Modern</title>
<para>Classical liberalism refers to the political philosophy developed largely during the Age of Enlightenment, which centers on the eighteenth century. Led by the principles of John Locke (1690), it emphasizes the rights of the individual to his property and to himself. In this view, people enter the state voluntarily, and are free to choose what they deem best for themselves and their families. The tradition was the intellectual guide to the American Constitution, as is well-known to American schoolchildren. These “classical liberals” also included Adam Smith and, later, John Stuart Mill and Friedrich Hayek. Liberty in this tradition was largely a matter of emphasis as opposed to a fixed constraint. These philosophers largely supported taxation and often mentioned favorably things, such as government programs, to improve the well-being of the community; Locke (1697, p. 4), for example, favored government aid to the poor by way of the English Poor Laws, Smith favored public schooling for working-class children (1776, pp. III, II, 303), Mill mixed liberty values with social concerns (1975), and Hayek, whose life spanned the creation of the New Deal, spoke favorably of social health insurance itself (1960, p. 298). Would classical liberals, in sum, support, for example, a modern universal social health insurance plan? Folland (2005) reasons that they might do so.</para>
<para>In contrast to the older, verbal tradition of these economic philosophers, Nozick (1974) departs both in analytical style and by drawing stronger implications. Nozick asserts that government must limit itself to maintaining only the necessary services: the “minimal state.”</para>
<para>Nozick proposes that natural rights suggest the necessity for a <emphasis>libertarian constraint.</emphasis> By a libertarian constraint, he means that any system of social organization should prohibit the coercion of others, and that people are entitled to keep any property received through a voluntary transaction. From these principles, Nozick justifies the existence of a minimal state. He argues that these principles of justice necessarily limit the role of the state, and in consequence, this would exclude social programs beyond the minimal functions of government in providing public police protection services. It follows that social programs providing for health care also would not be warranted, and the health care needs of one person would not place obligations on any other person other than for what he or she voluntarily is willing to accept.</para>

<section id="ch18lev3sec11"><title id="ch18lev3sec11.title">Some Criticisms of The Modern Libertarian Theory</title><para><inst>  </inst>A central focus of criticism is the assumed libertarian constraint itself. For those who do not accept the constraint as an implication or necessity of natural rights, it will be hard to see why we are not free to trade off some degree of liberty in order to make gains in efficiency. For example, we do not allow slavery even if the would-be slave would voluntarily accept it. In the health setting, the Food and Drug Administration restrictions on the availability of certain drugs represent restrictions on liberty, but at least, in some cases, they may be supportable on efficiency grounds. Pauly (1978) has argued that if the costs of conveying information to the public are sufficiently large, substantial efficiency gains may accrue simply by restricting access to a potentially dangerous drug. 
The restriction of access may in some cases require a physician’s prescription; in other cases, it may require banning the drug from the market.</para>
<para>Members of society frequently accept rules that restrict liberty somewhat but that are expected to improve outcomes. Wittman (1982) has discussed the potential efficiency of simple rules in day-to-day life and in sports. A traffic light restricts liberty but promotes the efficient and safe flow of traffic. If we accept the principle that liberties can be traded off to gain certain efficiencies, this raises the question of whether we must accept the libertarian constraint.</para></section></section></section>
<section id="ch18lev1sec8"><title id="ch18lev1sec8.title">Conclusions</title>
<para>The three theories of social justice described here attempt to ground our understanding of the distribution of goods and services—including health care—in a system of ethics. The brief review of these theories cannot account for all arguments and rebuttals nor does it constitute an exhaustive coverage of the many normative models available. Those interested in ethics, as it concerns economic distribution, should consult the original sources.</para>
<para>The theories, however, serve to show how widely people’s understanding of appropriate distributions of health care differ, and their consideration suggests that we have as yet no consensus. Nevertheless, these issues of justice are raised whenever society wishes to modify the distribution of health resources on grounds of need and equity. The issues are no less important because there is disagreement.</para>
<para>The meaning of efficiency is more sharply defined. Here the controversial issues involve the degree of efficiency attainable either with existing health care markets or with health care markets as modified by new policies. The theoretical model of perfect competition generates a Pareto efficient outcome. Health care markets in practice, however, differ in many respects from those that have perfect competition. Perhaps the most notable discrepancies of actual health care markets from the theoretical model arise because of the role of uncertainty, the problems of information, and the presence of externalities.</para>
<para>Perfection in either direction is not attainable. We must inevitably accept approaches to health care distribution that are second-best, evaluating each proposal on its merits. While perfect competition is unattainable, proposals that improve the degree of competition in health care markets may nevertheless improve society’s well-being. On the other hand, proposals for providing social insurance programs to at least some segments of the population can be supported in principle on efficiency grounds whenever substantial charitable externalities are present. Alternatively, social insurance programs may be justified on the basis of one or more systems of social justice.</para></section></section><section id="ch18lev1rm" role="rm"><title id="ch18lev1rm.title"/><summary id="ch18sum01">
<title id="ch18sum01.title">Summary</title>

<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Pareto efficiency defines a situation where it is no longer possible to make mutually beneficial changes. It is Pareto efficient to exhaust all avenues for gains that benefit someone and harm no one.</para></listitem>
<listitem><para><inst>
2.
</inst>Under theoretical conditions of perfect competition, the competitive market is Pareto efficient. In the Edgeworth box for exchange, regardless of the initial endowment position, a competitive free exchange will lead to a Pareto efficient point, a point on the contract curve. This is the First Fundamental Theorem of Welfare Economics.</para></listitem>
<listitem><para><inst>
3.
</inst>The Second Fundamental Theorem of Welfare Economics also is illustrated by the Edgeworth box for exchange. The theorem holds that we can achieve any Pareto efficient outcome, in principle, by a competitive market, given a suitable initial distribution of resources.</para></listitem>
<listitem><para><inst>
4.
</inst>Price discrimination is Pareto inefficient. This result includes that form of price discrimination arising when a favored segment of the population is provided reduced prices for health care to improve access.</para></listitem>
<listitem><para><inst>
5.
</inst>The health care sector deviates from the conditions of perfect competition in many respects. These include major issues of the role of uncertainty, the role of information, and the role of externalities.</para></listitem>
<listitem><para><inst>
6.
</inst>The Theorem of the Second Best suggests that promoting competitive features in health care markets is not welfare enhancing <emphasis>per se.</emphasis> Nevertheless, many competitive proposals in practice may be welfare enhancing.</para></listitem>
<listitem><para><inst>
7.
</inst>Social programs for the subsidization or provision of health care can be theoretically rationalized on grounds of efficiency as well as equity. The usual efficiency argument posits the existence of a charitable externality in health care. The presence of externalities may, in principle, justify market interventions.</para></listitem>
<listitem><para><inst>
8.
</inst>Need-based distributions of health care resources tend to be based on equity grounds and usually imply a rejection of market outcomes. Health care need may be understood as health care resources required to attain a given health goal chosen by society.</para></listitem>
<listitem><para><inst>
9.
</inst>Society’s optimal choice of goals may be summarized by the social welfare function, defined over all possible combinations of the individual utilities of society members. This leads to the optimal choice by selecting the point on the utility-possibility frontier that maximizes social welfare.</para></listitem>
<listitem><para><inst>
10.
</inst>Daniels bases his concept of health care need on the fair equality of opportunity. He argues that health care needs may be identified separately from other social decisions.</para></listitem>
<listitem><para><inst>
11.
</inst>Several need-based distributions can be criticized on economic grounds. These grounds argue that health care needs should not be (1) the technical maximum, (2) independent of cost, (3) chosen solely on technical medical criteria, or (4) monotechnic.</para></listitem>
<listitem><para><inst>
12.
</inst>A philosophical theory of justice is needed to provide an ethical grounding for a proposed distribution. There is no present consensus on such a theory of justice.</para></listitem></orderedlist></summary><problemset id="ch18ps01" role="qonly">
<supertitle id="ch18ps01.supertitle">Discussion Questions</supertitle>
<general-problem id="ch18ps01gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch18ps01q001"><para>At point 0<emphasis><subscript><inst></inst>A<inst></inst></subscript></emphasis> in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link>, Belinda has all of both goods. Is this point Pareto efficient? Is it equitable? Discuss.</para></question></general-problem>
<general-problem id="ch18ps01gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch18ps01q002"><para>If society could clearly choose an equitable point reflecting a distribution of the two goods, is this point inevitably going to lie on the contract curve?</para></question></general-problem>
<general-problem id="ch18ps01gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch18ps01q003"><para>Choose an example of a health care market and identify ways in which it differs from the perfectly competitive model. Do you think that these deviations from competition could each be repaired by appropriate policies? Discuss.</para></question></general-problem>
<general-problem id="ch18ps01gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch18ps01q004"><para>We describe several economic criticisms of need-based distributions. Do any of these criticisms apply to Daniels’s conception of health care need?</para></question></general-problem>
<general-problem id="ch18ps01gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch18ps01q005"><para>Speculate on how each of the three described theories of social justice would view government programs designed to provide infant and child care to the poor using tax dollars.</para></question></general-problem>
<general-problem id="ch18ps01gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch18ps01q006"><para>Under utilitarianism, one maximizes the total utility of society. What does this imply about the marginal utility for each person? What does it imply about the total utility for each person?</para></question></general-problem>
<general-problem id="ch18ps01gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch18ps01q007"><para>Suppose society determined that it must provide a minimal sustained level of health to everyone. What would this imply regarding society’s expenditures on health?</para></question></general-problem>
<general-problem id="ch18ps01gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch18ps01q008"><para>Insufficient health care for some often is seen as a problem of insufficient income to purchase health care. Discuss two alternatives to social programs that provide health care.</para></question></general-problem></problemset><problemset id="ch18ps02" role="qonly">
<supertitle id="ch18ps02.supertitle">Exercises</supertitle>
<general-problem id="ch18ps02gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch18ps02q001"><para>Prove that point <emphasis>B</emphasis> in <link linkend="fg18_00100" preference="0" type="backward">Figure <xref linkend="fg18_00100" label="18-1"><inst>18-1</inst></xref></link> is not Pareto efficient.</para></question></general-problem>
<general-problem id="ch18ps02gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch18ps02q002"><para>Draw an Edgeworth box like the one in <link linkend="fg18_00200" preference="0" type="backward">Figure <xref linkend="fg18_00200" label="18-2"><inst>18-2</inst></xref></link> but with only these details inside: the point <emphasis>V</emphasis> and budget line <emphasis>AB</emphasis> through <emphasis>V.</emphasis> Using indifference curves, depict the utility-maximizing choice for Abner. Now let the budget line rotate to <emphasis>CD,</emphasis> drawn to reflect a higher relative price of medical care. Again identify the utility-maximizing choice for Abner.</para></question></general-problem>
<general-problem id="ch18ps02gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch18ps02q003"><para>Is it possible to find a point on the contract curve that is not a competitive equilibrium?</para></question></general-problem>
<general-problem id="ch18ps02gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch18ps02q004"><para>Let <emphasis>Q<subscript><inst></inst>opt<inst></inst></subscript></emphasis> in <link linkend="fg18_00400" preference="0" type="backward">Figure <xref linkend="fg18_00400" label="18-4"><inst>18-4</inst></xref></link> represent the optimal level of health care in society under the external benefits rationale for social health care programs. Would members of society necessarily view <emphasis>Q<subscript><inst></inst>opt<inst></inst></subscript></emphasis> as the equitable amount of health care?</para></question></general-problem>
<general-problem id="ch18ps02gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch18ps02q005"><para>If all taxpaying members of society became “hard-hearted,” feeling no external benefit in the health care provided to others, then what would be the optimal health care output under the external benefit rationale in <link linkend="fg18_00400" preference="0" type="backward">Figure <xref linkend="fg18_00400" label="18-4"><inst>18-4</inst></xref></link>?</para></question></general-problem>
<general-problem id="ch18ps02gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch18ps02q006"><para>In <link linkend="fg18_00700" preference="0" type="backward">Figure <xref linkend="fg18_00700" label="18-7"><inst>18-7</inst></xref></link>, which depicts the utility-possibility frontier, would society ever choose an inefficient point (inside <emphasis>UU</emphasis>) as the optimal point?</para></question></general-problem>
<general-problem id="ch18ps02gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch18ps02q007"><para>Suppose Fred has an income of $5,000 per year, and Harry has an income of $105,000 per year. If we tax $50,000 from Harry to give to Fred, will this represent a Pareto improvement for society? Why or why not? Would this improve society under some other criteria?</para></question></general-problem>
<general-problem id="ch18ps02gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch18ps02q008"><para>Suppose Fred has an income of $5,000 per year, and Harry has an income of $105,000 per year. If we tax $5,000 from Harry to give to Fred, will this represent a Pareto improvement for society? Why or why not? Would this improve society under some other criteria?</para></question></general-problem></problemset></section></chapter></etmfile>
<figure id="fg18_00100" label="18-1" float="1" prefix="Figure"><inst>Figure 18-1  </inst><title id="fg18_00100.title">Edgeworth Box for Exchange; Pareto Efficient Points Lie on the Contract Curve</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_001.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
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<figure id="fg18_00200" label="18-2" float="1" prefix="Figure"><inst>Figure 18-2  </inst><title id="fg18_00200.title">The Intersection of Offer Curves Determines the Competitive Equilibrium</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_002.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
<NOXMLTAGINDOC> <DOCPAGE NUM="370"> <ART FILE="FG_18_002.eps" W="384.607pt" H="256.907pt" XS="100%" YS="100%"/> </DOCPAGE> </NOXMLTAGINDOC>
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<figure id="fg18_00400" label="18-4" float="1" prefix="Figure"><inst>Figure 18-4  </inst><title id="fg18_00400.title">The Socially Efficient Equilibrium in the Presence of a Beneficial Externality</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_004.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
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<figure id="fg18_00500" label="18-5" float="1" prefix="Figure"><inst>Figure 18-5  </inst><title id="fg18_00500.title">The Production Function for Health</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_005.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
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<figure id="fg18_00600" label="18-6" float="1" prefix="Figure"><inst>Figure 18-6  </inst><title id="fg18_00600.title">The Utility–Possibility Frontier and Social Welfare Maximization: Egalitarian Preferences</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_006.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
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<figure id="fg18_00700" label="18-7" float="1" prefix="Figure"><inst>Figure 18-7  </inst><title id="fg18_00700.title">The Utility Frontier and Social Welfare Maximization: Preferences Favoring Belinda</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_007.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
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<figure id="fg18_00800" label="18-8" float="1" prefix="Figure"><inst>Figure 18-8  </inst><title id="fg18_00800.title">The Gini Coefficient</title><mediaobject float="0"><imageobject><imagedata fileref="FG_18_008.eps" width="256" depth="256"/></imageobject></mediaobject></figure>
� <footnote id="ch18fn01" label="1"><inst></inst><para>For an excellent alternative exposition of welfare economic issues, see Williams and Cookson (2000).</para></footnote>


� <footnote id="ch18fn02" label="2"><inst></inst><para>The exposition of need focuses on the consequences. Hurley (2000) describes this interpretation as strongly “consequentialist” and further describes alternative views.</para></footnote>


� <footnote id="ch18fn03" label="3"><inst></inst><para>The issue can be pursued further with Daniels’s book (1985) and articles (1981, 1982).</para></footnote>


� <footnote id="ch18fn04" label="4"><inst></inst><para>Aaberge and colleagues (2010) provide an analysis ofanalyze distributional measures in the presence of non-cash values.</para></footnote>





�Wouldn’t it be the group giving the benefit being unlikely to change behaviors.


�Do we need this footnote and additional references.  These are 35 years old.


�What are non-cash values (footnote).


�New


�Not sure.  We have some wacky economists.


�What does this mean?


�Does anyone take this seriously?


�Anything new.  This is old.


�Anything from the new section?
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