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PREFACE

This is the sixth edition of a book conceived in 1990 and first published in 1993. The world of health
economics has changed since 1990. Our first edition made but a single reference to “managed care.”
From the beginning, we have sought to assist instructors in conveying a clear, step-by-step
understanding of health economics to their students. We have also believed it important for instructors
to demonstrate what health economics researchers are doing in theory and in empirical work. The book
synthesizes contemporary developments around a set of economic principles including maximization of
consumer utility and economic profit, and it makes these principles accessible to undergraduate as well
as to graduate students. Rather than focusing on institutions specific to the health care economy, we
have chosen to emphasize core economics themes as basic as supply and demand, as venerable as tech-
nology or labor issues, and as modern as the economics of information. We have constantly tried to
improve accessibility to the book for the wide range of health services students and practitioners.

Students must have a working knowledge of the analytical tools of economics and economet-
rics to appreciate the field of health economics. Some students may be ready to plunge directly into
Chapter 5, “The Production of Health” upon completion of the introductory Chapter 1. However,
Chapters 2 through 4 allow the students and their instructors to develop or to review needed analyt-
ical concepts before tackling the core subject matter. In Chapter 2, students with as little as one
semester of microeconomics may review and study how economists analyze problems, using exam-
ples that are relevant to health economics. Chapter 3 provides a review of core statistical tools that
characterize modern economic and health services analyses. Chapter 4 completes the core eco-
nomic concepts by reviewing the concept of economic efficiency, and showing how cost-benefit and
cost-effectiveness analyses fit into the general economic framework.

Consistent with an emphasis on clear exposition, the book makes extensive use of graphs,
tables, and charts. As in all previous editions, we require no calculus. Discussion questions and
exercises help students master the basics and prompt them to think about the issues. We also
include features on up-to-date applications of theory and policy developments, as well as occa-
sional tidbits containing purely background information.

We caution that some chapters, such as those on insurance, although developed without
advanced mathematics, are logically complex and will require considerable effort. No painless way
is available to appreciate the scope of the contributions that scholars have made in recent years.
More advanced students of the health care economy who seek further challenges can utilize a com-
prehensive references section, with over 1,000 sources, so that their (and our) work can be enriched
through referral to the original sources.

WHAT’'S CHANGED IN THE SIXTH EDITION?

Major changes in this edition have focused on the health policy arena.

Chapter 1 adds a section on what health economists do, and it updates the immediacy of
health care costs and health insurance coverage in 2009!

Chapter 8 presents John Nyman’s path-breaking health insurance analysis. Nyman argues that
we should view insurance payoffs as income transfers from those who remain healthy to those who
become ill. Rather than producing welfare-reducing moral hazard, these income transfers generate
additional consumption of medical care and potential increases in economic well-being. What
healthy consumer, asks Nyman, would purchase a coronary bypass procedure just because insur-
ance is available and the price has dropped to zero? Prices to consumers may fall for all who buy
insurance, but only those who are ill will respond to the reduction. Because only the ill are respon-
sive, price reduction is the vehicle by which income is transfered from the healthy to the ill.

Chapter 21 (Social Insurance) presents the most up-to-date evaluations of the Medicare Part D
drug benefit. It also introduces a graphical analysis of the Medicaid program. Further, it discusses
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work on the inherent conflicting incentives between the Medicare and Medicaid programs that may
jointly lead to inefficiencies in the provision of health services for the elderly and/or poor.

Chapter 22 presents new and exciting work by Dave and June O’Neill that compares the U.S.
and Canadian health care systems. This research concludes that the two systems provide similar
patient results. U.S. respondents ages 18 to 64 were more fully satisfied (51.5 percent versus 41.3
percent) with health service and were more likely to rank quality of care as excellent (40.4 percent
versus 37.7 percent). The authors note, however, that satisfaction and quality of care may relate to
expectations as well as to objective measures.

Chapter 23, new to this edition, carefully analyzes the process of health system reform. It notes
that the most serious obstacle to reform (using the United States as a prime example) is the funda-
mental divide in philosophy. Should policies expand the government’s role through mandates, addi-
tional regulations, and tax subsidies or should they rely increasingly on markets through deregulation
and tax changes that neutralize the current bias toward subsidized, employer-based insurance?

Finally, Chapter 25, “Epidemiology and Economics: HIV/AIDS in Africa” updates a popular
chapter that we introduced in the fourth edition and revised in the fifth edition. The constant revi-
sion shows the enormous changes in treatment cost and delivery that have occurred since the initial
presentation in 2003.

ADDITIONAL SOURCES

The Internet now contains tables and charts that were once available only in book form, and then
only after several years. We have chosen to focus on those sites that we believe to be both long last-
ing and reliable.

Bureau of the Census, for health insurance, (www.census.gov/hhes/www/hlthins/hlthins.html)
Centers for Disease Control and Prevention (www.cdc.gov)

Centers for Medicare and Medicaid Services, for research, statistics, data, and systems (www
.cms.hhs.gov/home/rsds.asp)

Kaiser Family Foundation (www.kff.org), specializing in studies of health insurance
National Institutes of Health (www.nih.gov)
Organization for Economic Cooperation and Development, for international data (www.oecd.org)

Social Security Administration, for research and analysis (www.ssa.gov/policy/research_subject
.htmi) '

Health-related journals are increasingly accessible both in print and on the Internet. Most health
economists make a point of browsing Health Affairs, an up-to-date policy journal. Health Economics
and The Journal of Health Economics have emerged as the leading technical journals that specialize in
health economics. As one can see from our reference section, there are also many other specialized jour-
nals to address readers’ needs. University-affiliated professionals and their students will often discover
that their libraries have extensive electronic access to a wide range of journals. In the popular press, the
New York Times and the Wall Street Journal also provide excellent health economics coverage.

The Handbook of Health Economics, a two-volume set published in 2000, emerged as an
invaluable source for specific topics, with more detail and more mathematic rigor than any text,
including this one. The Elgar Companion to Health Economics, published in 2006, provides both
useful updates and important new topics. We believe that our text provides a valuable supplement to
both Handbook and Companion offerings.

ALTERNATIVE COURSE DESIGNS

The economics of health and health care encompasses an evolving literature, and there is no single
“correct” order for the course design. U.S. economists typically organize topics through markets,
with government roles coming much later. International health economists and public health
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students and scholars often assign the governmental sector far more importance; it is “public”
health, after all. No matter how it is put together, a text is necessarily linear in that one chapter
must follow another.

The Economics of Health and Health Care offers instructors considerable flexibility. We have
divided the 25 chapters into six parts:

1. Basic Economics Tools (Chapters 1-4)

II. Supply and Demand (Chapters 5-9)
II1. Information and Insurance Markets (Chapters 10-13)
IV. Key Players in the Health Care Sector (Chapters 14—17)
V. Social Insurance (Chapters 18-23)
V1. Special Topics (Chapters 24-25)

The categories are not entirely exclusive. Chapter 8, looking at the demand and supply of in-
surance, is as important to Part III on insurance as it is to Part IT on demand and supply of goods.

From front to back, we follow an “economics” model in which we first examine consumers
and firms in a world without government and governmental policies. As a result, explicit discus-
sions of government policies do not come until Chapter 19, aithough regulation, licensing, and man-
dates are discussed in reference to other topics much earlier. Many economics instructors may wish
to follow the chapters in the book’s order.

Instructors with public health or policy interests may wish to “tool up” on some of the earlier
analyses and then skip directly to Part V, in which we look at social insurance, health care regulation,
and health care reform. After that, they may wish to browse selected topics. Although some analyses
build on one another within chapters, we seek to minimize cross-referencing among chapters.

Instructor Resource Center

The Economics of Health and Health Care is connected to the Instructor Resource Center available
at www.pearsonhighered.com/folland. Registration is simple and gives you immediate access to
new titles and new editions. As a registered faculty member, you can download resource files. The
following supplements are available to adopting instructors:

* Instructor’s Manual with Test Item File
e Power Point Slides

S.F
Rochester, Michigan

A C G
Detroit, Michigan

M. S.

Rochester, Michigan
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CHAPTER

Introduction

# What Is Health Economics? # Does Economics Apply to Health and Health Care?
# The Relevance of Health Economics 2 s Health Care Different?
# Economic Methods and Examples of Analysis # Conclusions

time lack health insurance! Health, health care, and health insurance dominate the economic and polit-
ical landscape in the United States and many other countries. Health economics studies the allocation of
resolrces to and within the health economy. Because the health care sector has become the largest sector of the
U.S. economy, and its share of gross domestic product (GDP) is expected to grow well into the twenty-first
century, we should not be surprised that health economics has emerged as a distinct specialty within economics.

Our table of contents provides an overview of the scope of health economics and the emphasis of this text.
Demand and supply of specific health services are prominent. Private health insurance markets critically define
the U.S. workplace, so we carefully examine insurance markets. Government, through its social programs and
power to regulate, receives close attention. Because a hospitalization is in many ways different from a trip to a
supermarket, we also concentrate on issues such as information, quality of care, and equity of access. Finally,
we look to the health care systems of other countries for information on their practices and for potential insights
on the policy issues that dominate the political landscape.

In this first chapter, we provide further background information on health economics and health econo-
mists. We follow with a broad overview of the magnitude and importance of the health care sector and with an
introduction to some major policy concerns. As our final goal, we seek to promote the theme that economics
helps explain how health care markets function. We focus on methods used in economic analyses and address
two recurring questions: Is health care different and does economics apply? Despite stressing the distinctive
features of health care services and markets, we answer both in the affirmative. With appropriate modifications
to conventional analytical tools, economics is relevant and useful. As we shall see throughout the book, while
there is continuing controversy on many major issues, health economists have provided insight and solutions to
many problems of academic and policy interest.

l l ealth care accounts for one-sixth of the U.S. economy! Forty-six million Americans at any moment in



