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Free Market in Health Care 
•  Limited Choices: Can you get what you need in a 

government-run health-insurance market? By 
Regina Herzlinger, National Review, July 9, 2009

•  Health Economics 101 By Paul Krugman, The New 
York Times, November 14, 2005



EFFICIENT MARKET HYPOTHESIS 

You can’t beat the market.  

 

ECONOMIC MAN 

At the heart of economic theory is homo economicus, the economist’s model 
of human behaviour. In traditional CLASSICAL ECONOMICS and in NEO-
CLASSICAL ECONOMICS it was assumed that people acted in their own self-
interest.  

 

 

CLASSICAL ECONOMICS 

The dominant theory of economics from the 18th century to the 20th 
century, when it evolved into NEO-CLASSICAL ECONOMICS. Classical 
economists believed that the pursuit of individual self-interest produced the 
greatest possible economic benefits for society as a whole through the power 
of the INVISIBLE HAND .  

Economist.com 



BEHAVIOURAL ECONOMICS 

A branch of ECONOMICS that concentrates on explaining the economic 
decisions people make in practice, especially when these conflict with what 
conventional economic theory predicts they will do. Behaviourists try to 
augment or replace traditional ideas of economic rationality (homo 
economicus) with decision-making models borrowed from psychology.  

Traditional UTILITY theory assumes that people make individual decisions in 
the context of the big picture. But psychologists have found that they 
generally compartmentalise, often on superficial grounds. They then make 
choices about things in one particular mental compartment without taking 
account of the implications for things in other compartments .  

Economist.com 



MARKET FAILURE                                                                               
When a market left to itself does not allocate resources efficiently. 
Interventionist politicians usually allege market failure to justify their 
interventions. Economists have identified four main sorts or causes of market 
failure.  

Economist.com 



• The abuse of MARKET POWER, which can occur whenever a single buyer or 
seller can exert significant influence over PRICES or OUTPUT (see MONOPOLY 
and MONOPSONY).  

• EXTERNALITIES – when the market does not take into account the impact 
of an economic activity on outsiders. For example, the market may ignore 
the costs imposed on outsiders by a firm polluting the environment.  

• PUBLIC GOODS, such as national defence. How much defence would be 
provided if it were left to the market?  

• Where there is incomplete or ASYMMETRIC INFORMATION or uncertainty.  

Economist.com 



Abuse of market power is best tackled through ANTITRUST policy.  

Externalities can be reduced through REGULATION, a tax or subsidy, or by 
using property rights to force the market to take into account the WELFARE 
of all who are affected by an economic activity.  

The SUPPLY of public goods can be ensured by compelling everybody to pay 
for them through the tax system .  

Economist.com 



The Free Market in Health Care 

1.  Can we rely on private enterprise and a 
competitive free market to efficiently allocate 
health insurance and health care resources?

2.  To what extent do we now rely on private 
enterprise?

3.  To what extent do we now rely on a 
competitive free market?

4.  How will the health care market evolve in the 
future?





Relman’s Summary of Arrow 

•  Arrow ... argued that medical care cannot conform to market 
laws because patients are not ordinary consumers and doctors 
are not ordinary vendors.

•  ...sick or injured patients must rely on physicians in ways 
fundamentally different from the price-driven relation between 
buyers and sellers in an ordinary market.

•  ...market competition among physicians cannot be expected to 
lower medical prices.  



Relman’s Summary of Arrow 

•  ...since physicians influence decisions to use medical services 
far more than patients do, the volume and types of services 
provided to patients ... need to be controlled by forces other 
than the market, such as professional standards and 
government regulation. 

•  ... Arrow's argument was largely ignored in the rush to exploit 
health care for commercial purposes that ensued after the 
passage of Medicare and Medicaid in 1965.

The Health Reform We Need & Are Not Getting. Arnold 
Relman. NYRB Volume 56, Number 11, July 2, 2009



Adam Smith: Wealth of Nations 
The laissez-faire economy, truly left alone, becomes a conspiracy of 

producers against consumers, of sellers against buyers. The interest of 
manufacturers and merchants, Smith maintained,  

 
 



 
 
Economism: Bad Economics and the Rise of Inequality 
By James Kwak 
 
•  Some of the basic models taught in “Economics 101” have 

acquired disproportionate influence in contemporary 
society and are routinely and systematically misapplied to 
important policy questions. 

•  the idea that “any interference with free competition by 
government was almost certain to be injurious … is all that 
some of our leading citizens remember, 30 years later, of 
their college course in economics.” — Paul Samuelson 
(in first edition of his textbook) 



Why not rely on free markets 
for health care? 

•  Risk 
– 5% of Americans represented almost half 

of US medical costs.  
– Anyone in that 5% needs insurance. (Many 

others, too) 



Why not rely on free markets 
for health care? 

•  Adverse selection 
– Bad risks drive out good. 
– High administrative cost of private 

insurance due to screening. 
•  Administrative cost of denying insurance to 

those who most need it.   



Why not rely on free markets 
for health care? 

•  Social justice 
–  If no insurance: 

•  MediCaid 
•  “Uncompensated” care -- paid for by 

government or by higher medical cost for the 
insured.  

– “Semiprivate system supported by large 
government subsidies.” 



At Risk: Pre-Existing Conditions Could Affect 1 
in 2 Americans 



Most Americans Now Have Insurance Because 
of Non-Market Influences 

1.  Tax code: Subsidy for employer-provided health 
insurance.  

2.  Medicare: Insurance for largest pool of non-employed 
people (single-payer health care for age >65). 

3.  Law: Prohibits pre-existing condition exclusion if 
“continuity of coverage” maintained when changing 
employer.  

4.  COBRA: Maintain coverage during transient 
unemployment. 

5.  Medicaid/SCHIP: Covers many unable to afford 
insurace. 



Health Care Expenditures in Selected Countries 





Cells A, B, C together: single-payer social insurance
— e.g., traditional Medicare. 

Cells D, E, F together: multiple-payer social 
insurance— e.g., Medicaid Managed Care. 

Cells G to L together: individually purchased private 
insurance with actuarially fair premiums. 

Cells M, N and O: together: uninsured or the cost-
sharing portion of insured persons.

Falling between:  between these distinct systems 
falls employment-based health insurance.
Source: Uwa Reinhardt



Insurance Market Concentration (2007)

•  94% of insurance markets “highly 
concentrated” (Justice Dept. guidelines) 

•  Two insurers control >80% market in 
ten states.  



Insurance Market Concentration 

•  Profits at ten largest insurance companies 
increased 528% from 2000 to 2007 (SEC 
filings) 

•  “[while] insurers appear to be unable or 
unwilling to ‘push back’ and restrain 
payments to providers, they have been able 
to pass costs on to the purchasers of 
insurance and maintain their profit 
margins.” (Medicare Payment Advisory Commission) 



Insurance Exchange (Market) 

•  Choose between products of competing 
insurers.  

•  Consumer benefits: 
– Choice 
– Competition among providers 
– Regulation 
– Efficiencies of scale 
– Purchasing power of large customer base 





The Free Market in Health Care 

1.  Can we rely on private enterprise and a competitive 
free market to efficiently allocate health insurance 
and health care resources?

2.  To what extent do we now rely on private 
enterprise?

3.  To what extent do we now rely on a competitive 
free market?

4.  How will the health care market evolve in the 
future?

5.  Beyond economics: moral considerations 
(e.g., John Rawls: A Theory of Justice)



… there is one urgent, overriding moral question at the heart of the health-care fight.  
Paradoxically, and maddeningly, there has not been any open moral debate over it.  
That question is whether access to basic medical care ought to be considered a right  
or something that is earned. 
 
….Nothing in the Affordable Care Act … challenges the basic dynamics of market  
capitalism. All sides accept that some of us should continue to enjoy vastly greater  
comforts and pleasures than others. If you don’t work as hard as Mitt Romney has,  
or were born less smart, or to worse parents, or enjoyed worse schools, or invested  
your skills in an industry that collapsed, or suffered any other misfortune, then you  
will be punished for this. Your television may be low-definition, or you might not be  
able to heat or cool your home as comfortably as you would like; you may clothe your  
children in discarded garments from the Salvation Army. 
 
This is not in dispute. What is being disputed is whether the punishments to the  
losers in the market system should include, in addition to these other things, a  
denial of access to non-emergency medical treatment. 
 
….The maintenance of mass lack of access to medical care is their [opponents  
of the Affordable Care Act] cause. 
 
Health Care As a Privilege by Jonathan Chait, New York magazine, June 25, 2012 


