
Health Economics 2
Essential concepts: Demand/Supply



Health Economics. Concepts

 Health economics is an important element of health policy, both at the 
strategic (macroeconomics) and tactical levels (microeconomics).

 Macroeconomics in health deals with overall financing and allocation of 
health resources, while 

 Microeconomics compares alternative approaches to dealing with specific 
health issues (decision calculation). 

 Monetary resources for health are limited in all countries, and difficult 
choices have to be made in their allocation. 

 Management of health care requires an understanding of use of resources, 
priorities, and trade-offs in health.



Why us?

 All professional health care providers and planners need a working
knowledge of the fundamentals of health economics and how
regulation and economic incentives and disincentives affect the
supply, demand, and ultimately the cost of health services.

 This knowledge helps one to understand and appreciate how health
care, while beneficial in terms of reduced morbidity and mortality,
also has a cost in terms of resources used, and how health can be
improved while facing constraints of limited resources.



HE-tool & controversy

 Health economic analysis provides a set of tools for management and
decision making in the selection of priorities.

 It can add a measurable empirical element to policy formation as a
necessary, though not sufficient, instrument for health policy decisions.

 Sometimes, there is a conflict between health economics and
professional, ethical, and moral issues in solving the everyday problems
of preventive and curative services.

 The high and rising cost of health services is increasingly coming under
public scrutiny and economic analysis. The total expenditures and how
they are allocated are central issues in all health systems.

 The achievement of a balance between these issues is part of everyday
health management, and therefore the bigest issue of health
economics.



ECONOMIC ISSUES OF HEALTH SYSTEMS

 Health care expenditures vary widely among different countries, ranging
from under 4 percent to over 16 percent of GDP, and are rising faster
than general inflation in the industrialized and many mid level
developing and transitional countries.

 In many developing nations total health expenditures are far below
levels needed to produce a sustainable infrastructure and meet the
ongoing crises of HIV, Ebola, malaria, tuberculosis, maternal and child
health, as well as rising mortality from cardiovascular diseases and
diabetes.



ECONOMIC ISSUES OF HEALTH SYSTEMS

 Money is the mother’s milk of health care. But money does not produces
authomaticaly HEALTH: (…)

 More health spending does not necessarily mean better health out-comes. Ex: US vs
UE (16% GDP vs 5 %GDP)

 more money for health care is a necessary but insufficient condition for better health

 Money turns into health through several filters that reduce certain dimensions of 
health

 Equity, 

 Eficiency

 Efectivity, 



HEALTH for ECONOMY

 The wide acceptance of the vital role of health in economic
development is based on the concept that a healthy population is not
only a well-meaning social goal based on human rights, but, like an
educated population, is essential to the development of a strong
economy.

 Healthier populations are better workers and contributors to
economic growth.

 Healthier children learn better in schools and thus, also have
prospects for contributing to economic development of their country.



HEALTH for ECONOMY

 Good health is a crucial part of well-being; 

 Spending on health can be justified on purely economic grounds;

 Improved health contributes to economic growth: 

 It reduces production loss by worker illness; 

 It permits use of natural resources that have been inaccessible because of disease;

 It increases the enrollment of children in school and makes them better able to 
learn;

 It frees for alternative uses resources that would otherwise have to be spent on 
treating illness;

 Sound policy in financing and resource allocation is essential to achieve good health.



HEALTH for ECONOMY

 The World Bank calls on governments to increase spending on health and also to foster an 
atmosphere in which families and communities do the same. 

 It calls for competition and diversity in health care, based on an economic rationale, with 
health development based on “a basket of essential public health and clinical services”



Essential Cost-Effective Health Services for 
Developing Countries: World Bank

 Public health

 1. Immunizations EPI (Expanded Programme of Immunization. ), polio, measles, hepatitis B, 
yellow fever, vitamin A, iodine supplements (later expanded further);

 2. School-based health services; 

 3. Information for family planning and nutrition; 

 4. Programs to reduce tobacco and alcohol consumption; 

 5. AIDS prevention.



Essential Cost-Effective Health Services for 
Developing Countries: World Bank

 Clinical services 

 1. Pregnancy-related care; 

 2. Family planning; 

 3. Tuberculosis control; 

 4. STI control; 

 5. Management of diseases of children — ARI, diarrheal diseases, measles, malaria, 
malnutrition.

Notes:

ARI = Acute respiratory infection. 

STIs = Sexually transmitted infections . Source: World Bank. 



BASIC CONCEPTS IN HEALTH ECONOMICS

 All societies have limited resources and must, according to
politically determined priorities, provide funds for health care in
competition with funds for education, defense, agriculture, and
others.

 The availability of limited funds requires making choices.

 These choices reflect the overall political commitment to health
and should, as far as possible, be based on an objective assessment
of costs and benefits of available options.

 The components of economic evaluation in health care are seen in
Figure:



Economic models of health evaluation: resources-programs-
benefits. Source: Commonwealth Fund



BASIC CONCEPTS IN HEALTH ECONOMICS

 Expenditure of resources (in terms of financial and human resources),
both direct and indirect, is targeted to a health program.

 This is expected to produce health benefits or utilities, which can also
be both direct and indirect.

 Health benefits may be expressed in terms of a direct reduction in
morbidity and mortality, or as improved productivity and quality of
life.



BASIC CONCEPTS IN HEALTH ECONOMICS

 Measurement of both input and output is an essential part of health management.

 Health inputs include resources such as expenditures on buildings, hospital or
nursing home beds, equipment, personnel, home care, ambulatory care, and
preventive programs.

 Other elements of health costs, not directly related to the provision of health
services but resulting from it, include patient’s travel time, loss of work time for
both patients and caregivers, loss of full functioning years of life, and loss of quality
of life.

 The “input-output” theory of health economics may sound simplistic, but it
provides a useful marker when examining the benefits and costs of a specific health
intervention. Alternatives can be examined and analysis of their cost- effectiveness
made, in order for decision makers to select the most suitable ones.



SUPPLY/ NEED/ DEMAND AND UTILIZATION OF 
HEALTH SERVICES

 Supply and demand are fundamental concepts of economics, particularly of a market
economy.

 Demand refers to the quantity of a product or service wanted by buyers, and this relates to
the price of the service and the availability of supply.

 Supply is the quantity of the service or product available.

 Demand is affected also by price, which if too high will reduce demand for that specific
product.

 In a traditional market situation, promotion, supply, price, and demand are interactive. In
health care, price and demand are not the same as products on a free market. Supply may be
limited by government regulation and price is offset by third-party payment through
insurance mechanisms.

 In most industrialized countries, these are established by government and cover the entire
population. In the United States, health insurance coverage is through a combination of
governmental and private insurance arrangements, with a substantial population without
adequate or any such coverage. So, the supply of services and the method of payment are
important economic factors in demand and utilization of health care.



Demand/ Need

 Need and demand for medical services are not necessarily the same.

 Need for medical care exists when an individual has a disorder or risk of such, with
symptoms, illness, or disability, for which he or she believes there to be an effective,
acceptable, and beneficial treatment or cure.

 Need also refers to preventive care which may not be a pressing issue for the
individual (i.e., immunization, smoking reduction).

 Demand for medical care exists when the individual considers that he or she has a
need and is willing to spend resources including money, time, energy, loss of work,
travel, and inconvenience to receive care. Utilization of services occurs when the
individual acts on this demand or need and receives health services.



Needs typology. Normative needs …

 are those services determined by experts to be essential for a specific need or
condition for a specific population group.

 These include many standard guidelines for both preventive and clinical health
care, such as prenatal care, immunization, child care for infants and toddlers,
management of diabetes and hypertension, and screening for breast and prostate
cancer.

 “Evidence-based public health” consists of summation of the published literature
and reports from countries with successful application of public health “best
practices.” There are very often legitimate differences of opinion about public
health issues, based on alternative interpretations of information, incomplete
evidence, or lack of access to international sources and literature



Normative needs …

 As scientific knowledge advances, new information is not absorbed into decision-
making processes as rapidly as needed, especially in developing and transitional
countries. Professional value judgments may be traditions or biases in medical
opinion, and not adequately responsive to advances in clinical, technological, and
epidemiologic evidence, and evidence from best practices in leading countries.

 Normative needs, such as cancer screening by Pap smears and mammograms,
should be under continuous review by professional panels, with representatives
from epidemiological clinical, and public health services, as well as managers and
consumers of health care.

 These reviewers must consider the available literature and experience with such
programs worldwide.



Normative needs …

 Disciplines such as health economics, sociology, health education, and urban
planning add to the understanding of contributing factors to a disease and its
presence and effects on a population and how to address it.

 A current problem requiring much multidisciplinary consideration is the obesity
epidemic with related diabetes and its complications.

 Each professional field can contribute to interpretation and decision-making
about standards for addressing such problems in the health system.



Normative needs …

 The individual characteristics of people seeking care, including factors such as
age and sex, help determine the type and amount of health services needed.

 For example, a woman of 40 may not need a mammography as frequently as a
woman over 50 years of age. An infant may need to be seen for preventive care
assessment more often than a 3-year-old. A male aged 45 needs his blood
pressure checked more often than a 25-year-old, and a teenager needs more
attention paid to prevention of risk-taking behavior than a 35-year-old.

 Correlation between features



Normative needs …

 Clinical guidelines are in common use in many countries providing norms for care based 
on consensus by professional groups or health insurance providers and have been 
adopted in countries such as the United States, the United Kingdom, and Israel. 

 Norms are also used for payment purposes, but this method, as used in the Soviet 
Semashko health system, proved to be rigid and difficult to alter when health conditions 
change. A norm system for hospital beds proved to be a major barrier to adaptation to 
changing scientific information and population needs, as well as expectations of the cli-
ents, beneficiaries or patients. Where economic incen- tives (and disincentives) can be 
used to help promote selected health priorities and are limited resources, as occurs in all 
countries, then choices must be made. This often comes into conflict with public 
expectations in health care systems.



Felt need 

 is the subjective view of the patient or the community, which may or may not be
based on actual physiological needs.

 Though subjective, felt need is a prerequisite to whether a person actually
undertakes to seek care. There is a growing recognition of the importance of
sharing health information with the population to increase the possibility that
rational choices will be made (the health-belief model).

 Greater public knowledge is vital to acceptance of preventive programs such as
immunization and compliance with treatment regimens for chronic diseases. Felt
needs also affect health planning.



Felt need 

 A community or donor may, for example, feel that a community needs a new
hospital, whereas the same resources might better be spent on developing
primary care or health educational services that have a greater impact on the
health of the population.

 Even in an authoritarian society, public opinion may direct decision makers to
make irrational choices, such as placing an excessive portion of health
expenditures on high levels of hospital bed supply or to adequately address
noncommunicable diseases or nutrition issues.



Expressed Need

 Expressed need is a felt need that is acted on, such as in visiting a clinic or
general practitioner.

 Felt needs may not be acted on because economic, geographic, social, or
psychological barriers may inhibit a person from seeking or receiving care.

 Accessibility may be limited because the individual cannot afford to pay the fee.
A service may be free, but not readily accessible due to such obstacles as
distance, language, religious or cultural barriers, difficulty in arranging an
appointment, or a long waiting period.



Expressed Need

 As a result, the person seeking care may not be able to receive it and may delay
interfacing with the health system until a more urgent, and often more costly, problem
arises.

 Distance, time, and cost of travel, inconvenience, and loss of wages may affect the seeking
of service, more so for preventive care than urgent surgical conditions, for example, even
if the service is free of charge.

 Elderly persons may sometimes avoid turning their felt needs into actions as they may not
feel comfortable with the fact that they are ill, or may not wish to become a burden.

 Altering the supply, location, type of service, and its availability can change these factors,
thus improving equity of access.



Expressed Need

 Unexpressed need may be the result of lack of knowledge, awareness, access, or
taboos from religious, cultural, or even political factors which, for example, may
prevent a woman from utilizing birth control even when further pregnancies may
jeopardize her life.

 Lack of knowledge may also interfere with appropriate use of available clinical or
preventive health care. This may necessitate outreach services to access such
people as migrant laborers, immigrants, refugees, drug users, commercial sex
workers, and other groups whose social circumstances place them at risk for
disease, but whose access to appropriate preventive and curative services may
be very limited.



Comparative Need

 Comparative need is a term that relates needs of similar population groups, as in two
adjacent regions with the same age/sex/ethnic mix and socioeconomic status. One
region may have a certain service, such as fluoridation of the community water
supply, while the comparison community does not. The population of the second
community is objectively in need of that service according to the best current
professional and scientific evidence.

 There are no definable absolutes in the extent of demand for health care, but there
are accepted basic standards that are part of world standards at a particular point in
time for health promotion, prevention, or health care. These are derived from trial
and error as much as from science and must be continuously reexamined in light of
new information, as well as the measurable benefits and costs derived from them.



Demand

 Demand is based on individual and community expectations (Figure).
Economists consider this to be a part of the economic demand theory
of laissez-faire in which the individual is seen as the best judge of his or
her need.

 The individual may feel that he needs a service, but expert opinion may
say that this is not a reasonable demand.



Factors in demand for health services



Demand

 A patient may ask a physician for an antibiotic to treat a viral infection which would
not help and may even cause harm.

 A community hospital may wish to increase its bed supply or purchase a highly
technical piece of medical equipment due to consumer demand.

 A patient may feel that denial of a referral by a doctor in a managed care plan is
infringement of his rights, but there may be a legitimate and ethical reason for the
refusal.

 Doctors may wish to have the prestige and convenience of certain equipment locally,
but economic and planning assessments may say that this is not justified on economic
or medical grounds.



Demand

 Such analyses, however, are not immutable, as costs of a procedure may change as
technology, clinical experience, and costs of a technology change. The wide-scale
adoption of hepatitis B vaccine was greatly influenced by the fall in price of the vaccine,
originally costing $100 per immunization and currently less than $5 per dose, so what was
once difficult to include in free immunization budgets has now become highly cost-
effective even in poor countries.

 The new human papillomavirus vaccine costs nearly $100 per dose so that its inclusion
will be problematic until the price comes down. Antiretroviral treatment drugs were not
accessible in developing countries until prices were lowered and international aid
programs encouraged their use to prevent HIV transmission from mother to child and in
other patterns.

 Priorities are therefore very much affected by prices and such considerations
are unavoidably part of health care planning.



Supply

 Demand may also be induced by the supply or provision of care. Making available more
hospital beds may increase their use beyond justifiable need, or it may lead to an
expectation or demand by patients or their families for an unnecessarily long stay in the
hospital.

 Providing some services at no cost to patients may induce people to utilize those
services more than they really objectively require for health reasons according to
current best standards.

 An inappropriate or excessively frequent use of a service may be promoted, and used by
the upper middle class, while there may be a lack or scarcity of other important services
for the poor due to selection of priorities and inequitable allocation of resources.

 Sometimes the interest of the health care providers is such that they may act to
promote the use of services because payments are received for each service rendered
(fee for service). This occurs, for example, in situations where a greater supply of
surgeons results in unnecessary cases and rates of surgery being performed.



Grossman’s Demand Model

 A frequently used economic demand model is that described by Michael
Grossman in 1972. This method looks at health within the framework of a
production function (classical economic function) that is, health status (output) is
a result of health care activities (input) by the environment, the individual, and
the health services system.

 Individual demand for health care is affected by many factors, such as
socioeconomic, educational, and cultural barriers or incentives to health care, as
well as age, gender, and health status.



Grossman’s Demand Model

 In this model, everyone inherits a stock of health when born. Health depreciates
over time, however, and investment is required to sustain it.

 As people age, there is an increase in the rates of illness and death and in
utilization of health services.

 The rate at which a person’s stock of health depreciates over time is represented
in a health depreciation–time curve.

 The stock of health can be sustained by investment to maintain health, such as
investment in health-promoting activities (e.g., recreation and fitness facilities)
and health services.



Grossman’s Demand Model

 Change in health is thus a function not only of medical care received, but also of
exercise, good housing, nutrition, smoking restraint, and societal factors that are
difficult to quantify.

 Over their life cycle, people will attempt to offset to an increasing extent the rate of
depreciation in their health by increasing their expenditures or use of medical care
services.

 The production function depends on environmental and behavioral variables, such
as education, that alter the efficiency of the production process.

 Personal choices affect health, depending on the way the individual allocates
resources to its production, for example, the amount of leisure time dedicated to
jogging or the decisions whether to eat fatty foods or to smoke cigarettes.



Grossman’s Demand Model

 Health is also an investment good. Being unhealthy brings discomfort, a reduced sense of
well-being, and a measurable loss of income from reduced work hours or performance.

 Health as a consumption good means that a health-related activity will improve the quality
and enjoyment of life, prevent discomfort or illness, or improve appearance, as in cosmetic
surgery.

 Older people use more hospital and ambulatory medical care and other services than
younger people as their health declines, and they are subject to more disease.

 There are also factors within the health services system or in an insurance system related
to the way individuals act. Personal lifestyle may influence the process of services
delivery/provision, including access to services and quality of care. For example, an
insurance plan may refuse to accept an enrollee on grounds of age, personal habits (e.g.,
smoking), or preexisting medical conditions, or may not cover preventive services.



Grossman’s Demand Model

 In Grossman’s model of health demand, rising income may adversely affect
health because of an increase of unhealthy or risk-taking behavior.

 Together with the rise in per capita income, excessive consumption of fatty
foods, smoking, alcohol abuse, and motor vehicle accidents increased as well,
and led to increasing death rates from cardiovascular diseases and trauma in the
industrial countries in the 1940s and 1950s.

 This also occurred in the 1980s and 1990s in the growing middle class of develop-
ing countries. Very poor populations, whose basic health problems are
inadequate food intake and infectious diseases, benefit from rising incomes in
developing countries if family incomes rise to allow more expenditures for food
and better nutrition, with positive effects on health status.



Grossman’s Demand Model

 A consumption good has been interpreted by economists as use of resources in a
manner which most benefits the individual and society, based on the best
currently available evidence.

 Free market economists, and institutions such as the World Bank, once
considered health care as ineffective consumption and recommended that it
would be better to invest these resources in economically “productive”
development per se.

 At the other end of the political spectrum, Marxist economics looked at health
spending as nonproductive consumption, in comparison to investments in heavy
industry or infrastructure.



Grossman’s Demand Model

 In contrast, democratic socialists, such as those in the Nordic countries, have
long adopted the view that investment to improve health is justified on both
social and economic grounds, with health, like education, being a social right and
foundation of society.

 This concept gained international acceptance with the Health for All program for
fundamental social justice and human rights, as expressed in the Alma-Ata
Declaration of 1978.

 The World Bank’s 1993 report, Investing in Health, and WHO’s Macroeconomics
of Health in 2000 all take a utilitarian view that spending money on health and
education is a sound investment in economic growth, and not a drain on the
economy.


