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ECONOMICS IS A SOCIAL SCIENCE THAT DESCRIBES HOW

society produces and consumes goods and services.
It is concerned with both efficiency (getting the most
out of a fixed amount of resources) and distribu-

tion (who gains and who loses). The use of free markets as
a mechanism of promoting efficiency has been touted by the
majority of economists since the time of Adam Smith. His
theory was that in free markets each individual, pursuing
his or her own self-interests, will be led, as if by some “in-
visible hand,” to produce an allocation that maximizes so-
ciety’s utility.

However, certain conditions are required for free mar-
kets to result in efficient allocations. First among these is
perfect competition, ie, a market in which no individual buyer
or seller can affect the price by his or her actions. Without
this condition, structural imperfections or market distor-
tions arise and result in inefficient allocations. For ex-
ample, the oil market is distorted because the Organization
of the Petroleum Exporting Countries (OPEC) has exerted
influence on the price of oil by restricting its supply since
the 1970s.

The market for health care contains many distortions, in-
cluding asymmetry of information between clinicians and
patients; clinicians’ dual roles as patient agent and indepen-
dent business owner (profiting by ordering or providing cer-
tain medical services); the effect of insurance in reducing
the apparent cost of health care services to patients (since
the full cost of health care is not charged to patients, also
known as the “price-wedge” distortion); tax subsidies that
have a similar effect on consumers’ decisions to purchase
insurance; and monopoly power bestowed on certain pro-
fessions and, in some countries, health insurance plans,
thereby limiting competition.

Over the last 40 years, health economists have devoted
considerable attention to the impact of these distortions on
the market for health care. Feldstein1 was one of the first to
write about the distorting effect of health insurance tax sub-
sidies on market efficiency. Detsky2 described asymmetry
of information and impact of clinician as agent. Arrow3 noted

that when markets fail, public policies are often derived to
ameliorate the consequences.

In this Commentary we review 3 classic efforts to de-
scribe,4 to quantify,5-9 and to propose solutions to10 market
distortions in health care. These efforts framed policy ini-
tiatives over the last 40 years and remain relevant to health
policy debates today.

Three Classic Efforts
The Medical Commons. In 1973, Hiatt4 first challenged the
medical profession to determine who was responsible for
protecting the “medical commons.” Referring to an article
by Hardin,11 Hiatt drew an analogy between the practice of
medicine and the practice of a group of herdsmen whose
cattle share a common pasture to describe 2 important health
care market distortions: the price wedge and asymmetry of
information. As long as the number of animals is small in
relation to the capacity of the pasture, each herdsman can
increase his holdings without detriment to the general wel-
fare. However, once the pasture begins to reach capacity,
each animal has the potential to do irrevocable harm to the
long-term sustainability of the system through overcon-
sumption. Hiatt maintained that the medical commons was
approaching depletion, a consequence of “free access” to
health care resulting in overconsumption (a process re-
ferred to by economists as “moral hazard”) and increasing
costs exacerbated by expensive technological innovations
of unproven effectiveness.

Hiatt proposed 3 types of solutions (using terminology
that developed in the decades after his article was pub-
lished): clinical evaluation of current practices (evidence-
based medicine [EBM]), national priority setting, and an ex-
pansion of health care to include the social determinants
of health with a focus on prevention.

The Rand Health Insurance Experiment. One of the
largest randomized social trials ever performed was under-
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taken by the RAND Corporation in the 1970s: the Health
Insurance Experiment (HIE).5 The study asked 3 ques-
tions. First, how do demand-side incentives (eg, cost shar-
ing) affect total health care utilization and expenditures?
Second, what is the effect of cost sharing on health? Third,
what are the consequences of cost sharing on appropriate-
ness and quality of care? The first 2 questions address the
effect of the price-wedge distortion on expenditures and
health. The third question partially addresses asymmetry
of information.

The HIE enrolled 7700 adults younger than 65 years in
6 sites (both urban and rural) across the United States. Par-
ticipants were randomly assigned to 1 of 5 groups: partici-
pants in 1 group were offered free care, those in 3 were of-
fered varying levels of cost sharing (25%, 50%, or 95%) up
to a maximum expenditure, and those in the last were en-
rolled in a nonprofit health maintenance organization. Those
who enrolled participated for a period of 3 to 5 years.

As to the first question, the effect of cost sharing on total
expenditures was significant. Patients with 25% coinsur-
ance spent 20% less than those with free care, and those with
95% coinsurance spent approximately 30% less.6 Savings re-
sulted from using fewer services rather than from finding
clinicians or health centers with lower prices. As a specific
example, families enrolled in cost-sharing plans made only
about two-thirds as many outpatient visits as those who re-
ceived free care.

As to the second question, there was no significant dif-
ference in overall health (based on 11 measures) between
participants enrolled in free and cost-sharing insurance
plans.7 Families that used medical resources more fre-
quently as a result of less out-of-pocket cost gained no de-
tected advantage in terms of improving their “health.” Not
even smoking status, cholesterol levels, or weight differed
as a function of insurance plan. However, among the poor-
est and sickest 6% of the sample, free care was associated
with better health for 3 of 11 measures: diastolic blood pres-
sure, functional far vision, and risk of dying. These better
health outcomes were attributed to increased physician vis-
its by families who were offered free health care.

As to the third question, the effect of cost sharing on ap-
propriateness of care was assessed by grouping interven-
tions into 7 categories that ranged from highly effective to
rarely effective, based on information available at that time.
Cost sharing reduced overall use of medical care, but there
was no difference in change of use between effective and
ineffective care.8 That is, restriction of care as a result of fac-
ing a higher “true cost” did not result in patients increas-
ing the proportion of their care considered appropriate by
RAND experts or, conversely, decreasing the proportion con-
sidered inappropriate. In addition, differences in inappro-
priate hospital admissions between cost-sharing plans were
not statistically significant.9 These findings may have influ-
enced the trend to focus on supply-sided instruments to im-
prove appropriateness of care.

Consumer Choice Health Plan. In 1978, Enthoven10 de-
veloped a proposal for a new national health insurance sys-
tem known as the Consumer Choice Health Plan (CCHP).
This proposal involved controlling costs through competi-
tion by health insurance plans for enrollees. Plans would
be required to offer a clear, understandable, and detailed
breakdown of enrollment costs and covered benefits to all
individuals, allowing plan comparisons and informed pur-
chasing decisions as well as encouraging competitively priced
coverage. The existing system of tax incentives for health
insurance would be eliminated. Federal-state partnerships
would offer subsidies so that individuals could purchase in-
surance. To control cost escalation, tax credits would be made
available for individuals purchasing efficient plans. These
credits would allow individuals to keep the savings gar-
nered from choosing a less costly plan. To ensure equity be-
tween rich and poor, vouchers would be available to help
lower-income individuals and families.

To prevent “cherry picking” (ie, plans limiting enroll-
ment to individuals from whom they are more likely to
profit), the CCHP included rules such as open enrollment
(no individual exclusions, regardless of age, sex, or prior
health conditions) and flat premiums based on market-
area actuarial costs (community ratings).

Enthoven’s proposal was, of course, never enacted in part
because it is difficult to reverse existing tax incentives. How-
ever, elements of this proposal clearly inspired the subse-
quent managed competition movement embodied by the
1994 Clinton health plan proposal.

Putting It All Together
In the 1970s, the majority of the developed world (the most
significant exception being the United States) used public
financing and administration to insure its population against
health care expenses. These countries have, for the most part,
used supply-sided policies to limit costs, rather than sim-
ply trusting the market (with its distortions) to restrain de-
mand for unnecessary services. Despite evidence from the
HIE that cost sharing restrains health care utilization with-
out having an effect on the health of healthy people, con-
sumer-directed incentives have been few and far between.
When these incentives have been used, such as for prescrip-
tion co-payments, methods less powerful than randomized
trials have been used to study and criticize their effect on
preventive care and health, especially for individuals with
serious conditions.

In the United States, the managed care movement, which
was a far cry from truly representing the CCHP proposal,
was deemed a failure, although it did actually restrain ex-
penditures for a brief time. Evidence-based medicine has
made some important inroads with professional societies and
quasi governmental organizations, devoting considerable ef-
fort to what is now known as “knowledge translation.” How-
ever, the benefits of EBM on improving health and reduc-
ing inappropriate utilization have not really been evaluated,
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and the effects have likely been quite small. In 1975, Hiatt
was concerned with protecting the medical commons,4 and
in the 32 years since, despite all efforts, health care expen-
ditures have continued to increase to a degree that is con-
sidered unsustainable by those who are paying the bills all
over the world, although some analysts refute the view that
the increase in health care costs is unsustainable.12 But still,
national health care priorities are rarely explicitly dis-
cussed, and health care could further widen its purview to
address the many social determinants of disease.

Conclusions
In 2007, current health policy initiatives to reduce market
distortions are directed at both the supply and demand side
of the market. Pay for performance takes aim on the asym-
metry of information between patients and clinicians by of-
fering additional reimbursement to clinicians and hospi-
tals for the provision of health care services considered
appropriate and of high quality, thereby ensuring that pa-
tients receive important care that may not have been suffi-
ciently prioritized before the program’s existence.13 But pay
for performance is unlikely to be a panacea.14

Consumer-directed health care (CDHC) plans, varia-
tions of the “catastrophic health insurance plans” of yes-
terday that covered only expenses above a certain amount
per year (akin to the 95% cost-sharing intervention within
the HIE), take aim on the price-wedge distortion by offer-
ing less expensive premiums in combination with high de-
ductibles, allowing patients to determine which health care
services to purchase. However, there are clear distribu-
tional consequences to CDHC plans, as they favor children
and healthy individuals while women and sick individuals
are faced with escalating costs,15 and it is unclear if patients
will use money saved on health insurance premiums to pur-
chase recommended preventive health care.16 Fendrick and
Chernew17 have proposed value-based insurance design, a
variation of CDHC that attempts to differentiate between
effective or cost-effective health care services and those that
are not. Such plans would cover effective or efficient ser-
vices with a lower deductible, reserving a high deductible
for the “less desirable” interventions. This proposal at-
tempts to fix both the price-wedge and information asym-
metry distortions and resembles a health care service “for-
mulary” that likely would require substantial administrative
costs and face difficulties in implementation (such as oc-
curred in Oregon18). Recent evidence suggests that few em-
ployer-sponsored health care plans in the United States use
value-based purchasing strategies that include incentives and
programs aimed at improving quality and performance.19

Perhaps it is time to wave the white flag and admit that it
is impossible to develop policy initiatives that correct mar-
ket distortions and produce a truly efficient health care mar-
ket, in which value received per dollar spent is maximized

and the distribution of services is both fair and equitable
for the population. This is an especially vexing problem in
the United States, where the political system and social con-
sensus is not as clear as in other developed countries where
health care is considered a “merit good” (ie, every person
in society has the right to health care, regardless of ability
to pay). As linear programmers or economists sometimes
say, perhaps this is a set of constraints without a solution.
What is the difference between the market for health care
and that for other goods and services? In health care, it may
not be possible to satisfy all of the people, even some of the
time.
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