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Moral hazard and its policy 
implications

Moral hazard in health sector
• Conditions for (ex post)MH

• Asymmetric information between patient and third-party 
payer (the insurance company or the NHS)

• Price reduction at the point of use due to insurance

• Price-sensitive demand
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On moral hazard: Arrow vs Pauly
Different views and policy implications

• Arrow

• “It is frequently observed that widespread medical insurance 
increases the demand for medical care.”

• “MH in physician’s control” [of patients’ demand for medical care]

• Policy implication: “the need for a third-party control” (public 
insurance with gatekeeping)

• Pauly

• under an insurance contract that reduces the price there is 
nothing unethical in using more services; the insured individual 
simply reacts to the change in the price.

• Policy implication: (optimal rate of) cost-sharing (co-payment, 
deductible, co-insurance)

Arrow
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Pauly

On moral hazard: Neyman
• The reason to demand health-insurance is an income 

transfer from the healthy to the sick state  → co-
insurance is a reduction in income exactly when 
income is needed (i.e. when sick). 

• The change in healthcare utilization due to an 
increase in price (co-insurance) can be decomposed 
into an income and a substitution effect and only the 
second produces a welfare loss as in the traditional 
analysis of moral hazard.

• To understand the effects of health insurance, this 
must be compared to the alternative, or 
counterfactual
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Summing up
• Is it “unnecessary” expenses?

• Which is the correct counterfactual?
• Income vs substitution effects

• Whose MH?
• Patients or providers?

• This has implications for policy (co-insurance/copayment 
vs incentives for providers)

• Long-run effects on health, including preventive care

• Results are context specific (external validity)
• Institutions matter (rent seeking)


