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Today’s lecture

This lecture will consider:
• The broad role of the state in providing social insurance

• The example of health care
‒ Why economists care about it
‒ Arguments for government intervention in health care
‒ International comparisons
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Economics can add both theory and empirics. This lecture will cover lots of theory, but will also include examples of empirical economists putting those theories to the test. As well as that, lots of these ideas run throughout the public economics course and there will be some overlap with other lectures. 



The state protects us against lots of different risks

© Institute for Fiscal Studies  Health, social insurance and the role of the state

The National Health Service: the risk of becoming sick



The state protects us against lots of different risks
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Unemployment insurance: the risk of involuntary unemployment



The state protects us against lots of different risks
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State pension: the risk of living too long



The state protects us against lots of different risks
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Disability insurance: the risk of injuries/disabilities



The state as social insurer

These are all examples of social insurance
• Government interventions in the provision of insurance against 

adverse events
‒ Transfers typically based on events (e.g. illness, age, disability)
‒ Risks are transferred to and pooled by the government

• A large and growing part of government expenditure 
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Link to other lectures:Tom Waters will talk about unemployment benefits in more detail, and how the design of those benefits can affect how people respond. Agnes - Imperfect information, individuals can’t insure themselves against certain risks (job loss, negative health risks), might be concerned about the inequality aspect of those shocks, so government provides a social safety net. Last 70 years, the story has been one of falling gvt spending on things like defence, which has funded higher spending on the welfare state



Why social insurance?

• Broad motivation for insurance:
‒ Reduction in risk for risk-averse individuals
‒ Smooth consumption across different states of the world

• Why is government intervention needed?
1. Market failures

‒ e.g. due to asymmetric information, externalities
2. Paternalism

‒ Correct perceived individual optimisation failures (myopia etc.)
3. Redistribution

‒ Society wants to compensate high risk people, as being high risk 
is often not the fault of the person
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Social insurance: common themes

Social insurance is provided in a range of contexts

• There are often common factors running through the justification for 
government intervention in each case
‒ With market failure, intervention can improve efficiency and welfare
‒ We will consider the specific case of health care

But there are also common concerns with social insurance
• Central among these is what economists call ‘moral hazard’
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Moral hazard and social insurance

Moral hazard
• Insured individuals take adverse actions in response to insurance 

against adverse outcomes
‒ Reduced precaution against entering the adverse state 

‒ Increased odds of staying in the adverse state

‒ Increased costs when in the adverse state

• The upshot: Moral hazard increases the cost of providing social 
insurance, which then requires higher taxes or borrowing to pay for it 
(at some economic cost)
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The argument that health care is just like any other good is not without its critics, but the data backs up the idea that when the price is lower, people use moreKey outcome: insurers don’t offer perfect insurance, as moral hazard raises the cost of providing insuranceIMPORTANT: Moral hazard will pop up again in the lecture on externalities delivered by Rebekah, in the context of alcohol



Social insurance: the central trade-off
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Social insurance is 
desirable to smooth 

consumption and 
reduce risk

Social insurance can 
create moral hazard –
which increases the 
cost of providing it

Optimal policy may be to partially, but not completely, insure individuals 
against adverse events

Key challenge for economists is determining the optimal level of insurance 
benefits – see Chetty & Finkelstein (2014) for a discussion
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In the presence of adverse selection, government intervention can improve welfare. Allows people to smooth consumption across states when they wouldn’t have been able to otherwise (private markets would fail, would fail to insure due to myopia, etc). Benefits come in the form of reduced risk and reduced fluctuations in consumption. But, providing social insurance distorts people’s incentives. Less incentive to avoid the adverse event in the first place (living a healthy lifestyle, trying extra hard to find a job). Less incentive to leave the adverse state (don’t try as hard to find a job). More likely to over-consume when fully insured( MC=0, supplier induced demand, over consumption of health care). Challenge for economists is determining the optimal level of insurance benefitsAsymmetric information creates the need for social insurance, but also undercuts the rational for full isnuarnec by the state. 



An example: health care
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−     Why economists care about it

−     Why governments intervene
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Why is the textbook relevant to health care?



Why do economists care about health care?

• We spend a lot on health care
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We spend a lot on health care: Exhibit A
Government spending by function, 2018−19
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Source: ONS and HM Treasury, Public Expenditure Statistical Analyses, July 2019
(https://www.gov.uk/government/statistics/public-expenditure-statistical-analyses-2019) 
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Department of Health only covers England – some of the Scotland bar goes on health as wellThink about all the other public services the government provides: prisons, the courts – that’s all in Justice. Police, the border force, immigration officers: that’s all in the home office. The army, trident, aircraft carriers: that’s all in Defence. Health dwarfs them all. 
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We spend a lot on health care : Exhibit B
Annual UK public spending on health in real terms and as a 
percentage of national income
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Demographic pressures mean that spending on health is likely to continue to rise and account for an ever-increasing share of national income. As well as costing more, as health grows to account for a greater share of our economy, it becomes more important for national trends in pay, productivity, etc. Almost £150bn, or around £2,300 for every person in the UK



We spend a lot on health care now...
Historic health spending as % GDP
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Source: Data underlying previous chart and OBR Fiscal Sustainability Report, July 2018
(http://obr.uk/fsr/fiscal-sustainability-report-july-2018/)  
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... and we’re going to spend more in future
Historic and Office for Budget Responsibility’s projected health spending as % GDP
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Source: Data underlying previous chart and OBR Fiscal Sustainability Report, July 2018
(http://obr.uk/fsr/fiscal-sustainability-report-july-2018/)  
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An extra 6.6% of GDP is equivalent 
to more than £145 billion in today’s 
terms, or more than £2,150 for every 
person in the UK

OBR projection
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It’s you who are going to be paying for all that health care for those old people, so you should care about this. Those old people are also going to need pensions, social care, etc and you’ll have to pay for that as well. 

http://obr.uk/fsr/fiscal-sustainability-report-july-2018/


We spend a lot on health care: Exhibit C
Public and private health spending as a percentage of national 
income in 2016
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Note: Figures shown here are using the OECD’s measure of health spending, which differs from that used in previous slides. 
Source: OECD Health Statistics
(http://stats.oecd.org/index.aspx?DataSetCode=HEALTH_STAT)  
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OECD use an internationally comparable measure of health spending which includes spending that we would generally think of as long-term care. EU-15 averages are weighted by GDP and unweighted averages, and exclude the UK. The UK isn’t alone in this. This is something common across developed countries. 

http://stats.oecd.org/index.aspx?DataSetCode=HEALTH_STAT


Why do economists care about health care?

• We spend a lot on health care

• Health is an important input or component of human capital
‒ e.g. Fetal conditions have been shown to have substantial impacts on 

economic outcomes later in life (Almond & Currie, 2011)
‒ Almond (2006) found that individuals who were in utero at the peak 

of the 1918 influenza pandemic in the US typically display reduced 
educational attainment, lower income, lower socioeconomic status 
and increased rates of physical disability

‒ Black et al (2013) find that prenatal exposure to low-dose radiation 
in Norway (from Soviet weapon testing) was associated with 
reduced educational attainment, earnings and cognitive ability
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Huge number of studies looking at association between low birth weight or stunting on later-life outcomesHealth care is both an input to good health, and an outcome of bad health



Why do economists care about health care?

• We spend a lot on health care

• Health is an important input or component of human capital

• It’s a politically contentious issue that people really care about
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The National Health Service is highly popular

To what extent would you say you are proud of each of the following institutions?
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Source: YouGov, July 2018, https://yougov.co.uk/topics/politics/articles-reports/2018/07/04/nhs-british-institution-brits-are-second-most-prou
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Why do economists care about health care?

• We spend a lot on health care

• Health is an important input or component of human capital

• It’s a politically contentious issue that people really care about
‒ Brits consistently report health as being one of the most important 

issues facing the country (typically second only to Brexit)
‒ Economists can make a valuable contribution to a high-profile debate
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Why do economists care about health care?

• We spend a lot on health care

• Health is an important input or component of human capital

• It’s a politically contentious issue that people really care about

• Important when studying individual or social welfare

• It’s complicated – which makes it interesting!
‒ “Now, I have to tell you, it’s an unbelievably complex subject. Nobody 

knew health care could be so complicated.” – Donald Trump
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It’s big. It’s important. People care about it. And it’s complicated (which makes it interesting). ‘Health state dependence of the utility function’. In plain English, people can live happier lives if they’re healthier. Which isn’t even to consider the welfare losses associated with premature death of a loved one, etc



The economics of health care

• There are a number of reasons why we need to think especially 
carefully about how to provide medical care

• Kenneth Arrow wrote the seminal paper on this topic in 1963
‒ ‘Uncertainty and the Welfare Economics of Medical Care’ (American 

Economic Review)

• At the heart of the issue are a number of fundamental economic 
problems 
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What if we just left it to the market?

We’d expect people to demand insurance against health risks
‒ But how would a private insurance market work? Would it run into 

problems? Why does the government have to get involved?

Adverse selection
‒ Asymmetric information: individuals know more about their risk level 

than the insurer
‒ At average fair price, individuals with higher risk of getting sick are 

more likely to buy health insurance than people with low risk 
‒ Insurers make losses  raise the price of insurance further  only very 

high risk people buy it  insurers make losses again 
‒ Can lead to market failure where no equilibrium supports provision of 

insurance

• Classic papers: Akerlof (1970), Rothschild and Stiglitz (1976)
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IMPORTANT: Need to first explain why people would seek to buy insuranceExplain how adverse selection can lead to the market unravelling entirely: insurance offered at average fair price, bad deal for low risk people and so only high risk people buy it. Insurers make losses, so raise the price (premium) further. This means that only very high risk people buy it, insurers make losses again. In the end, no insurance contract is offered at all even though everybody wants actuarially fair insurance. Akerlof, market for lemons. Say that this might seem obvious, but at numerous points the government has considered allowing people to opt out of the NHS and receive a rebate. This has an obvious flaw: healthy and wealthy people would leave, taking their rebate with them, and the NHS would be left facing virtually an unchanged caseload with reduced resources. Presumably, a switched-on civil servant explained the concept of adverse selection to their minister and the reforms were dropped. IMPORTANT: Adverse selection will pop again in my colleague David’s lecture, in the context of adverse selection for older people buying annuities. 



What if we just left it to the market?

Moral hazard
• With full health insurance, people might behave in such a way that 

makes them more likely to need (expensive) health care
‒ Prior to hospital: bad diet, dangerous sports, smoking, etc.
‒ In hospital: excessive number of medical tests, demanding 

expensive treatments, staying for longer than needed

• The result: higher costs for insurers
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1) Consumers should consume something to the point where MB = MC2) If consumers don't actually pay the MC themselves (e.g. it's 0 for them), then they will consume until MB=03) If true MC>0, then the good (in this case healthcare) is consumed in quantities above the social optimum.IMPORTANT: Moral hazard will pop up again in the lecture on externalities delivered by Rebekah, in the context of alcohol



What if we just left it to the market?

Externalities
‒ Infectious disease
‒ Healthy workers are more productive and absent less

A competitive market?
‒ A large number of buyers and sellers
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What if we just left it to the market?

Externalities
‒ Infectious disease
‒ Healthy workers are more productive and absent less

A competitive market?
‒ A large number of buyers and sellers
‒ Free entry and exit
‒ Full information
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What if we just left it to the market?

Externalities
‒ Infectious disease
‒ Healthy workers are more productive and absent less

A competitive market?
‒ A large number of buyers and sellers
‒ Free entry and exit
‒ Full information
‒ Private costs = social costs
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Publicly funded health care

Almost all OECD countries have universal health insurance
• Desirable if health risks are outside people’s control (age, genetics) 

‒ Perhaps less so if due to choices (diet, exercise)
• Government intervention can improve market efficiency and take into 

account positive externalities – but this involves redistribution

Can address adverse selection, but moral hazard issue remains
• Moral hazard exists with both private and social insurance as long as 

the insurer cannot perfectly monitor the person insured
‒ Recall: we might want to partially, but not completely, insure 

individuals against risks (Cutler and Zeckhauser, 2000)
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Should the government insure people against health risks? Yes if health risks outside people’s control (age, genetics), perhaps not if due to choices (diet, exercise). Redistribution from high-risk people to low-risk peopleMoral hazard problem doesn’t go away – it’s present under both private and social insurance. There’s a trade off to be made. Explains why many countries have partial insurance, not full: people still have to pay a bit for doctor visits, etc. Insured against catastrophic risks, but not smaller ones. Cutler and Zeckhauser: “Optimal coinsurance arrangements make patients pay for care up to the point where the marginal gains from less risk sharing are just offset by the marginal gains from less wasteful care being provided”Costs of moral hazard: cost of providing social insurance increases, and that requires higher taxes which affects efficiency



International differences

Virtually all OECD countries provide universal health care, but the 
way in which that care is provided varies drastically
• Trade-offs between different approaches

‒ Public vs. private providers
‒ Single vs. multiple insurers
‒ Rationing by need vs. rationing by price
‒ Insurance premiums vs. funded from general taxation

Out-of-pocket charges can vary considerably
• Fraction of costs paid by individual is called the co-payment
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IMPORTANT: Need to better motivate this. Trade-offs between different approaches, challenge pre-conceptions, more examples. Can be publicly funded but privately provided. In the UK, health care is mostly provided by public hospitals and public sector workers. In other countries, the government reimburses private health care providers. Parallels with other public services (Prisons, schools, etc). Consumer choice?Mention the US (virtually all)In France, people buy supplemental insurance to cover expenses not covered by national health insurance. They have a choice of insurers. Around 1/3 of hospital beds are in private facilities. Sweden: universal services funded through general taxation, but much higher levels of co-payments than in the UKIn Belgium, you pay a fee for each night in hospital. In Portugal, you pay to see your GP or to go to A&E. 



To charge or not to charge?

Co-payments mean individuals are partially but not fully insured
• Raises money & an attempt to deal with moral hazard problem
But charging also has downsides

• Delaying treatment  individuals present to the health system later in 
a worse state of health  higher costs

• Delaying or avoiding treatment can have negative externalities
• Inequity of linking access to healthcare to ability to pay
There are alternative approaches to the moral hazard problem

• Regulation: government picks treatments based on cost effectiveness
‒ National Institute for Health and Care Excellence (NICE)

• Rationing of care, information campaigns, etc.
Not just a technical issue – this affects people’s lives!
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The NHS does a good job of protecting people 
from financial costs when they are ill (1)

Proportion of people who skipped a consultation due to cost (2016)
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Source: How good is the NHS?, M. Dayan, T. Gardner, E. Kelly & D. Ward, June 2018
(https://www.ifs.org.uk/uploads/HEAJ6319-How-good-is-the-NHS-180625-WEB.pdf) 
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The NHS does a good job of protecting people 
from financial costs when they are ill (2)

Proportion of people who skipped a prescription due to cost (2016)
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Source: How good is the NHS?, M. Dayan, T. Gardner, E. Kelly & D. Ward, June 2018
(https://www.ifs.org.uk/uploads/HEAJ6319-How-good-is-the-NHS-180625-WEB.pdf) 

https://www.ifs.org.uk/uploads/HEAJ6319-How-good-is-the-NHS-180625-WEB.pdf


The NHS does a good job of protecting people 
from financial costs when they are ill (3)

Proportion of people spending more than 10% of income on out-of-
pocket health care charges (2010)
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*Note: USA data 2013; Japan data 2008. 
Source: How good is the NHS?, M. Dayan, T. Gardner, E. Kelly & D. Ward, June 2018 
(https://www.ifs.org.uk/uploads/HEAJ6319-How-good-is-the-NHS-180625-WEB.pdf) 
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Key things to take away

• The government steps in to provide social insurance against a range of 
adverse events

• Universal health care is just one example of this, but a particularly 
prominent one

• The way in which universal health care is organised and provided 
varies drastically across countries – with important consequences
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Thank you

ben.zaranko@ifs.org.uk

© Institute for Fiscal Studies  Health, social insurance and the role of the state



References

Akerlof, George A. (1970), “The Market for “Lemons”: Quality Uncertainty and the Market 
Mechanism”, The Quarterly Journal of Economics, 84 (3): 488-500

Almond, Douglas (2006), “Is the 1918 Influenza Pandemic Over? Long-Term Effects of In 
Utero Influenza Exposure in the Post-1940 U.S. Population”, Journal of Political 
Economy, 114(4): 672-712

Almond, Douglas, and Currie, Janet (2011), "Killing Me Softly: The Fetal Origins 
Hypothesis“, Journal of Economic Perspectives, 25 (3): 153-72

Arrow, Kenneth (1963), “Uncertainty and the welfare economics of medical care”, American 
Economic Review, 53: 941-973

Chetty, Raj & Finkelstein, Amy (2014), “Social Insurance: Connecting Theory to Data”, 
NBER Working Paper No. 18433 (http://www.nber.org/papers/w18433)

Black, Sandra E., Bütikofer, A., Devereux, Paul J. & Salvanes, Kjell (2013), “This Is Only a Test? 
Long-Run Impacts of Prenatal Exposure to Radioactive Fallout”, NBER Working 
Paper 18987 (http://www.nber.org/papers/w18987.pdf) 

Cutler, David M. (1996), “Why Don’t Markets Insure Long-Term Risk?”, Unpublished 
working paper (https://scholar.harvard.edu/files/cutler/files/ltc_rev.pdf)

© Institute for Fiscal Studies  Health, social insurance and the role of the state

Presenter
Presentation Notes
Papers in grey are not currently included in slides (both are evidence of adverse selection)

http://www.nber.org/papers/w18433
http://www.nber.org/papers/w18987.pdf
https://scholar.harvard.edu/files/cutler/files/ltc_rev.pdf


References

Cutler, David M. & Zeckhauser, Richard J. (2000), “The anatomy of health insurance”, 
in: Culyer & Newhouse (ed.), Handbook of Health Economics, chapter 11, 
pages 563-643. (http://www.nber.org/papers/w7176)

Einav, Liran & Finkelstein, Amy (2017), “Moral Hazard in Health Insurance: What We 
Know and How We Know It”, Alfred Marshall Lecture 
(https://economics.mit.edu/files/14545) 

O’Dea, Cormac & Sturrock, David (2018), “Subjective expectations of survival and economic 
behaviour”, IFS Working Paper W18/14

Oster, E., Shouldon, I., Quaid, K., Dorsey, E. (2010), “Genetic adverse selection: Evidence 
from long-term care insurance and Huntington disease”, Journal of Public 
Economics, 94, 1041-1050

Rothschild, Michael & Stiglitz, Joseph (1976), “Equilibrium in Competitive Insurance 
Markets: An Essay on the Economics of Imperfect Information”, The Quarterly 
Journal of Economics, 90(4), 629-649

YouGov (2018) (https://yougov.co.uk/topics/politics/articles-reports/2018/07/04/nhs-
british-institution-brits-are-second-most-prou)

© Institute for Fiscal Studies  Health, social insurance and the role of the state

http://www.nber.org/papers/w7176
https://economics.mit.edu/files/14545
https://yougov.co.uk/topics/politics/articles-reports/2018/07/04/nhs-british-institution-brits-are-second-most-prou

	Health, social insurance and the role of the state
	Today’s lecture
	The state protects us against lots of different risks
	The state protects us against lots of different risks
	The state protects us against lots of different risks
	The state protects us against lots of different risks
	The state as social insurer
	Why social insurance?
	Social insurance: common themes
	Moral hazard and social insurance
	Social insurance: the central trade-off
	An example: health care�
	Why do economists care about health care?
	We spend a lot on health care: Exhibit A��Government spending by function, 2018−19
	We spend a lot on health care : Exhibit B��Annual UK public spending on health in real terms and as a percentage of national income
	We spend a lot on health care now...��Historic health spending as % GDP
	... and we’re going to spend more in future��Historic and Office for Budget Responsibility’s projected health spending as % GDP
	We spend a lot on health care: Exhibit C��Public and private health spending as a percentage of national income in 2016
	Why do economists care about health care?
	Why do economists care about health care?
	The National Health Service is highly popular��To what extent would you say you are proud of each of the following institutions?
	Why do economists care about health care?
	Why do economists care about health care?
	The economics of health care
	What if we just left it to the market?
	What if we just left it to the market?
	What if we just left it to the market?
	What if we just left it to the market?
	What if we just left it to the market?
	What if we just left it to the market?
	What if we just left it to the market?
	Publicly funded health care
	International differences
	To charge or not to charge?
	The NHS does a good job of protecting people from financial costs when they are ill (1)��Proportion of people who skipped a consultation due to cost (2016)
	The NHS does a good job of protecting people from financial costs when they are ill (2)��Proportion of people who skipped a prescription due to cost (2016)
	The NHS does a good job of protecting people from financial costs when they are ill (3)��Proportion of people spending more than 10% of income on out-of-pocket health care charges (2010)
	Key things to take away
	Thank you����������ben.zaranko@ifs.org.uk
	References
	References

