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Postgraduate Certificate in Health Financing and Budgeting

Health Economics

Health Economics is the branch of economics that studies how health care resources are allocated, how they
influence health outcomes, and how the health sector interacts with the broader economy. It provides the
analytical tools for examining the efficiency and equity of health financing and budgeting decisions. For a
postgraduate student, mastering the vocabulary of health economics is essential for designing,
implementing, and evaluating financing reforms that improve population health while maintaining fiscal
sustainability.

Opportunity Cost refers to the value of the next best alternative that is forgone when a resource is used for
a particular purpose. In health budgeting, if a government spends $10 million on a new hospital wing, the
opportunity cost is the health gains that could have been achieved by allocating those funds to, for
example, vaccination programs. Recognizing opportunity costs helps policymakers prioritize interventions
that deliver the greatest health benefit per dollar spent. A common challenge is that opportunity costs are
often hidden in political decision‑making, leading to over‑investment in high‑visibility projects at the
expense of cost‑effective public health measures.

Marginal Analysis examines the additional costs and benefits generated by a small change in the level of an
activity. Health planners use marginal analysis to determine the optimal level of service provision. For
instance, a marginal analysis of expanding primary‑care clinics might reveal that the first few clinics produce
large health gains, while later additions yield diminishing returns. The difficulty lies in accurately quantifying
marginal benefits, especially for long‑term outcomes such as reduced chronic disease incidence.

Cost‑Effectiveness Analysis (CEA) compares the relative costs and health effects of two or more
interventions. The result is usually expressed as a cost per unit of health gain, such as cost per life‑year
saved. CEA is central to budgeting because it identifies interventions that provide the most health for a
given budget. A typical CEA might compare a new antiretroviral regimen with the standard regimen,
showing that the new regimen costs $500 more per patient but saves an additional 0.2 life‑years, yielding a
cost‑effectiveness ratio of $2 500 per life‑year saved. Challenges include selecting appropriate comparators,
measuring outcomes consistently, and dealing with uncertainty in cost and effect estimates.

Cost‑Utility Analysis (CUA) is a form of CEA that incorporates patient preferences by weighting health
outcomes with quality‑adjusted life years (QALYs). CUA is especially useful when interventions affect both
the length and quality of life. For example, a new dialysis technique may extend survival by six months but
also improve quality of life, resulting in 0.45 QALYs gained per patient at an incremental cost of $12 000,
giving an incremental cost‑utility ratio (ICUR) of $26 667 per QALY. The principal challenge is the
measurement of health‑related quality of life, which often requires population‑specific utility weights.

Read online: https://shortcourses.lsibonline.com/guides/5660500/
health-economics

London School of International Business · 22 Jun 2026



G U I D E

Quality‑Adjusted Life Year (QALY) combines quantity and quality of life into a single metric. One QALY
equals one year of life in perfect health. Health economists use QALYs to compare disparate interventions,
such as surgery versus medication, on a common scale. In budgeting, QALYs enable the allocation of
resources across disease areas based on the relative health gains. However, cultural differences in valuing
health states and ethical concerns about age or disability weighting can limit the acceptability of QALYs in
some settings.

Disability‑Adjusted Life Year (DALY) measures the burden of disease as the sum of years of life lost due to
premature mortality and years lived with disability. DALYs are widely used in global health budgeting to
prioritize interventions that reduce disease burden. For instance, a malaria control program that averts
10 000 DALYs at a cost of $5 million yields a cost per DALY averted of $500. Critics argue that DALYs may
undervalue the lives of older adults or people with chronic disabilities, raising equity concerns.

Willingness to Pay (WTP) reflects the maximum amount an individual would be prepared to spend to obtain
a health improvement or avoid a health loss. WTP is often elicited through contingent valuation surveys and
can inform the valuation of health benefits in cost‑benefit analysis. In budgeting, WTP estimates can guide
the setting of price caps for pharmaceuticals. A practical difficulty is that WTP is highly sensitive to income,
leading to equity distortions if used unadjusted in financing decisions.

Demand in health economics denotes the quantity of health services that individuals are willing and able to
purchase at a given price. Demand is influenced by income, health status, insurance coverage, and
perceived quality. Understanding demand helps budget planners anticipate utilization patterns and allocate
resources accordingly. For example, expanding insurance coverage typically increases demand for
outpatient services, which may strain existing capacity if budgets are not adjusted. Demand elasticity is
often low for essential services, complicating price‑based demand management.

Supply refers to the provision of health services by providers such as hospitals, clinics, and physicians.
Supply decisions are shaped by input costs, technology, regulatory constraints, and reimbursement
mechanisms. Budgeting must consider supply elasticity, as changes in payment rates can trigger rapid shifts
in provider behavior. A common challenge is the lag between budget allocations and the actual expansion
of supply, especially for capital‑intensive facilities.

Market Failure occurs when the free market does not allocate resources efficiently, leading to suboptimal
health outcomes. Health markets are prone to market failures due to externalities, information asymmetry,
and non‑excludability of some services. Recognizing market failures justifies government intervention
through financing, regulation, or direct provision. For instance, vaccination generates positive externalities;
without subsidies, the market would under‑provide vaccines, prompting public financing.

Externalities are costs or benefits that affect third parties not directly involved in a transaction. Positive
externalities in health include herd immunity from vaccination, while negative externalities can arise from

Read online: https://shortcourses.lsibonline.com/guides/5660500/
health-economics

London School of International Business · 22 Jun 2026



G U I D E

unhealthy behaviors that increase public health costs. Budgeting for externalities often involves subsidies or
taxes. A practical example is a tax on sugary drinks to internalize the health costs of excess sugar
consumption. Measuring the magnitude of externalities, however, is complex and may involve long‑term
epidemiological modeling.

Information Asymmetry describes a situation where one party (typically the provider) possesses more
relevant information than the other (the patient). This can lead to inefficient outcomes such as
overtreatment or undertreatment. Health financing mechanisms such as insurance contracts and provider
payment reforms aim to reduce asymmetry. For example, capitation payments incentivize providers to focus
on preventive care, mitigating the incentive to over‑prescribe. Nonetheless, designing contracts that fully
bridge the information gap remains a persistent challenge.

Adverse Selection arises when individuals with higher health risk are more likely to purchase insurance,
driving up premiums and potentially causing market collapse. Health financing strategies like mandatory
enrollment or risk‑adjusted premiums aim to counteract adverse selection. In budgeting, the cost of
mitigating adverse selection must be weighed against the benefits of broader coverage. Implementing
risk‑adjusted payments can be administratively demanding, especially in low‑resource settings.

Moral Hazard refers to the tendency of insured individuals to consume more health care than they would if
they bore the full cost. Moral hazard can inflate utilization and strain budgets. Cost‑sharing mechanisms
such as co‑payments, deductibles, or caps are used to temper moral hazard. However, excessive
cost‑sharing may deter necessary care, raising equity concerns. Budget planners must calibrate cost‑sharing
to balance utilization control with access.

Health Insurance is a contractual arrangement where risk is pooled and members receive coverage for
health services. Types include social health insurance, private health insurance, and community‑based
schemes. Insurance design influences budgeting through premium collection, claims reimbursement, and
risk pooling. For example, a national health insurance scheme may allocate a fixed share of GDP to health,
providing a predictable revenue stream for budgeting. Challenges include ensuring financial sustainability,
managing adverse selection, and maintaining provider quality.

Risk Pooling aggregates the health risks of a group to spread costs across all members, reducing the
financial impact of individual health shocks. Effective risk pooling can lower per‑capita costs and enhance
fiscal predictability for health budgets. In practice, national health insurance pools risk across the whole
population, while employer‑based schemes pool risk among employees. Fragmented risk pools can lead to
inefficiencies and higher administrative costs.

Out‑of‑Pocket Payments (OOP) are direct payments made by patients at the point of service. High OOP
rates are associated with catastrophic health expenditure and reduced access. Budget reforms often aim to
lower OOP by expanding pre‑payment mechanisms such as insurance or tax‑based financing. A practical
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challenge is that even modest OOP charges can deter utilization of essential services in low‑income groups,
undermining equity goals.

User Fees are charges levied on patients for specific services, typically to recover costs or deter overuse.
While user fees can generate revenue, they may also create barriers to access and increase OOP burden.
Budget planners must weigh the short‑term fiscal benefits against long‑term health equity impacts. For
example, a fee for basic primary‑care visits may discourage preventive visits, increasing downstream costs
for avoidable conditions.

Provider Payment Mechanisms determine how health providers are reimbursed for services rendered.
Common mechanisms include fee‑for‑service, capitation, diagnosis‑related groups (DRG), and global
budgets. Each mechanism shapes provider incentives and therefore influences cost containment and service
quality.

Fee‑for‑Service (FFS) pays providers per unit of service delivered. While FFS encourages provider effort and
can increase access, it also incentivizes volume over value, potentially leading to over‑utilization. Budgets
that rely heavily on FFS may face escalating expenditures. Transitioning to alternative payment models often
requires robust data systems to track services and costs.

Capitation provides a fixed payment per enrolled person, regardless of the number of services delivered.
Capitation incentivizes efficiency and preventive care, as providers retain any savings from reduced
utilization. A real‑world example is a primary‑care network receiving a per‑capita payment to manage the
health of its enrolled population. Challenges include setting appropriate capitation rates, managing risk
adjustment, and ensuring quality does not decline.

Diagnosis‑Related Groups (DRG) assign a fixed payment to hospitals based on the patient’s diagnosis,
severity, and expected resource use. DRG systems aim to promote efficiency by rewarding hospitals for
treating patients within the allocated payment. However, DRGs can lead to “up‑coding” (inflating diagnosis
severity) and may encourage premature discharge. Effective DRG implementation requires rigorous audit
and coding standards.

Global Budget allocates a fixed total amount to a provider or group of providers for a defined period.
Global budgets can contain costs by limiting total spending, but they may also restrict service expansion if
demand rises. A municipal health department may receive a global budget to operate all public hospitals,
incentivizing internal efficiency. Monitoring and performance incentives are often added to mitigate the risk
of under‑service.

Technical Efficiency occurs when health services are delivered at the lowest possible cost given existing
technology. Technical inefficiency means resources are wasted. Budget analysis often includes technical
efficiency assessments using data envelopment analysis (DEA) or stochastic frontier analysis. For instance,
two hospitals with similar case mixes may have different average costs; the higher‑cost hospital is deemed
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technically inefficient. Addressing technical inefficiency may involve process redesign, staff training, or
equipment upgrades.

Allocative Efficiency refers to the allocation of resources across different health programs such that the
marginal benefit of the last dollar spent is equal across all programs. Achieving allocative efficiency ensures
that the health system maximizes overall health gains. Budget planners use cost‑effectiveness thresholds to
compare interventions and allocate funds accordingly. A common difficulty is that the health system may be
constrained by political or institutional factors that prevent pure efficiency‑driven allocations.

Equity in health financing concerns the fairness of resource distribution. Two principal concepts are
horizontal equity—equal treatment for individuals with equal need—and vertical equity—unequal treatment
according to differing levels of need. Budget policies that subsidize low‑income groups or provide
progressive financing mechanisms (e.g., income‑based taxes) aim to improve equity. Measuring equity often
involves complex distributional analyses and may conflict with efficiency objectives.

Horizontal Equity implies that two people with the same health need should receive the same level of
service, irrespective of socioeconomic status. For budgeting, this principle guides the design of benefit
packages that do not discriminate based on ability to pay. Implementing horizontal equity may be
hampered by regional disparities in provider availability.

Vertical Equity entails that individuals with greater health needs receive proportionally more resources. In
practice, this can be operationalized through progressive financing (higher taxes for richer households) or
targeted subsidies for vulnerable groups. Budgetary challenges include accurately identifying need levels
and ensuring that targeted subsidies do not create unintended incentives.

Poverty Impact analysis evaluates how health financing reforms affect the poor. For example, a shift from
OOP to insurance may reduce catastrophic spending for low‑income households, improving poverty
outcomes. However, if premiums are set too high, the poor may be excluded, worsening poverty. Budget
impact analyses must incorporate poverty metrics to assess distributional effects.

Health Technology Assessment (HTA) systematically evaluates the clinical effectiveness, cost‑effectiveness,
and broader impact of health technologies (drugs, devices, procedures). HTA informs reimbursement
decisions and priority setting in budgeting. A national HTA agency may recommend that a new oncology
drug be reimbursed only for patients with a specific biomarker, aligning spending with clinical benefit.
Barriers to HTA implementation include limited data, political pressure, and capacity constraints.

Incremental Cost‑Effectiveness Ratio (ICER) is the ratio of the difference in costs to the difference in effects
between two interventions. ICERs are central to CEA and guide budget allocation. An ICER below a
predefined threshold (e.g., $50 000 per QALY) suggests that the intervention is cost‑effective and may be
funded. The interpretation of ICERs can be controversial when thresholds are arbitrary or when uncertainty
is high.
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Threshold denotes the maximum willingness to pay per unit of health gain that a health system is prepared
to accept. Thresholds can be based on per‑capita GDP, opportunity cost estimates, or societal preferences.
In budgeting, thresholds help decide which interventions to include in the benefit package. Setting an
appropriate threshold is challenging, especially in low‑income countries where resources are scarce.

Discounting adjusts future costs and benefits to present values, reflecting time preference. Health budgets
often discount costs and health outcomes at 3 %–5 % per annum. Discounting can significantly affect the
apparent value of long‑term interventions such as vaccination programs. Selecting discount rates involves
trade‑offs between intergenerational equity and fiscal realism.

Inflation Adjustment ensures that cost estimates remain comparable over time by accounting for price
changes. Budget forecasts must incorporate inflation to avoid under‑funding. For example, a capital project
costing $100 million in 2022 may require $110 million in 2025 after applying a 3 % annual inflation rate.
Accurate inflation forecasting can be difficult in volatile economies.

Budgeting Cycles describe the periodic process of planning, allocating, executing, and evaluating financial
resources. Typical cycles include an annual budgeting phase followed by quarterly monitoring.
Understanding the budgeting cycle is essential for timing policy interventions, such as introducing a new
payment method before the next fiscal year. Rigid cycles can limit flexibility in responding to emergent
health crises.

Performance‑Based Budgeting (PBB) links funding to the achievement of predefined performance targets,
such as reduced disease incidence or improved patient satisfaction. PBB aims to improve accountability and
resource use efficiency. A district health office may receive additional funds if it meets immunization
coverage goals. However, measuring performance accurately and avoiding perverse incentives (e.g.,
“gaming” metrics) are major challenges.

Zero‑Based Budgeting (ZBB) requires each budget item to be justified from scratch for each period, rather
than adjusting previous allocations. ZBB can uncover hidden inefficiencies and reallocate resources to
high‑impact activities. Implementing ZBB demands substantial analytical capacity and may be resisted by
entrenched interests accustomed to incremental budgeting.

Program Budgeting allocates funds by specific health programs (e.g., maternal health, TB control) rather
than by organizational units. Program budgeting facilitates tracking of resources across disease areas and
aligns spending with health outcomes. For instance, a national health budget may earmark $200 million for
the HIV program, enabling donors to monitor fund use. The downside is that cross‑cutting activities (e.g.,
health information systems) may be underfunded if not assigned to a specific program.

Cost Allocation distributes shared costs (e.g., administrative overhead, utilities) among different services or
departments. Accurate cost allocation is vital for determining the true cost of delivering each health service,
which informs pricing and reimbursement decisions. Common allocation bases include floor space,
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personnel hours, or patient volume. Misallocation can distort cost‑effectiveness analyses and lead to
suboptimal budgeting.

Overhead represents indirect costs that support service delivery but cannot be directly linked to a specific
patient encounter, such as management salaries, building maintenance, and information technology.
Budget planners must decide what proportion of overhead to allocate to each service line. Overhead
inflation is a frequent source of budget overruns, especially when facilities expand rapidly.

Economies of Scale arise when the average cost per unit declines as the volume of output increases. In
health, larger hospitals may achieve lower per‑patient costs for certain services due to shared infrastructure.
Budgeting for scale‑up projects often assumes economies of scale, but the expected savings may not
materialize if quality deteriorates or if capacity constraints emerge.

Economies of Scope occur when producing a range of services together is cheaper than producing each
separately. For example, a hospital offering both obstetrics and neonatal care can share staff and
equipment, reducing overall costs. Recognizing economies of scope can guide integration decisions in
budgeting, such as combining HIV and TB services. However, measuring scope economies is complex and
may be confounded by management inefficiencies.

Principal‑Agent Problem describes the conflict that arises when a principal (e.g., government) delegates
tasks to an agent (e.g., hospital) whose interests may not fully align. In health financing, the principal‑agent
problem manifests when providers have incentives to maximize revenue rather than health outcomes.
Payment reforms such as capitation or DRGs aim to align provider behavior with the principal’s goals.
Monitoring and contract enforcement are essential to mitigate agency problems.

Agency Theory provides the analytical framework for understanding principal‑agent relationships, including
information asymmetry and incentive design. In budgeting, agency theory informs contract structures,
performance metrics, and risk‑sharing arrangements. Designing contracts that balance risk and reward while
maintaining provider autonomy remains a persistent difficulty.

Cost Functions describe how total costs change with variations in output levels and input prices. Estimating
cost functions enables budget analysts to predict how changes in service volume will affect expenditures.
For instance, a hospital’s cost function may reveal that each additional surgical case adds $3 000 to variable
costs but also benefits from fixed‑cost spreading. Accurate cost‑function estimation requires detailed
accounting data, often lacking in low‑resource settings.

Production Function links inputs (labor, capital, supplies) to outputs (services rendered). Health production
functions are used to assess the efficiency of resource use. A typical production function for primary care
might show that increasing physician hours yields diminishing marginal returns after a certain threshold.
Understanding production relationships assists budget planners in allocating resources to achieve desired
service levels.
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Supply Chain Management encompasses procurement, storage, distribution, and inventory control of
medical supplies and pharmaceuticals. Efficient supply chains reduce waste, prevent stock‑outs, and lower
costs, directly impacting budget performance. For example, a centralized procurement system can negotiate
bulk discounts, saving $10 million annually. Challenges include ensuring transparency, combating
corruption, and maintaining cold‑chain integrity for vaccines.

Drug Price Regulation involves government interventions to control the prices of medicines, often through
reference pricing, price caps, or negotiation. Regulation can make essential medicines more affordable and
reduce budget pressure. An example is a national price‑capping policy that limits the price of generic
antihypertensives to 20 % above the average international price. However, overly stringent controls may
discourage pharmaceutical investment or lead to shortages.

Price Elasticity measures the responsiveness of demand to price changes. In health, demand for essential
services is often price‑inelastic, while elective services may be more elastic. Understanding elasticity helps
budget planners predict the impact of price reforms on utilization and revenue. For instance, a 10 % increase
in co‑payment for non‑essential imaging may reduce demand by 5 %, generating modest savings but
possibly improving cost‑effectiveness.

Price Discrimination occurs when a seller charges different prices to different groups for the same product.
Health insurers may practice price discrimination by offering lower premiums to low‑risk groups. While
price discrimination can increase efficiency, it may raise equity concerns if high‑risk populations bear higher
costs. Budget analysts must assess whether discriminatory pricing aligns with policy objectives.

Health Market refers to the set of all transactions involving health services, goods, and financing. The health
market is distinct from conventional markets because of the prevalence of public goods, externalities, and
information asymmetry. Budget formulation must consider market dynamics, such as supplier concentration
in pharmaceuticals or the bargaining power of large insurers.

Public Goods are non‑rivalrous and non‑excludable, meaning one person’s consumption does not diminish
another’s, and no one can be excluded from use. Examples include disease surveillance systems and public
health campaigns. Public goods are typically financed through general taxation, as market provision would
be insufficient. Budget allocations for public goods must be justified on the basis of collective benefit.

Merit Goods are services that society deems beneficial and therefore provides regardless of an individual’s
ability to pay, such as immunizations. Merit goods are often subsidized or provided free of charge. Budget
planners must decide the extent of merit‑good provision and the financing mix (taxes, insurance, donor
funding). Determining the appropriate level of merit‑good provision can be contentious when resources are
limited.

Catastrophic Health Expenditure occurs when out‑of‑pocket spending exceeds a certain proportion of
household income (commonly 10 % or 40 % of non‑food expenditure). Reducing catastrophic spending is a
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core objective of health financing reforms. Budget policies such as expanding insurance coverage or
implementing caps on OOP payments aim to protect households. Monitoring catastrophic spending
requires household survey data, which may be scarce.

Financial Risk Protection denotes mechanisms that shield individuals from the financial consequences of
illness. Health insurance, subsidies, and pooled financing are common risk‑protection tools. Budget analysts
assess the extent of financial risk protection achieved by a financing scheme using indicators like incidence
of catastrophic spending and impoverishment. Enhancing risk protection often entails higher public
spending, creating fiscal trade‑offs.

Universal Health Coverage (UHC) is the goal that all people obtain the health services they need without
suffering financial hardship. UHC is a comprehensive budgeting target that integrates service coverage,
quality, and financial protection. To achieve UHC, budgets must be aligned with strategic purchasing,
equitable financing, and efficient service delivery. The breadth of UHC makes it a complex, multi‑year
budgeting endeavor.

Health Insurance Design encompasses benefit package definition, cost‑sharing arrangements, provider
networks, and payment mechanisms. Design choices directly affect budget outlays and risk pools. For
example, a comprehensive benefit package with low co‑payments may increase utilization and thus raise
total expenditures, requiring higher revenue collection. Conversely, a narrow package may limit access and
exacerbate inequities. Balancing design elements is a core budgeting challenge.

Benefit Package specifies the range of services covered by a health insurance scheme. The composition of
the benefit package determines the scope of services financed from the budget. Expanding the benefit
package typically increases costs, while narrowing it can improve fiscal sustainability but may reduce access.
Benefit‑package design often involves cost‑effectiveness analysis to prioritize high‑value services.

Provider Incentives are the financial and non‑financial motivations that influence provider behavior.
Incentives can be aligned with budget objectives through payment reforms, performance bonuses, or
accreditation standards. For instance, a bonus tied to immunization coverage can motivate providers to
increase outreach, improving health outcomes and aligning with budgeted targets. Misaligned incentives,
however, may generate inefficiencies or quality problems.

Strategic Purchasing is the process of allocating pooled funds to providers based on evidence of
cost‑effectiveness, quality, and equity. Strategic purchasing transforms financing from passive
reimbursement to active procurement, enabling better value for money. A health ministry may contract
private providers to deliver maternal health services, specifying performance indicators and payment rates.
Implementing strategic purchasing requires robust data systems and contract management capacity.

Purchasing Arrangements define the contractual relationships between payers and providers, including the
type of payment method, performance metrics, and risk sharing. Examples include fee‑for‑service contracts,
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capitation agreements, and DRG‑based contracts. The choice of arrangement influences budget
predictability, provider behavior, and administrative burden. Designing optimal purchasing arrangements is
a central task for health budget planners.

National Health Accounts (NHA) provide a systematic framework for tracking health expenditures across
financing sources, functions, and providers. NHA data enable policymakers to identify funding gaps, assess
efficiency, and monitor progress toward UHC. For budgeting, NHA reports inform revenue projections and
allocation decisions. However, data quality and timeliness can be problematic, especially in fragmented
health systems.

Health Accounts at sub‑national levels (state or district) give a more granular view of spending patterns,
supporting decentralized budgeting. A district health account may reveal that a disproportionate share of
the budget is spent on hospital care, prompting a reallocation toward primary care. Establishing reliable
health accounts requires coordination among multiple agencies and standardized reporting templates.

Budgeting for Primary Care emphasizes allocating resources to first‑level services such as preventive care,
chronic disease management, and health promotion. Primary‑care investment is often justified on the basis
of cost‑effectiveness and its role in reducing downstream hospital costs. A practical budgeting approach
may set a minimum per‑capita allocation for primary‑care facilities. Challenges include political pressure to
fund high‑visibility hospitals and the difficulty of measuring primary‑care outcomes.

Budgeting for Hospitals typically involves larger capital expenditures, higher operating costs, and more
complex financing structures. Hospital budgets may be based on historical spending, activity‑based costing,
or global budgets. Aligning hospital budgets with population health goals requires integrating hospital
planning with primary‑care strategies. Over‑investment in hospitals can crowd out funding for preventive
services, leading to inefficiencies.

Cost Control refers to measures aimed at limiting the growth of health expenditures while maintaining
quality. Tools include price negotiations, utilization reviews, and efficiency audits. Cost‑control initiatives are
essential for keeping budgets within fiscal limits. However, aggressive cost control can inadvertently reduce
service quality or access, highlighting the need for balanced approaches.

Cost Containment is a broader concept that includes cost control but also addresses structural reforms such
as payment redesign, formularies, and provider competition. Cost containment seeks to achieve sustainable
spending patterns over the long term. For example, implementing a national formulary can limit the number
of reimbursable drugs, containing pharmaceutical costs. The challenge lies in ensuring that containment
measures do not compromise essential care.

Cost Shifting occurs when providers transfer costs from one payer to another, often from public to private
payers or from insured to uninsured patients. Cost shifting can distort budgeting by under‑estimating true
societal costs. An example is a hospital that raises fees for private patients to compensate for lower
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government reimbursements. Detecting and mitigating cost shifting requires comprehensive cost
accounting and transparent reporting.

Health Financing Reforms encompass policy changes that alter the way health services are funded,
collected, pooled, and spent. Reforms may aim to increase coverage, improve equity, or enhance efficiency.
Common reforms include introducing mandatory insurance, expanding tax‑based financing, or shifting from
OOP to pre‑payment mechanisms. Successful reforms demand careful budgeting to ensure that revenue
projections align with expenditure plans.

Fiscal Decentralization transfers fiscal authority and responsibility from central to sub‑national governments.
In health, decentralization can increase responsiveness to local needs but may also create disparities if
revenue‑raising capacities differ across regions. Budget planners must design intergovernmental transfer
mechanisms that ensure adequate funding for health services across all jurisdictions. Coordination and
accountability become critical in decentralized systems.

Health Sector Budgeting integrates the planning of revenues, expenditures, and performance targets for the
entire health system. It requires alignment of financing sources with strategic priorities, such as disease
burden reduction or health‑system strengthening. A well‑structured health sector budget will incorporate
cost‑effectiveness evidence, equity considerations, and risk‑adjusted allocations. The complexity of
integrating multiple financing streams, donor funds, and programmatic goals often poses significant
technical and political challenges.

Budgeting Tools include financial modeling software, cost‑effectiveness calculators, and scenario‑analysis
platforms. These tools enable planners to simulate the impact of different financing options, assess
affordability, and forecast long‑term fiscal implications. For instance, a spreadsheet model may project the
budgetary impact of expanding coverage to an additional 5 million people over five years. The effectiveness
of budgeting tools depends on data quality, user expertise, and institutional support.

Financial Management encompasses the processes of budgeting, accounting, cash flow monitoring, and
reporting. Strong financial management ensures that allocated resources are used efficiently and
transparently. In health financing, robust financial management reduces the risk of fraud, improves donor
confidence, and supports evidence‑based decision‑making. Weak financial controls, however, can lead to
misallocation, cost overruns, and reduced service quality.

Financial Reporting provides stakeholders with information on how funds have been used, often through
periodic statements, audits, and performance dashboards. Transparent reporting builds accountability and
informs future budgeting cycles. For example, a quarterly financial report may show that 85 % of the
allocated budget was spent on service delivery, with the remainder on administrative costs. Reporting
challenges include ensuring timeliness, accuracy, and comparability across entities.

Audit is an independent examination of financial records and performance to verify compliance with laws,
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regulations, and policies. Audits can be financial, compliance, or performance‑oriented. In health budgeting,
audits detect irregularities, assess value for money, and provide recommendations for improvement.
Conducting regular audits requires skilled auditors, clear audit standards, and political will to act on
findings.

Monitoring and Evaluation (M&E) tracks the implementation of health programs against predefined
indicators and assesses outcomes. M&E data feed back into budgeting decisions, allowing for adjustments
based on performance. For instance, if an M&E review shows that a maternal‑health program is
under‑performing, the budget may be reallocated to strengthen training or supply chains. Effective M&E
demands reliable data collection systems and a culture of learning.

Key Performance Indicators (KPIs) are specific, measurable metrics used to assess progress toward health
and financial goals. Common KPIs include immunization coverage rates, average length of stay, and cost per
patient treated. Budgets often tie funding releases to KPI achievement, creating a results‑based financing
model. Selecting appropriate KPIs is critical; overly narrow indicators may incentivize gaming, while too
broad measures may dilute focus.

Cost‑Benefit Analysis (CBA) compares the monetary value of benefits with the costs of a project or policy.
Unlike CEA, which uses health outcomes, CBA translates health gains into monetary terms, allowing direct
comparison with other public‑sector investments. For budgeting, CBA can justify health projects that
generate high economic returns, such as a water‑sanitation program that reduces disease burden and
improves productivity. Valuing health benefits in monetary terms can be controversial and methodologically
demanding.

Net Present Value (NPV) calculates the present value of a project’s cash flows, subtracting the initial
investment. Positive NPV indicates that a project is expected to generate net economic benefits. In health
budgeting, NPV analysis helps prioritize capital projects, such as building a new health center, by comparing
expected revenue (e.g., service fees) and cost savings against the upfront cost. Uncertainty in future cash
flows and discount rate selection can affect NPV outcomes.

Internal Rate of Return (IRR) is the discount rate that makes the NPV of a project equal to zero. IRR provides
a single percentage that reflects the profitability of an investment. Health planners may use IRR to compare
the attractiveness of different health‑infrastructure projects. An IRR above the government’s required rate of
return suggests a worthwhile investment. However, IRR can be misleading for projects with irregular cash
flows or multiple sign changes.

Efficiency Frontier depicts the set of interventions that deliver the maximum health benefit for a given level
of cost, representing optimal allocation. Interventions lying on the frontier are considered efficient, while
those below the frontier are inefficient. Budget analysts use the efficiency frontier to identify “low‑hanging
fruit” – high‑value services that can be funded with existing resources. Moving services onto the frontier
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often requires process improvements or technology upgrades.

Incremental Budgeting adjusts previous year’s allocations based on anticipated changes in costs, demand,
or policy priorities. This approach is simple and familiar but may perpetuate inefficiencies if past allocations
were suboptimal. Incremental budgeting is common in large public‑sector health ministries where political
budgets are set annually. Critics argue that incremental methods lack the strategic focus needed for
transformative reforms.

Ex‑Ante and Ex‑Post Evaluation refer to assessments conducted before (ex‑ante) and after (ex‑post)
implementation of a health program. Ex‑ante evaluation estimates expected costs, benefits, and risks,
informing budgeting decisions. Ex‑post evaluation measures actual outcomes, providing evidence for future
budgeting cycles. Both types of evaluation are essential for learning and accountability. Conducting
rigorous ex‑ante analyses can be data‑intensive, while ex‑post evaluations require robust monitoring
systems.

Risk Adjustment modifies payments to providers based on the health risk profile of the populations they
serve, aiming to prevent selection against high‑risk patients. In budgeting, risk‑adjusted payments promote
equity and protect providers serving disadvantaged groups. For example, a capitation formula may include
a factor for age, chronic disease prevalence, and socioeconomic status. Designing accurate risk‑adjustment
models demands comprehensive claims data and statistical expertise.

Health Economics of Prevention studies the cost‑effectiveness of preventive interventions compared with
curative care. Preventive measures often have long‑term benefits and lower per‑capita costs, making them
attractive for budget allocation. A vaccination program that averts future treatment costs for a disease may
have a high return on investment. However, the benefits of prevention accrue over many years, making
political commitment and budgeting for upfront costs challenging.

Preventive vs Curative distinguishes between interventions aimed at averting disease (preventive) and those
that treat disease after onset (curative). Budget allocation between preventive and curative services reflects
policy priorities and health system goals. Shifting resources toward prevention can reduce future curative
costs, but immediate budget pressures may favor curative spending. Demonstrating the cost‑savings of
prevention requires robust epidemiological
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