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FOREWORD
In few areas of the economy are the relations between the state and the market as
complex as they are in the health sector. Substantial market failures provide reasons for much
greater public involvement that in many other activities. At the same time, public intervention
gas often given rise to what may be called government failures. Economic theory provides a
valuable but incomplete guide to what governments ought to do to improve efficiency and equity
in health care and in the mechanisms, particularly insurance, to finance it. Conceptual argument
therefore needs to be complemented by empirical study of how countries organize health
financing and delivery, and how those decisions are related to a population’s health status, to the
level of expenditure on health, to people’s satisfaction with the resulting system and to the
medical and financial equity with which it operates.
This paper was written primarily for World Bank staff and their colleagues in borrowing
countries. It summarizes both the theoretical discussion of appropriate public and private roles in
health, and factual information about what is spent on health care, how health systems are
organized, and which financing mechanisms are used. It concludes that there are three reasons
for the state to interfere in health markets: to ensure the right production and consumption of
interventions that provide public goods or externalities; to avoid the waste and inequity of
unregulated, private voluntary insurance for costly health interventions; and to protect the poor,
who can afford little or no care or insurance out of pocket. Each of these tasks calls for particular
instruments; if they are not used, or used wrongly, intervention can make things worse rather than
better.
Particularly now that health expenditures are a large and growing share of many
economies, and many countries are engaged in efforts to reform their health systems, this analysis
may be useful to public debate and decisions in this crucial and controversial sector.

David de Ferranti
Director
Human Development Department
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EXECUTIVE SUMMARY

Health systemsare complicatedin principle and extremelyvaried in practice, so it is
not easy to reach conclusionsabout the appropriaterole of the state in the health sector.
Governmentscan employfive differentinstrumentsto affect the outcomesa private market
would generate--theycan create and disseminateinformation,regulateprivate activity,
mandate certain actions by individualsor firms, financehealth-relatedservices or deliver
those services through public facilitiesand staff. Choices about the state role mean deciding
what should be left to the private sector, how heavilythose private activitiesshould be
regulated or otherwise influencedby public policy,and what activitiesare best dealt with by
substantialstate interventionsuch as provisionof care and mandatingor financinginsurance
coverage. Both theory and the availableempiricalevidencesuggestthat there is a small
plateau of somewhatdifferent,but all moderatelysuccessful,combinationsof public and
private activities which differentcountrieshave reached. Over this area, all the major
objectivesof a health systemcan be more or less well satisfied, althoughthere are always
conflictsbetween one objectiveand another. There does not seem to be a sharp peak of
ideal public and private relations rising abovethe plateau. The most importantconclusions
or recommendationsfor public policy then have to do with assuring a place on the plateau,
and avoidingthe numerouschasms which surround it. These chasms, which represent
failures of various kinds, result from too much, too little or the wrong kind of state
intervention.
Economictheory indicatesthree distinctjustificationsfor state interventionin the
health care market. These are to assure the optimal productionof public goods; to correct or
offset failings in the market for health insurance; and to subsidizeconsumers too poor to buy
insurance or the inexpensivehealth care that the non-poorcan finance out-of-pocket.
Appropriateinterventionin any of these areas can contributeto one or more of the four main
general results that people appear to want from a health care system:good health, low cost,
satisfactionon the part of both consumersand providers,and equity,both medical and
financial. This paper developsthe argumentsfor interventionand their limitations; relates
them to the instrumentsavailableto governmentsfor affectingmarket outcomes; and
examineshow health care is actuallypaid for and provided in a large number of countries
and how the level, compositionand mechanismsof financeappear to affect health outcomes.
The theoretical and empirical analyseslead to a considerationof why health systemshave
typically evolvedin certain ways,whether that is consistentwith the theoreticallyappropriate
roles of the state and the private sectors, and what advantagesor failings the systemsshow.
Some conclusionscan be drawn from theory alone; others emerge from empirical
study; and some findingsdepend on both kinds of analysis. These conclusionsare developed
in the body of the paper and are briefly summarizedhere-+ The health sector is neitherjust like any other economic sector nor totally distinct from

them. While none of the reasons for state interventionis unique to the health sector, certain
market failures are worse there than elsewherein the economy. A larger state role is
1

2
generally warrantedthan in other sectors, but still not a role of the size and nature the
governmentactually takes in many countries.
* Empirically,the state role, particularlyin financing,tends to expand as income increases.
The expandedrole for the state is a consequenceof the increasedimportanceof health care
interventionswhich can be catastrophicallycostly; it parallels the historical expansionof the
importance of insurance againstthese risks.
* There is a small but extremelyimportant collectionof health-relatedactivitieswhich must
be financedby the state if they are to be providedat all, or provided at the socially optimum
level of consumption. These interventionsappear to account for much of the impact of
health spending on health improvements. They probably explain why public health
expenditureis somewhatmore effectivethan private expenditurein extendinglife
expectancy.
* These public health activitiesare especiallyimportantat low income levels, for both
epidemiologicaland economic reasons, so that public financingmay be particularlycrucial
for health in poor countries. Public financebecomes less urgent, but not less common, at
higher incomes. (Public provision, in contrast, becomes less common.)
* Despitethe potential importanceof state interventionin poor countries, there is little
relation in those countries betweenwhat is spent on health care and life expectancyor child
mortality. This is partly because health status at low incomes depends more on factors
outside the health care sector; once the health gain possible from those factors is realized,
health expenditureappears in some respectsto be more effectivein richer countries.
* For those activities which do not have to be financedby the state, and which can be
providedprivately to non-poorconsumers,pooling of risks through private insuranceis
theoreticallythe appropriatefinancial solution. However,private insurancemarkets have
failingsof their own, which have led in most countriesto a large or even predominantshare
of insurancebeing financedsocially.
* Trying to do without social insuranceand rely on private risk-sharingrequires extensive
state interventionof other kinds, if the consequencesof market failure are to be avoided.
Thus the state role remains importanteven when both public goods and poverty cease to be
major determinantsof public intervention. The option for the state simply to stay out of the
health care market requires that a society be willing to pay substantialcosts in both efficiency
and equity.
* The appropriatepublic role does not necessarilyinclude providinghealth care; the state
need not deliver services to make them available. (There may be exceptionsfor a few
crucial services, or perhaps for some geographicareas, where competitiveprivate provision
is infeasible.)

3

* All people face potentiallycatastrophichealth risks, but some cannot afford enough
insuranceto protect themselves. This accountsfor much of the state role in all countries,
and affectsthe nature of state intervention. If it were not for poverty,public interventionin
health care could be more limited, and might require less public finance.
* Overall, the evidence is that for governmentsto achievethe four distinct objectivesof
cost control, good health outcomes,equity and popular satisfaction,all five instrumentsof
state interventionare relevant, and are typically applied. Partly because of conflictsamong
the differentobjectivesof a health system, it is not clear which combinationof actions is
best. It is clear that "success" depends on such interference,and not simply on who pays for
or provides health care.
Many countries in all parts of the world are now engaged in effortsto reform their
health sectors, efforts which often involvesubstantialchangesin the relation between the
governmentand the private sector. The discussionhere of where and how to draw the
boundary between public interventionand private activity is meant to aid understandingof
the issues involvedand to contributeto better public policy.
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PART 1: INTRODUCTION
The question of what governmentsoughtto do, and particularlywhen and how they
ought to intervene to changethe outcomesof private activities, is one of the perennial issues
of development. Much economictheory is devotedto determiningunder what conditions
interventionby the state can improveon private outcomes. Empirically,it appears that
excessivestate interferenceis responsiblefor much economic developmentfailure, and that
countries which have prosperedhave generally limitedsuch interferenceand allowedprivate
activity to contributemore to progress [WorldBank 1991]. If this is largely true in industry,
agriculture, transport and other sectorsof the economy,it is reasonable to ask whether the
same conclusionholds for health care. This questionof what the state should and should not
do in the health sector has been taken up at intervalsby the World Bank [1980, 1987,
1993b], in parallel with a large and steady increase in lending for health projects and a
growing empiricalknowledgeof the health sectors of a variety of countries [World Bank
1995]. More generally,the issue of the state versus the market in health care has inspired
much recent study and debate [Bennett1991, Birdsalland James 1992, Campos et. al. 1987,
Departmentof Public Health and Policy 1993, McLachlanand Maynard 1982, Pan American
Health Organization1991, Reinhardt1992]. Particularlyin low- and middle-income
countries contemplatingor undertakinghealth sector reform, this debate is often
characterizedby some confusionover the definitionand scope of the terms "public" and
"private", as well as related terms such as "competition","privatization",and the various
meaningsof "market"in health care [Saltman1995]. This paper synthesizescurrent
theoreticalunderstandingof the subject and providessupportingempirical information
referring particularlyto the question of how health care is paid for.
Why the Public Role in Health Care Matters
Health care in about 1990 cost at least $ 1.7 trillion, or about 8 percent of world
income [Murray,Govindarajand Musgrove1994], making it one of the largestindustries in
the global economy. On average,60 percent of this is public spending. If this spending is
excessiveor otherwise inappropriate,the consequencesfor the economyand for health
outcomescould be substantial. Governmentsalso providea large share of health services,
sometimesas large as the share in spending,and often intervenein various waysin the
private health care market. Since most health care is a private good, it is surprising that so
much of it is provided, financedor regulatedby the state. In contrast to what happens in
many other sectors of the economy,this substantialpublic role is most pronounced in highincome countries which are generallyvery market-oriented;the state usually finances a
smaller share of in health care in poorer countries. Does this pattern provide models for the
future developmentof the health sector and the public role in it, for low-incomecountries ?
And is the variationamong countries in the amount and kind of public interventionassociated
with differencesin people's health, in what is spent on health care or in how well health
systemsfunction ?
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Besides consuminglarge resources, many health systemsare regarded as inefficientor
inequitableor both; they are oftendescribed as in "crisis", as needing "reform", or as having
"failed". Are the supposedfailures of health systemsreal ? If so, they might be caused by
~misguidedpublic intervention,so they could be corrected by a smaller or differentpublic
role and a greater reliance on private markets. Or governmentsmight intervene for sound
reasons, to correct or compensatefor failingsin those markets;that is, outcomeswould be
even worse if left entirely to the private sector. Is there an appropriatefrontier between
private and public action, and a best combinationof instrumentsfor the state to use when it
intervenes ? These and related questionsmust be confronted in any reform effort [Aaron
1994, Cutler 1994, OECD 1994]. It is relativelysimple to conclude that governmentsshould
do certain things and should leave others to private activity;but often there is a variety of
possible solutionsand no obviouslybest approach. Theory does not alwaysprovideclear
answers,and the empiricalevidence is incomplete,extremelyvaried and difficultto interpret.
Choices for State Intervention
It matters not only whethergovernmentsintervene,but also how they do it: the
second essential question is what the public sector should do, given that some problem in the
private market appears to warrant some public action. This is particularly importantbecause
governmentfailings in the health sector are also common, and often result from intervening
in the wrong waysor with the wrong instruments. There are five distinct instrumentsof
public intervention:arranged from the least to the greatest intrusion into private decisions,
these are to--

e inform, which may mean to persuade, but does not require anyoneto do anything.
Governmentsdo this when they publicizethe health risks of smoking, or include health and
basic hygieneeducation in public schools. These are examplesof informationdirectedat
consumers,but governmentsalso inform health care providersand suppliersof health care
inputs, as by conductingresearch and disseminatinginformationon disease patterns and on
the effectsand risks of medical procedures.
* regulate, which determineshow a private activitymay be undertaken. Governments
sometimesregulate the medicalprofessionby setting standardsfor doctors or accrediting
hospitals, although these activitiesmay also be undertakenby private bodies. And
governmentregulationis common in the insuranceindustry, in the importationof medical
equipment, drugs and suppliesand in the protectionof food and water quality. More
generally,governmentscan influenceprivate health care activity in many ways, often
combiningregulationwith some financial incentivesto offset the costs [Bennettet. al. 1994]
but without public financing. Regulationis usually pursuant to a law, and is often
determinedby an executiveor administrativebody.
* mandate, which obligatessomeoneto do somethingand (usually,though not always)to
pay for it. Compliancewith regulationscan also imply substantialprivate costs; but a
mandated activity is differentin that it must be performed, whereas a private producer can
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react to regulation by choosing not to undertake the activity. Mandates are usually specified
in law, which may subsequently be adumbrated by regulation. The most important
mandates, in financial terms, are the requirements that employers provide health services or
-insurance to their employees, or contribute to social insurance funds for that purpose.
Governments can also impose mandates on individuals, as by requiring that children entering
school be immunized.
* finance health care with public funds. Because mandated insurance is effectively paid for
by an earmarked, involuntary contribution which is equivalent to a tax, "public" health
expenditure is commonly defined to include such costs along with expenditures from public
budgets. (Some important differences between these two ways of paying for health care are
treated further in Part 3.) The obverse of spending public funds is to tax particular activities
or goods, such as alcohol and tobacco, at least partly for health reasons. This issue is not
treated here; while taxation which reduces consumption of specific goods may have
substantial health effects, it is always limited to very few goods and is not used
systematically to promote health. Finally, the state may-' provide or deliver services, using publicly-owned facilities and civil service staff. This is
what Ministries of Health in most poor countries do; so do various governmental bodies in
many countries at all income levels. Once a society has decided to finance health services
with public funds, the choice arises of whether to provide them through public facilities or to
pay private producers to provide them. The appropriate way to consider this choice is as a
standard "make or buy" decision. The issues for a government are the same as for a private
firm, and turn on costs--is it cheaper to produce something than to buy from an outside
supplier ?--and on the risks and difficulties of enforcing contracts and avoiding fraud when
dealing with such suppliers [Coase 1988].

Because public financing requires public resources, it is perhaps the crucial choice
about state action. However, all the instruments mentioned have costs; even information is
not free. The benefits from any intervention have always to be weighed against these costs.
In addition, sometimes two instruments overlap, or one requires the use of another: mandates
imply regulation, and public provision usually implies at least partial public finance. (User
fees or even private insurance payments to public facilities may cover part of the cost and
could in principle cover all of it.) And two instruments can be alternatives: for part of the
population, governments can either finance health care or mandate financing by employers or
other private institutions. Differences in ability to pay make it natural to operate mixed
systems of public intervention, such as mandated coverage for the non-poor and public
finance for the poor. There are alternatives even within mandated coverage, such as "play or
pay" arrangements in which employers can finance health care directly for their employees or
pay into a social security scheme.
These instruments can all be applied to the delivery of health care services, but they
can also be used to influence the markets for various factors or inputs used to produce those
services. Thus governments may set standards for medical supplies (especially drugs) and
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equipment, and sometimesoperate laboratoriesor factoriesto produce them. State
interventionin factor markets may greatly influencewhich services are produced, for whom,
and at what cost, even with minimalpublic interferencein service production. Although
these marketsare also susceptibleto failings--andgovernmentsalso may fail when they
intervene in them--the analysishere is limitedto health care and insurance.
A Road Map
The essential question to ask in determiningthe appropriateroles of the private and
public sectors is whether health services differ from other goods and services in some
fundamentalwaysthat justify or explainthe extensiveand varied public intervention
observed in the health sector. The object is not to divide the sector into separate public and
private spheres, but rather to determinewhat functionsor activitiesare best undertakenby
the state and by the market, whetherthey operate separatelyin or various forms of
collaboration[van der Gaag 1995]. Part 2 of the paper is devotedto a conceptualdiscussion
of the peculiarities of health and the cases in which public interventionappears necessary or
at least advisableto improveon the outcomesthat private markets would generate.
To simplifythis discussion, it is initially assumedthat no one is poor. Poverty is, of
course, both an important cause and a consequenceof ill health [Behnnan 1990]. Takingit
into account greatly complicatesthe issue of what the state should and should not do in
health care, so it is appropriateto treat this issue separatelyand in somewhatmore detail.
The last sectionof Part 2 thereforeis devotedto a discussion of how concern for the poor
affectsfinancialand institutionalarrangements,both theoreticallyand in practice.
The conceptualdiscussion is necessarilyabstract, and says little about how health
systemsare actually organizedor function--andin particular, whether governmentsin fact
play the role that theory suggeststhey shouldplay. Part 3 is thereforeempirical: it presents
informationon the level and compositionof health care spendingand its relation to sectoral
organization. Financingis emphasizedpartly because it is the easiest type of interventionto
quantify. The presentationin Part 3 is primarily descriptive,but includes some discussion
both of the historical developmentof health systemsand of the apparent benefitsand
drawbacksof particular financingand institutionalarrangements. The intention is to explain,
so far as possible, what the state actually does in differenthealth systemsand why that role
does or does not correspondto the conceptuallyappropriaterole for public action.
Finally, Part 4 drawstogether the conclusionsthat it seems legitimateto derive from
the combinationof conceptualdiscussionand empiricalinformation. As a guide to policy
and state action, these are expressedas a set of Dos and Don'ts for governments--things
that
governmentsgenerally ought not to do, and others they shoulddo, to approacha social
optimum in health care. Part 4 ends with a discussionof how best to spend public money
for health care.
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PART 2: A CONCEPTUAL BASIS FOR PUBLIC AND PRIVATE ROLES IN
HEALTH
The health sector is sufficiently complicated, and the conditions of countries are
sufficiently different, that economic theory by itself is an inadequate guide to where the
frontier should be drawn between the private economy and state action, or to which state
interventions should be undertaken, and in what degree. Nonetheless, theory is essential,
particularly where two issues are concerned. Both of these refer to market failure, or
circumstances in which private markets either cannot be expected to function at all, or can be
expected to yield undesirable outcomes which appropriate public intervention might improve
on. Some such failures may occur in any sector of the economy; traditional public finance
theory [Musgrave 1959] explains these cases and provides guidance for public action. Other
possible failures arise where insurance is involved, and for reasons specific to the health
sector, present particularly acute problems for health insurance [Arrow 1963, 1985].
Since what the health care sector provides to consumers and beneficiaries are specific
activities or interventions, it is useful to organize a conceptual basis according to distinctions
among these activities. The next section provides this classification; three subsections
elaborate on the peculiarities of each area.
The Three Domains of Health Care
While the activities that promote, protect or restore health are very heterogeneous,
they fall into three natural domains, corresponding to public goods, to low-cost private
interventions and to catastrophically costly private goods. These domains are constructed by
classifying health-related activities along two dimensions, as shown in Figure 1: first by the
degree to which they are private or public goods, and second, by how much they cost. Both
dimensions refer only to characteristics of particular activities or interventions themselves,
not to who consumes them or pays for them. As the descriptions of the three domains
indicate, private goods are separated into low-cost and high-cost, whereas all public goods
constitute one domain, regardless of their cost. The reason for this is that while the costs of
public goods matter for deciding whether they should be produced, the issue of market
failure related to such goods is independent of costs. With private goods, in contrast, some
problems of market failure occur only with those services costly enough to be financed by
insurance; and poverty, or the inability to buy even low-cost services, is a distinct reason for
public intervention.
This classification of health-related activities does not reserve a place for "merit
goods", interventions which everyone "ought to have". To exclude this category is not to
deny the social or political importance of views about what people "have a right to". The
difficulty is that there is no good way to define such goods a priori, and societies make
different choices about them. Moreover, so far as these goods are supposed to justify public
intervention, there are often other grounds for state financing, mandating or regulating of the
goods or services regarded as meritorious. For example, it is widely believed that all

Figure 1 Three Domains of Health Care
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children have a right to immunization, but public promotion of immunization can also be
justified by the market failures involved.
A particular intervention occupies a small space in Figure 1; to indicate how different
interventions would be classified into the three domains, some typical health care activities
are located aproximately. The cost of an intervention can vary depending on many factors,
such as how widespread the intervention is; there can also be variation in the public or
private good nature of an activity. Because a health system produces a variety of
interventions in all three domains, it is spread widely over the space. Figure 1 therefore
does not serve to compare different systems.
Public goods are goods or services such that one person's consumption does not
reduce the amount available for others to consume. T'ypically these are goods from which
consumers cannot be excluded: if they are made available to anyone, they are available to
all, at least locally or temporarily. Since people can consume such goods without having to
pay for them, no one will produce them for sale to individual consumers. Therefore they
will be produced only if government (or some other source such as a charitable organization)
pays for their production. The notion of a public good is no different in health than in any
other sector: wherever such goods or services are to be available, they must be financed by
government or some other non-market alternative.
Control of disease vectors and protection of food and water safety are examples of
(nearly) pure public goods in health. Individual action may be ineffective (if one's
neighbor's house harbors rats or mosquitoes), costly (water purification) or virtually
impossible (testing for food safety). Most activities in this category are preventive, but some
curative actions are also partly public. And not all preventive interventions are public goods.
For example, at low levels of coverage immunization confers some public good benefits-because the immunization of part of the population reduces the likelihood that unimmunized
people will become infected--but it still produces mostly private benefit for the immunized
individuals. However, as immunization coverage approaches 100 percent, the benefit
becomes more and more public through the mechanism of "herd immunity": a lone
unimmunized individual would be just as well protected as if he had been immunized, and
could enjoy this protection without paying for it. When the disease can be eradicated by
complete immunization coverage, a pure public good is created. This is an example of how
the public or private nature of an intervention may depend on the degree of coverage. When
smallpox was endemic, individuals had a strong incentive to be vaccinated, without regard
for how many other people were also protected. Now that the disease has been eliminated,
everyone benefits.
While the distinction between public and private goods is crucial, it does not by itself
define the appropriate boundary between private and state action. Moreover, the boundary
between public and private goods is not sharply defined, because some interventions provide
substantial externalities. (Figure 1 treats such interventions as partly public and partly
private, rather than locating them in a separate domain.) In these cases, individuals can and
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do buy an interventionand benefit from it, but they cannot preventnon-consumersfrom also
deriving some benefit. Becausethe purchasersdo not capture all the benefit, they may be
unwillingto pay for all of it: in consequence,private marketscan exist but will produce less
of these interventionsthan would be optimalfor society as a whole.
This problem arises most readily with communicablediseases, because the infected
person puts others at risk. Curing one case thereforealso preventsothers. Tuberculosis
control is a clear example:no victim of tuberculosisis likely to ignore the disease, so there
is no problem of people undervaluingthe private benefitsof treatment. Rather, the cost of
treatment--andthe fact that they may feel better even though the disease has not been cured-may lead people to abandontreatmentprematurely,with bad consequencesnot only for
themselvesbut for others. The rest of societythereforehas an interest in treatingthose with
tuberculosis,and assumingat least part of the cost. Asymptomaticcommunicablediseases,
such as some sexually transmittedinfections,also create externalities;but because people
may not realize they are infected,the demand for care is too low even when care is free
(zero price). There is then an argumentnot only for subsidizingtreatment, but for
persuadingthose infectedto seek care.
Public interventionto ensure efficientprovisionof true public goods and goods with
significantpositiveexternalitiesusually requires public finance, because free-riding makes it
difficultto get the same resultsby other means. However,at the level of small
communities,it may be possibleto encouragecollectiveaction with only limited public
finance. In the extreme case, a communitycan internalizethe externalitiesand people may
contributeeven though they could ride free, because their immediateneighbors are involved
and can apply moral suasion or sanctions. The same role can sometimesbe playedby a
private entrepreneur,whether for profit or not [Foldvary1994]. Where such small group
collaborationis not feasible and public finance is necessary,the chief issue for public policy
is which activities to promote or pay for. The averageincome of a country obviouslylimits
what it can spend on public goods in health, but individualincomesare largely irrelevant,
because people do not buy the servicesand sometimesdo not even choose to consume them.
(Individualincome is relevantfor many private goods with externalities,for which private
demand would be too low but not zero.)
Most health care, however,is a (nearly) pure private good: Figure 1 reflects this by
showingpublic goods as only a narrow band at the left-handside, with private goods
occupyingmost of the space. Largely or exclusivelyprivate activitiesinclude most curative
care--especiallyfor non-communicablediseases whichpose no threat to others--and all
rehabilitativecare, and also some preventiveor "pre-curative"care (such as well-babyvisits,
and screeningfor hypertension,cervical cancer, or glaucoma). They include home
treatment, using health-specificpurchasedinputs, as well as medical or other professional
care. This area shades into the myriad activitiesof daily behavior which also affect health,
such as diet, exercise, safetyprecautions, sexualbehavior,and the use of alcohol, tobacco or
drugs. Among these activities,child-rearingis of crucial importance,both for the immediate
effect on health--youngchildren are especiallyvulnerableto infectionsand accidents--andfor
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the formation of life-long habits. The health effects of these behaviors are usually small on a
daily or episodic basis, but can be very large cumulatively.
Figure 1 distinguishes among private interventions according as they are cheap or
costly. This is not a sharp boundary, because what is affordable for some people is out of
reach for others. And activities which are individually not very expensive may have to be
repeated often, creating large cumulative expenditures: renal dialysis and physical therapy are
examples. Nonetheless it is crucial to distinguish interventions according to whether they can
be paid for out-of-pocket, or financed from accumulated savings, or are so expensive as to
represent a catastrophic burden. The cost of medical care is catastrophic if a family or
individual can meet it only by selling assets, or taking on debt, to such an extent as to leave
it permanently poor. As indicated in Part 1, it is initially assumed that no one is too poor to
pay for interventions in the "low-cost" domain.
In any health system there is always some private out-of-pocket spending,
corresponding to the band along the bottom of Figure 1. Before the modem understanding
of disease and medicine, all health interventions were of this kind, and were paid for by
consumers or by charity. Historically, health expenditure began in the lower right corner of
the Figure and has expanded into public goods (to the left) and also into very costly private
interventions (toward the upper right) as knowledge, wealth and institutional capacity have
increased. While this pattern is general, countries have followed different paths in the
expansion.
Interventions which are needed unpredictably, because disease strikes randomly, and
are also too costly for households' ordinary budgets or savings to finance, define the domain
of catastrophically expensive care. The only way to deal with the combination of high cost
and uncertainty about needs is by risk-sharing, in which people finance health care
collectively by contributions which are related to the expected expense in the group but not
to any individual's (unknown) likely consumption of care.
Although the boundaries are blurred, the domain of risk-sharing is conceptually quite
distinct from the other two. It normally does not extend into the many routine low-cost,
health-related activities, because risk is unimportant there. (It is true that famine relief and
other responses to unforeseen disasters amount to sharing the risk of inadequate food or other
daily needs, but under normal circumstances it is impossible to buy food insurance.) And
explicit insurance--a contract between the consumer who agrees to contribute, and someone
else who agrees to pay for specified care--is simply not feasible for public goods. Of course,
when the government or a private charity pays for public goods, it assumes the financial risk.
This can be thought of as implicit insurance, and in this sense all publicly-financed health
care is a form of insurance, even if there is no explicit contract and no payment of individual
claims.
Risk-sharing presents the most numerous and complex issues for public policy. The
growth in total health care costs is concentrated in this domain because it includes the
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catastrophically expensive activities. It also shows the greatest variety of institutional
arrangements, including substantial participation by private but non-profit providers and
financing institutions [Frank and Salkever 1994]. The reason is that while insurance is the
natural solution to the risk of needing costly interventions, private insurance markets tend to
fail in ways that affect both efficiency and equity, and different institutions represent
different partial solutions to those failures. These problems are quite distinct from the
inability of markets to deliver public goods or to assure the right level of production of goods
with significant externalities. The question is how and how far governments can and should
try to correct for the failings of the insurance market, and whether public finance is
necessary or whether other instruments can be substituted for it. Because neither economic
theory nor common sense provides as much of an answer as in the domains of public goods
and low-cost interventions [Diamond 1992, Zeckhauser 1994], judgements in the domain of
risk-sharing are more tentative and depend more on empirical information.
Intervention for Public Goods in Health By definition, public goods cannot be sold in
private markets and so create a straightforward justification for collective action. However,

the good or service also must be worth the required public expenditure:simply being a
public good is an insufficientconditionfor state intervention. To take an extremeexample,
erecting giant fans to blow awaypollutedair would providea public good, but would almost
surely cost too much to be justified. The questionsto answer then are, which goods are
sufficientlypublic that privatemarkets cannot providethem adequately? and how should
they be valuedto determine whether it is justified to pay for them ?
As to the first question, governmentsusually try to providesuch indisputablypublic
goods as disease surveillanceand sanitary inspection. They often err, however,by trying to
cover too wide a range of interventions;Ministriesof Health sometimesappear to regard all
of health as a public good. An alternativeexplanationis that they regard all health care as a
merit good; the belief that everyonehas an unlimitedor ill-definedright to free care is
sometimesenshrined in legislationor nationalconstitutions[Fuenzalida-Puelmaand Connor
1989]. When public financingis insufficientto fulfill that promise, and particularly when
public provisionis poorly managed, the result is likely to be both inefficientand inequitable.
Governmentsmay err in anotherway,by recognizingthat it can be efficientfor the public
sector to supply a service--thealternativebeing to regulateprivateprovision--butsubsidize it
when most users could pay for it. Water supplyand sanitationservices are good examples
[WorldBank 1992a];they generatelarge public health benefitsbut are nonethelessmostly
private goods for which non-poorconsumersare willingto pay.
Still, the state is not alwayswrong when it treats a largelyprivate good as if it were
entirely public. The most strikingexampleis immunization. Had it been left to private
markets during the last few decades, it is inconceivablethat today some 80 percent of the
world's children would be immunizedagainstthe six major vaccine-preventable
childhood
diseases [Geoffardand Philipson 1994]. Treatingthe ExpandedProgram of Immunizationas
a public good made possiblehigh coverageeven in very poor countries [EPI 1993]--often
higher than in the United States, which has relied more on private finance and provision [EPI
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1995, Havemanand Wolfe 1993]. This "mistake"doubtless imposed some costs, in the form
of public expenditurewhich was unnecessarybecause some people would have paid for
immunizationprivately, and in the distortionscaused by the taxes to pay for the program.
But such costs are negligiblein comparisonwith the health gains. And the public
interventionin organizingand largelyfinancingthe EPI did not crowd out, but probably
stimulated, much privateparticipationin both the financingand the delivery of vaccinations
[van der Gaag 1995].
The second question is how to value a public-goodhealth intervention. This is the
natural domain of cost-effectivenessand cost-benefitanalyses. Any valuationof effects
involvesa series of subjectivechoices as well as objectivemeasures of results: whether and
how much to discount the future; whether to make distinctionsamong beneficiariesby age,
sex, income or other features;how to value differentstates of health; and how to add effects
across beneficiaries. There is no single answer; even when the calculationsare limitedto
cost-effectivenessin producingdifferenthealth outcomes,with no allowancefor other
benefits such as increasedproductivityand incomes, differentchoices of these parameters
yield somewhatdifferentpriorities [Murray,Lopez and Jamison 1994].
If the only benefit from an interventionis improvedhealth, it does not matter whether
that is measured in health terms (lives saved, healthy life years gained) or monetized. When
there are also significantcollateral benefits,differentapproachescan lead to different
rankingsof interventions. This is the case for education,water supply and sanitation,and
other activities which are valuablefor health but also for other reasons--andwhich may not
be justified for the health benefits alone [WorldBank 1993b]. Cost-benefitor costeffectivenesscomparisonsare also relevantto public interventionin the other domains of
health care, but they are particularlyimportant for public goods for which no private market
prices exist.
The issues of which activitiesto consider public, and whether they deserve to be
financedpublicly, are difficult. Nonetheless,there are severalreasons why this is the
simplest domain in which to determinepublic policy. There is broad agreementon the
substantialbenefitsfrom a few crucial interventions,which are extremelycost-effective
[Jamison, Mosley, Measham and Bobadilla 1993]. Individualpovertyis not a major source
of problems, as it is with private goods: only society's overallcapacity to pay matters.
Individual ignoranceor absence of demand is also of little importance. Finally, this area
does not contributemuch to the explosionof health care costs, and its financialimportance
declines as income rises.
The Public Role in Low-CostPrivateInterventions This domain includesso many
differentactivities, which are undertakenrepeatedlyand usually have little health impact per
episode, that continued, universal, direct public interventionis simply impossible.
Governmentscannot be responsiblefor everyone'sdaily life, and can probably contribute
most by improvinghouseholds'capacitiesto look after their own health. Promoting
developmentgenerally--notonly increasedincomesbut more education and access to all
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kinds of knowledge, goods and services--seems to be the best way to do this [World Bank
1993b, Chapter 2].
How far interference in people's ordinary behavior is justified, depends on whether
the health benefits outweigh the curtailment or modification of individual choices, including
non-health benefits. Apart from indefensible extreme positions--for example, that only health
matters, and is worth any price; or that only people's private appreciation of their their own
utility matters, and should be treated as sacrosanct--there is no straightforward answer to this
question. Public action cannot be justified simply because of a health improvement; neither
can it be rejected just because individual liberty might be limited. Specific public
intervention for improved health may be justified under three conditions: ignorance or
incomplete knowledge, externalities, and the failure of adults to act as appropriate agents for
children. Each of these involves some kind of market failure, or violation of the privatemarket assumption that rational adults are making informed choices and paying the
consequences of their decisions.
The first problem is ignorance: people might take better care of their health if they
knew how. For example, vitamins are crucial to health but are not observable in food, and
people may already believe untruths about diet that help cause vitamin deficiencies [Johns,
Booth and Kuhnlein 1992]. In general, ignorance on the part of one or both parties to a
transaction is a major source of failure in the health care market. Of course, "perfect
decision making is not ever possible, so the real issue is when the government can or ought
to intervene in the information market to improve the market's performance" [Beales,
Crasswell and Salop 1981]. Moreover, information is not entirely free, and people do not
always act on it. Thus while the cost-effectiveness of efforts to make behavior more efficient
can be very high, it is also quite variable, and people's reactions to information are hard to
predict.
Correcting ignorance is not simply a matter of telling people something new, but a
larger question of changing beliefs and behavior. Pure cases of ignorance, where simply
being told something is enough to affect how people behave, are probably rare. In fact, it is
difficult to be sure when people "know" something relevant to their health: if they say they
know it but do not change their behavior, they may be expressing an informed choice or they
may claim to know what they have not really understood. Where better knowledge alone
does not lead to changed behavior, regulation or mandates may also be justified even though
they imply more intrusive or coercive intervention. In all such cases, the difficult question is
how far it is legitimate to try to change people's views of what they want or what is good for
them. Information often complements these other instruments, to reduce opposition to them
or improve their effectiveness. The interaction between information and other instruments of
behavior change is seen clearly in the successful effort to reduce smoking in the United
States [U.S. Dept. of Health and Human Services 1989, 1992].
This situation raises a second problem, of externalities, or interactions among
presumably informed adults. Driving while drunk is an example, as is dumping feces or
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trash in communalwater supplies. These activitiesimpose both health damage and financial
costs on others, and individualprotectionmay be impossibleor very costly. The chief
instrumentfor public action is regulation,perhaps supportedby mandates;these instancesdo
not typically require public finance of health care activities. They may of course also require
negativemandates, in the form of laws againstcertain activitiesor behaviors. In practice,
there is no sharp boundary betweenthis and the first problem, because some of the behavior
that imposes costs on others may also arise from ignorance:thus reducing the harm from a
particular behaviormay require both informationand monetary,legal or other incentives. It
is more effectiveto criminalizedrunk driving if people are also informedof the dangers, and
the health damage can be limitedby mandatingthe use of seat belts.
The third conditionis an agent-principalproblem [Stiglitz 1989], and in contrast to
the externalitiesjust discussed, is intergenerational. Children are not yet informed, sovereign
adults; they are vulnerablenot just to accidentsand disease but to the indifferenceand even
sadism of their parents. This problem is somewhatsimilar to the situation of doctors acting
as imperfectagents for their patients. However,patients often can choose and contract with
the doctors who act as their agents, whereas children have no choice of who acts for them.
(Similarproblems arise for adults who are mentally retarded or incapacitatedby some kinds
of disease.) What should the state do when parents are inadequateagents for their children ?
Requiringthat children be immunizedis relativelyeasy, but it is harder to deal with childbeating or exposureof children to secondhandsmoke, and still harder to confront parents'
beliefs in such matters as sexual education. Where sexualbehavior,vehicle use and
consumptionof alcohol, tobacco and drugs are concerned,these issues continuethrough
adolescence.
This is an exceptionallycontentioustopic, where it is hard to draw the frontier
between public and private responsibilities. Differentsocietieshave adopted different
solutions, and there is often bitter disagreementwithin societiesover the rights and duties of
parents and the degree to which the statecan or should interferein family life. There are
potentiallyvery large health gains at stake in this debate: eight or nine of the ten worldwide
leading causes of illness in young children are substantiallycorrectableat low cost [World
Bank 1993, Annex Table B.6], and four of these--diarrhealdisease plus three nutritional
deficiencies--canbe largelycontrolledby the family,with little public expenditure. These
diseases account for about 20 percent of young children'sill health; the total share of child
health that depends on parental behavior is of course substantiallylarger.
In all these instances,the principal instrumentsof state action shouldprobably be
informationand regulation. Mandatesare justifiedfor a few activities such as requiring
schoolchildrento be immunized,or that foodstuffsbe fortified, and against a few other
activities. Substantialpublic finance, however,is usually justified only because some people
are too poor to pay for health-relatedgoods and activities, whetherthese involvemedical
care or such necessities as food.
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Risk-Sharingfor CatastrophicallyCostly Private Goods When risks cannot be fully
controlled, and the associated costs may be catastrophic, the only solution is to share the
risk. None of the features of this domain is unique to health care, but the magnitude and
interaction of certain problems are especially important in health care markets. Moreover,
the health risk is only partly associated with income or employment, and the financial risk is
hardly associated at all with income or occupation.
Health insurance differs sharply from insurance for nonhuman assets such as homes
or vehicles, where the value of the asset, and therefore the cost of insurance, is usually
related to income. Another fundamental difference is that medical care allows for preventive
maintenance and for repair, but not for complete replacement of the damaged capital, which
in this case is a human body. Insurance for nonhuman assets operates in just the opposite
way, protecting against the loss of the asset but not paying for its upkeep. Insurance may
even cover the cost of a temporary substitute for the lost home or vehicle, which is
impossible with health insurance. Risks are also harder to estimate for health insurance, both
because of the inherently much greater complexity of the body than of nonhuman property
and because there are often different possible treatments for a given health problem, with
different costs, outcomes and risks.
Insurance against health risks raises some well-known difficulties [Arrow 1985],
leading to various kinds of market failure. One such problem arises because insurance is a
contract by which someone other than the patient agrees to pay for his or her health care.
As with all contracts, there is an incentive for the insured to behave differently because of
the insurance; this is called moral hazard [Pauly 1968]. One consequence is that consumers
who do not pay the full cost of health care will consume more of it. This is desirable, since
the point of insurance is to let people consume health care they could not otherwise afford.
It means, however, that the price must cover the increased demand that results from
insurance, and not simply the care that people would otherwise want to buy out-of-pocket.
In theory, there are two potentially more worrisome problems associated with this
moral hazard. The first is that people may not only consume more medical care generally,
but care that costs too much relative to its effectiveness, yielding smaller health gains per
dollar spent. The second risk is that people may take poorer care of their health via daily
activities, because they pay the full cost of those, but only part or none of the cost of the
resulting increased curative care. Both problems imply excess resources being dedicated to
health care. They may also imply worse health, if increased curative care does not fully
compensate for reduced prevention and protection.
Some degree of moral hazard is intrinsic to all kinds of insurance, but it is more
limited in the case of nonhuman assets because the insurance does not cover ordinary wear
and tear. And cheating the insurer, by burning down one's house or abandoning one's car
and reporting it stolen, is illegal, to prevent the insured person from fraudulently collecting
cash. Such compensation is generally not possible under health insurance. (Cash payment
for permanent disabilities is usually included with life insurance and represents compensation
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for the loss of part of a life. The only significantmoral hazard for such insuranceappears to
be suicide, which is often specificallyexcludedfrom the causes of death for which
compensationwill be paid.)
Moral hazard in health insuranceis independentof how it is financed, so it does not
by itself determinewhether insuranceshould be paid for privatelyor publicly. A consumer
who voluntarilybuys private insuranceends up paying for the additionalmedical care
consumedby other purchasers,and judges whether this cost is justified by his or her own
greater access to care. When insuranceis paid for by taxes or mandatorycontributions,
however,this choice cannot be made. Moral hazard may then justify controls on what public
money is used for, to avoidexpenditureon interventionsof little health value which
consumers would not voluntarilyagree to buy for other people [Musgrove1995b].
There is scant empirical evidenceon the importanceof these problems, particularly as
to whether insuranceleads people to be more careless about their health than they would be
if uninsured. As to the relationbetween insuranceand less cost-effectivemedical care, the
evidence in the United States is that higher out-of-pocketcost for medical care (higher
copaymentsor lower deductibleson insurance)does not make consumerschoose more costeffectiveservices, and may even make poor consumers foregohighly justified care [Lohr et.
al. 1986, Newhouseet. al. 1993]. Except in the latter case, there is little evidencethat
making the consumer pay higher costs under insuranceleads to worsenedhealth.
Inefficiencyin a competitiveinsurancemarket also takes the form of excesspurchases
of insurance--thatis, insurancefor interventionswhich could be more efficientlyfinancedout
of pocket [Pauly 1974], or insurancewhich leads to needless or unjustifieduse of medical
care. This is inefficientto the degree that it leads to excess administrativecosts for handling
numerous small claims, and because of the excessconsumptionof health care [Feldstein
1973]. Private insurers can only partly control this tendencythrough deductibles(which
removesmall risks from coverage,until out-of-pocketpaymentsreach some limit). This
problem arises partly because of ignorance:people tend to overestimatesmall risks and may
buy too much insuranceeven when they pay its full cost. Moral hazard, however,is a
greater problem: people who do not pay the full cost of insurancewill buy too much of it,
just as with medical services.
Market failure in the form of over-insurancehappens primarily through the tax
system. Many governmentsallowprivate employersto treat insurancecost as an expense,
but then--in contrast to salaries--donot treat the value of insuranceas income to workers.
Subsidythrough the tax systemis notoriousin the United States [Pauly 1986], both for
insurancefor workerswhich is financedby employersand for part of the Medicare insurance
for the elderly. It is estimatedthat employer-financedinsurancewould decline by one-sixth
or more in the absence of this subsidy,and that in consequencethe overall demand for
medical services would fall by about five percent [Chernick, Holmer and Weienberg1987].
Alternatively,governmentsdirectly subsidizesocial security health benefits(mandated
insurance)out of general revenue. General revenuesare used to support social security
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systemsthroughoutEurope and Latin America [McGreevey1990]. In Chile, payroll taxes
can also be used to financeprivate insurance. All these direct and indirect subsidiesto
insuranceare not only inefficient,but highly inequitablewhen only part of the labor force is
covered. The poor typicallybenefit only when coverageis (close to) universal.
When various profit-maximizinginsurerscompete to sell insurance,there are two
further and closely related problems,of adverse selection on the part of consumers and of
risk selection on the part of insurers [Arrow 1985, Milgrom and Roberts 1992]. The former
refers to selection of customerswhich would be adverse to the interestsof insurers-fundamentally,it describes the danger of enrollingpeople who would cost more on average
than the insurancecould finance. This can happen because the amount of insurancecoverage
people want and are willingto pay for depends partly on their knowledgeof their own health
conditions and risks. People who expectto need little health care are unwillingto pay as
much as those who expectto need much care, so a policy costly enough to cover high-risk
people will lose out in the market to a cheaper policy adequatefor low-riskpeople.
Universal coverageat the same price for everyonemay thereforebe impossibleto achieve,or
may not generateenough revenueto financeall the health care demanded [Summers1989].
To protect themselvesagainstthe combinationof low premiums and high potential
costs, insurers engagein risk selectionor "cream-skimming": they spend more on
administration,or create barriers to enrollment, to screen out high-riskindividuals(such as
the aged) or conditions(such as cancer). Such "underwriting",as it is called, is particularly
costly for individualapplicantsfor insurance,and gives rise to large scale economies because
when a large group is enrolled, the insurer needs to estimate only the averagerisk of needing
care [Diamond 1992]. This practice is the natural market response to the problem of adverse
selection. Inefficiencytakes the form of increasedadministrativecosts, and also increased
health risks for those excludedfrom insurance. Particularlywhen pre-existingconditions are
not covered, people with health problems who are insured by their employerscannot readily
changejobs without losingtheir insurance;other differencesin insurancecoveragemay also
create "job lock" among workers. This labor immobilityis another source of inefficiency,of
unknownmagnitude[CongressionalBudgetOffice 1994].
One answerto the problems of adverseand risk selection is price differentiation
accordingto risk, which is theoreticallyefficient in that it allowseveryoneto have the
insurancehe or she is willingto pay for. Such price variationis common to other forms of
insurance: for example, rates for automobileinsuranceoftenvary by age and by the way a
vehicle is used. Unfortunately,there are seriousdifficultieswith letting the market create
comparabledifferentialsin health insurance. One is that some people are willing to pay only
a small amount, because they expect to need little medical care. Faced with a price that
would cover the cost of care for everyone,they will not purchase insurance. When they
drop out of the market, the price of coveragefor those who expect to need more care is
driven up because the risk is spread over fewer and higher-costpeople. Even if they are
willing to pay more than those who anticipateneedingvery little care, the price of insurance
may rise beyondtheir capacity to pay. They will be unable to buy insurance,despite a
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willingnessto pay more than the averageconsumer. Such failuresdo not occur in other
insurancemarketsbecause risks are more uniformor predictable,or more closely related to
income.
Of course, people's willingnessto buy insurancedepends on their expectationabout
future needs for medical care, and they may guess wrong. People who are young and
healthy today, and thereforeunwillingto spend much on insurance,may when they are older
want much more medical care than they now anticipate. But if they become willing to buy
substantialcoverageonly late in life, the cost will be higher than if it were spread over a
longer period, so they may be unable to pay for insuranceonce they recognizethe need for
it. The difficultyof predictinghealth care needs is exacerbatedby the rapidity of technical
change in this sector [Weisbrod1991].
Another problem with differentialprices is that despite the importanceof many
behaviors for specifichealth problems, rather little of total health risk is under the
individual'scontrol. People cannot be held personallyresponsiblefor much of their ill
health since it is genetic in origin, or due to the actions of others. Often the best that people
can do by controllingtheir own behavior is to postponeproblems, which is very valuablebut
does not necessarilysave money over a lifetime [Russell1986]. Behavioralchange may also
take a long time to show effect on the burden of disease or the volumeof treatment [World
Bank 1994a]. Because so little health risk is under people's control, behavior-relatedprices-whether for health care or for insuranceitself--areof only limited value in making markets
work. One can charge people for smoking (by taxation)or for not wearing seat belts (by
fines), or reward them for careful driving (by lower insurancerates), but prices are not
feasible for most health-relatedbehaviors. People have some choice of where to live and
whether to drive a car, but no choice about inhabitingthe body they were born with [Miller
1978].

1

Notions of fairness are involvedin the choice of how far to allow or control price
differentiationin health insurance,because people often do not think others should be
punished financially,in additionto their physicalsuffering,for bad luck. In addition, the
possibility of death or substantialpermanentdisability sometimesmakes treatmenturgent.
Adverse selection is thereforea problem of equity as well as of efficiency.
The problems of moral hazard and adverse selectionarise partly from the fact that
consumers and insurers possess only incomplete information, which causes market failure in

the sense that markets work perfectlyonly when both buyers and sellers possess full
information[Arrow 1985]. Of course, insuranceis wanted in the first place because people
do not know what will happen to their health, and they agree to share risks when they do not
know what will happen to others' health. A further complicationis that of information
asymmetry:informationavailableto only one side of a market readily leads to market failure.
For example, consumers who know their health risks have an incentiveto conceal them from
insurers so as to avoidhigher premiums. They also know how they have modifiedtheir
behavior,or mean to do so, because of insurance. Insurers, in contrast, generally know
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more than consumersabout averagerisks and about costs of care; consumer ignorance of
these matters can also lead to inefficiency.
Unfortunately,it does not followthat the problems of incompleteand asymmetric
infonnation could be correctedjust by supplyinginformation. Better knowledgeon the part
of consumersabout health risks may lead to more efficientpurchase and use of insurance.
However,obtainingthe informationneededto restore symmetrywould be impossible or very
costly; too much is still unknown about how much people can control their health through
behavioralchoices. Even if it were symmetricallyavailableto consumers,insurers and
providers, more informationmight make it easier for insurers to practice risk selection and
discriminateamong customers,and therebyexacerbateinequity. In fact, in an unregulated
market, this is the probable consequenceof the increasingavailabilityof informationlinking
genetic endowmentto the likelihoodof developingspecific illnessesor health problems
[House of Commons 1995].
Informationasymmetryalso arises betweenpatients and doctors, since the latter
typically know much more about medical conditionsand treatments. Patientsmay accept, or
even demand, treatmentsthey would not buy if fully informed, but which are advantageous,
financiallyor otherwise, to medical professionals. There is howeverlittle firm evidence as
to how much of this potential "supplier-induceddemand" actually occurs [Pauly 1988]. In
any case, this is not simply a problem of rich countries, where most people have insurance
and thereforedo not worry about costs; it has also been documentedin poor societies where
lack of education and informationmay make it particularlyeasy to exploit consumers
[Bennettet. al. 1994].
In summary,the consequenceof these market failures is that in an unregulated,
competitiveprivatemarket in third-party insurancethose with chronic conditionsor high
health risks will be under-insured,administrativecosts will be higher than necessary because
of insurers' effortsto screen out risks and the costs of processingclaims in a market with
many insurers and many providers, and proceduresof low or questionablevalue will be
performed because neither the providernor the consumer pays for them. It is in these
specific senses that "the market does not work" in health care; these are primarily failures of
the insurancemarket rather than shortcomingsof the market for health care itself.
Private markets have developedother forms of insurancewhich reduce, but do not
eliminate,these problems, such as health maintenanceorganizations(HMOs). Under this
arrangement,providersalso act as insurers and assume the risk. Insofar as this controls
costs by shifting the burden to suppliersof medical care rather than to consumers or thirdparty insurers [Ellis and McGuire 1993], it may allow more coverageof the chronically ill,
and may reduce the utilizationof relatively ineffectiveprocedures. However,without some
form of public interventionsuch arrangementswill have little effect on the problems caused
by povertyand adverse selection. The questionremains which kinds and degreesof public
interventioncan best mitigatethe problems inherent to private insurancemarkets without
introducingworse inefficienciesor inequities.
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Market Failureand Health Care Needs
Since the unregulated,unsubsidizedprivate market is the extremealternativeto
governmentinterventionin health care, much of the debate as to appropriatepublic and
private roles in the sector turns on whether,how, and how badly markets may fail. Market
failure, as an economic notion, refers to possible mismatchesor disequilibriabetween what
the market supplies,and what fully-informed,rational consumersof health care would
demand. It does not deal with the concept of need for health care, which is theoretically an
unsatisfactoryconcept but is also difficultto do without [Culyer 1995]. People want health
care not for any intrinsicutility but because they think they need it, that if care is not
providedtheir health will deteriorateor fail to improve. In contrast, much of the criticism
by both health care professionalsand consumers of how health systemsoperate deals
explicitly with needs.
Just as demand and supply may be out of balance, there can be imbalancebetween
demand and need or between need and supply of services, as shown in Figure 2. Market
failures in the narrow economic sense are among the reasons for these imbalances(these are
indicatedon the Figure by asterisks). Some failures result from barriers to the operationof
competitiveprivate markets in bringingsupply and demand together. Others distort demand
from what it would be if based on completeand symmetricinformationand if there were no
public goods or externalities;this causes imbalancebetweendemandsand needs. While
competitiveprivate marketsare generally the best wayto bring demand and supply together,
they are much worse suited to make either demand or supply match people's needs. Public
interventionin the health market, in contrast, is aimed at satisfyingthose needs, and runs the
correspondingrisk of failing to take account of demand. Either a purely private or a purely
public health care systemis likely to control one of the three potential imbalances,at the cost
of failing to control or even worseningone or both of the others [Musgrove1995c]. This is
a major reason why most health care systemsare far from being all private or all public
[Dunlop and Martins 1995].
Dealing with Pbverty
In the discussionthus far, it has been assumedthat no one is too poor to buy a
variety of health interventionsout of pocket. Similarly,it is assumedthat no one is too poor
to buy insuranceagainstcatastrophichealth risks; people differ in income and in their
assessmentof risks, but everyonecan afford some insurance. This means that the distinction
between the "low-cost"domain in Figure 1 and the domain where insuranceis needed is
roughly the same for everyone.
A Minimal State Role in the Absence of Poverty Under these conditions the state's role in
the domain of private, inexpensivehealth-relatedactivitieswould be limited mostly to
informationand regulation;there would be no reason to finance this kind of health care
publicly if everyonecould afford it out-of-pocket. (Mandatesmight still be justified to deal
with some of the externalitiesmentionedabove.) In the domain of risk-sharing,people who
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chose not to buy insurance, or bought too little of it, would have to pay for care out-ofpocket or do without it.
Because doing without care would sometimespose the risk of avoidabledeath, some
kinds of care--emergencyservices, at least--are typicallyavailableeven to the uninsured.
People'swillingnessto let others suffer the consequencesof imprudencedoes not usually
include letting them die because they bought too little catastrophicprotection. This kind of
imprudenceconstitutesmoral hazard, and unlike some behavior on the part of insured
people, it cannot be dealt with by differentialpremiums. Motorcyclistswho prefer not to
wear helmets can in principle be charged more for their insurance,just as smokers can; the
more difficultproblem is how much care to providefor the uninsuredcyclistwhose injuries
are worse because of failure to wear a helmet.
This situationprovidesa justificationfor enough public financeor mandated insurance
to cover the cost of a few crucial servicesto which everyonewould have access and for
which everyonewould have to pay through taxes [Summers1989]. Except for these
services, there would be no requirementfor the governmentto subsidize insurancefor
anyone. If there were no poverty,then, the role of the state in the health sector might be
relatively limited, and would--exceptfor the minimum insurancerequirementjust described-concentrateon the adequateprovisionof public goods and the correction of market failure in
the domain of risk-sharing. Whether in order to correct or compensatefor that failure the
state should mandateor finance insurancebeyondthat minimum of emergencycare, is a
question of the social efficiencyof doing so, rather than leaving insuranceto the private
market, as discussedbelow in Part 3. The fact that insurancewould not need to be
subsidized--theremoval of an equity justificationfor interferingin the insurancemarket--does
not mean that governmentsshoulddo nothing,because the efficiencyfailingsof private
voluntaryinsuranceare as important as the inequitiesto which it gives rise.
How Pbverty Complicates Public Roles The existenceof poverty,of people too poor to
buy many "inexpensive"health activitiesor an "adequate"amount of insurance, complicates
the question of what the state should and should not do in severalways. These complications
are not limited to the domains of private goods, because problems of public health are often
more severe among the poor. They are likely to be at particular risk from contaminatedair
and water and so to benefit more than the non-poorfrom public health interventions[World
Bank 1992a, 1993b], and they often suffer more serious consequencesfrom common
illnesses. In general, imbalancebetween need and demandmay be more important where the
poor are concerned,because they have less knowledgeon which to base their wants for
health care as well as less resourceswith which to expressdemand.
Medical indigenceis in most respectsno differentfrom povertywith respect to food
and other basic needs, and, as with those needs, the rest of society may agree to subsidize
the poor. The differenceis that povertyrelativeto predictable,low-costneeds such as food
can be dealt with either by transfersor subsidiesin kind, or by supplementingincome
[Srinivasan1994]. With health, the risk of needingvery costly care generally makes it more
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efficientto deal with medical indigenceby subsidizinginsurancethan through income
transfers.
However,there is little experiencein most poor countries in subsidizingprivate
providersor insurers to meet the health needs of the poor. This requires government
administrativecapacity and appropriatepricing mechanisms,to preventexcess provisionand
even outright fraud, which has been a major problem, for example, in Brazil [WorldBank
1993c; Medici and Czapski 1995]. A public subsidyto private insurance,as an alternativeto
dealing directly with large numbers of providers,also requirespremiums differentiatedby
age, sex or other conditions, to reduce the scope for risk selectionand make it feasible to
mandateuniversal coveerage. In consequence,one of the most important effectsof poverty
is that it makes public provision,with all its typical problems, look attractive or even
necessary in poor countries.
Aside from the problems of regulation, it is financiallydifficultto providethe poor
with the same level of servicesenjoyedby those already covered by private or social
insurance. Even extendingsocial security coverageto the poor, to replace the more limited
services offered by Ministriesof Health, would be very costly in many Latin American
countries [Mesa-Lago,1992]. Public provisionoften means poor health care for the poor,
but public financingof private services would not easily solve the underlying financial
problem even if it led to improvedquality of care.
Finally, in countrieswhere all public money now flowsthrough governmentor
parastatalfacilities, shiftingto public finance of private providersrequires that public
hospitals and clinics be privatizedor at least given sufficientautonomyand capacity to
manage themselvesand compete for public funds against other providers. Such changes are
potentiallyvery valuable,but they are likely to be particularlydifficult, since public facilities
need to be exposed to some financialrisk withoutthe danger of collapse in publicly funded
provision.
The difficultyof incorporatingthe poor into the same insuranceschemes which cover
the non-poor, whetherby extendingsocial security coverageor by subsidizingthe purchase
of private insurance, leads to efforts to create insurancespecificallyfor the poor, typically at
the communitylevel. Any such scheme is intrinsicallylimitedby the low incomesof
participants, so it cannot financevery costly interventionsand can only yield subsidies from
the less poor to the more poor. It may nonethelessbe appropriatewhen the insurance is
meant to pay for only such health care as can also be providedlocally and which thereforeis
not very costly--althoughperhaps still catastrophicfor a poor family to finance.
Unfortunately,the problems of moral hazard and adverse selectionarise even in these
circumstances. For example, if insuranceis sold for short periods to accomodatefamilies'
fluctuationsin income, then, as occurred in Burundi, people may buy the "health cards"
entitling them to services only when they are already sick or can anticipatea medical need
[McPake,Hanson and Mills 1993]. That effectivelyeliminatesthe differencebetween an
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insurancepaymentand a fee, and reduces the amount of money that can be raised by the
scheme. These problems lead to complicationssuch as rewardingpeople who use less
(curative)health care by reducing the cost of their cards for the next period or by charging
an additionalfee or "fine" to those who pay for insuranceonly when ill [Chabot, Boal and da
Silva 1991]. Such incentiveswork againstmoral hazard and adverse selection, but if they
are large enough to have much effect they may greatly reduce the scheme's revenueor the
demand for services. And administrativeexpensesmay absorb a large share of revenue.
Poverty also creates or strengthensreasons for the state to intervenein low-cost,
health-relatedactivities, whetherthese are inexpensivemedicationsand services or such nonmedical items as food supplements. Some interventionscan be accommodatedby broadening
public health services, for exampleby includingmicronutrientsupplementsor treatment for
intestinalparasites. Otherscan be coveredby financingprivate providers, such as the clinics
which operate under "covenants"with the Braziliansocial security system [WorldBank
1993c]. Howeverthese activitiesare dealt with, povertypushes governmentsto finance a
wider range of low-costinterventionsand to rely less on informationand regulation. If this
were the only force at work, it would lead to a larger public share of health expenditurein
poor than in rich countries, simply because there are more poor people who cannot pay for
those interventions. In the sum of health spending,however,this effect is overwhelmedby
the tendency(and the capacity)of governmentsto mandateor financemore insurancefor the
non-poor, as income rises.
A third effect of poverty is to limit the use of prices to curtail demand or control
costs. Being poor already greatly constrainsdemand, and poor people are necessarilymore
sensitiveto prices for health care than the non-poor [Gertlerand van der Gaag 1992]. This
means both that user fees can raise relativelylittle revenuefrom the poor, and that unless
there are offsettingimprovementsin quality, utilizationmay be sharply reduced [Lavy 1994,
Litvack and Bodart 1993]. The experiencewith user fees has been extensivelyanalyzed,
notably in Sub-SaharanAfrica in connectionwith the BamakoInitiative [Griffin 1987, Creese
1991, World Bank 1992, Vogel1993, Makinen and Raney 1994, Nolan and Turbat 1994,
Shaw and Griffin 1995]. There is evidencethat--asmight be expected--utilizationdeclines,
sometimessharply, if fees are raised but nothingelse changes. There is rather less
informationon service characteristics,such as whether user fees improvethe availabilityof
drugs. And almost nothing is known about the impact on health outcomesor on system
efficiencyor cost-effectiveness.Fees are sometimesset arbitrarily or with inconsistent
criteria; charges low enough to have no effect on the poor may or may not be worth
collecting; and targetingby exemptingthe destitutefrom fees does not have to be expensive
[Grosh 1992], but there is a risk of high administrativecosts and low net revenues. The
same problems arise for collectinginsurancedeductiblesand copaymentsfrom the poor.
Not only does povertyincrease the risk of ill health; sicknessand disabilitycan make
or keep people poor. The relation betweenhealth and povertyis sometimesregarded as
another reason for the state to invest in health, in order to raise productivity. However,the
fact that some health care increases incomes is not a separate objective for government
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action. If health care made people so much more productivethat the extra income could pay
for the health care, then in perfect markets people could borrow against their future
productivity. When capital market failures preventsuch borrowing,and those failures cannot
be corrected directly, then any public intervention--suchas financingthe health care or
providingloans to consumers--thatsecures the health gains will also yield the increase in
productivity.
Summary: Justifications and Risks of State Intervention
As the foregoinganalysis shows,there are three distinct, independentarguments for
governmentsto intervene in health care rather than leaving it entirely to private markets.
One is to ensure the optimallevel of productionand consumptionof public goods and goods
which have a partly public characterbecause of externalities. These can be health care
services themselves,activitiesprotectiveof health, or informationthat helps people take
better care of their health and make better use of services. A second reason is to make
insurancework more efficientlyand more equitably,for those services which can be
produced in privatemarkets but for which risk-sharingis required because of high costs and
uncertainty about needs. The third reason is to subsidizethose too poor to buy insurance or
even, sometimes,those inexpensiveactivites and services which the non-poorcan afford outof-pocket. These three reasons derive from the three domainsof health care definedby cost
and by the public or private nature of services.
Market failures underlie two of these reasons, but in differentways. In the case of
public goods and externalities,the failure arises from the nature of the good or service. In
contrast, problems in insurancemarketsarise from the way the good is financed. None of
the three reasons is unique to the health sector, but all are more important in this sector than
in much of the rest of the economy. Communicablediseases generate major externalitiesand
even some pure public goods; health insuranceis more complexthan insurancefor nonhuman
assets; and poverty is both a cause and a consequenceof ill health, in the absence of which
the appropriatestate role in the sector might be smaller than it is when poverty is
widespread. Finally, agent-principalproblemsbetweenpatients and health care providers
keep markets from working perfectlywhere individualclinical care is concerned,whether or
not the interventionsare costly enough to require insurance. Third-partypaymentsimply
worsens the inefficienciesgeneratedby incompleteand asymmetricinformation.
The argumentsfor not leavinghealth care and health insuranceto uncontrolledprivate
markets are all argumentsthat efficiencyor equity can be improved, if the state intervenes
appropriately. They are not argumentsthat anythingthe public sector does, will improve
matters. Just as there is a well-definedset of market failures typical of the health sector,
there are consistentgovernmentfailures, waysin which governmentsact to create worse
outcomesthan could be reached, and in some respectseven worse outcomesthan markets
would generate. The most common and severe criticism of public action concerns provision
[WorldBank 1980 and 1987, Birdsalland James 1992]: especiallyin poor countries,
governmentsoffer medical care which is supposedto be free to users, on equity grounds, but
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which is centrally-controlled,under-financedand of poor quality in both medical and human
terms. Because the budgetsof public facilitiesoftenare unrelated to service output, and civil
service rules make it difficultto fire, transferor discipline unproductivestaff, the costs of
health gains may be very high even if salaries and other input costs are low. And the
pervasivelack of incentivesfor efficiencymean that capital is also bought in excess, not
maintained, and under-utilized. The result is that even rather poor people, the supposed
beneficiariesof the public system,often pay out of pocket for those private servicesthey can
afford. This makes them pay twice for some of their care, exacerbatingthe inequitiesarising
from the tax systemand from difficultiesof access due to the geographiclocation of
facilities.
Governmentstypically fail where provisionis concerned, by trying to do too much
and by competingwith privateprovidersonly in price terms--thatis, subsidizingprovision
rather than competingon quality and satisfaction. With respect to the other instrumentsof
state action, failures are more varied, and oftenresult from doing too little rather than too
much. This is likely to be the case particularlyfor regulationand for the disseminationof
information. Mandates show a very mixed pattern: middle-incomecountries in particular
often mandate insurancefor part of the populationthrough social security schemes, but do
not effectivelymandateeither insuranceor care for everyone. Richer countries, in contrast,
appear much less prone to governmentfailure largely because they rely much more heavily
on regulationand mandates, and much less on public provision. Where public facilitiesare
important, as in some Europeancountries, they operateunder greater autonomythan in poor
countries, and this is balanced by greater regulationof private providers. The result is to
concentratemore on the right roles for public action, and less on dividing the health sector
into disjointprivate and public spheres. The distinctionis particularly important because in
many countries, the two sectors overlapgreatly: the same professionalswork part-time in
each, privateproviders oftenuse public facilitiesto treat private patients, and so on.
To providepublic goods and to subsidizehealth-relatedactivities for the poor, two of
the three main reasons for state action, both require public finance. In both these areas there
is also room for the other instrumentsof state action; and the problemsassociated with risksharing can lead to various combinationsof interventions,which may or may not include
spendingpublic money. Societiesthereforehave much latitude in how much, and by what
means, the governmentintervenes in health care markets, just as they have in deciding how
much to spend on health in relationto income and to their health problems or needs. Part 3
takes up the empirical questionsof what choices differentcountrieshave made, why they
seem to have done so, and with what consequencesfor health.
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PART 3: EMPIRICAL PATTERNSAND EXPLANATIONS
To say that governmentsmay or should intervenein health "to make markets work
better" is a reason drawn from economic theory, rather than from medicine or public health.
Even the argument for interventionto alleviateor reduce povertyis largely economic: it
refers only to some people's incapacityto pay for services, or insurance,that are considered
a desirable minimnumfor everyoneto have. Societies' choices about what kind of health
systemto have, how much to spend on it, and who shouldpay for it, in contrast, are not
primarily choices about market failure or about poverty. They refer to objectivesthat mix
economic,medical and social considerations,and may or may not lead to the most
appropriatekind and degree of public interventionin health. These objectivescan be
characterizedin various ways[OECD 1995]; one classificationis summarizedbriefly below,
beforeproceedingto an empirical examinationof the level and compositionof health care
spendingand its relationto health outcomes. Part 3 concludeswith a discussion of the
reasons for the observedpatterns in health expenditureand health systemorganization.
The empiricaldata referred to in the text, and from which Figures 3-9 are
constructed, are reported in AnnexTable 1, unless otherwise indicated. The number of
countriesfor which data are availablevaries greatly from one variableor Figure to another,
with 69 observationsfor the largestnumber of analyses. For some or all of the OECD
countries, several sources providebrief descriptionsof how the health sector is organized
[OECD 1992 and 1995, Schieber,Pouillier and Greenwald1992, Dunlop and Martins 1995].
Institutionaldescriptionsfor some Latin Americanand Caribbeancountries are found in [Pan
AmericanHealth Organization1994], for Asian countriesin [Griffin 1992] and for Africa in
[Shawand Griffin 1995].
EconomicIssues and Health SystemObjectives
What people most obviouslywant from a health systemis good health. People seek
care for the relief of pain or disability,to reduce fear and shame concerningactual or
potential medical problems [Miller 1978, Chapter 1], for informationand for comfort--butall
these reasons are related to some dimensionof good health. It does not matter that people
may have differentviews of the intrinsic awfulnessof being sick or hurt in various ways;
withoutthe goal of better health statusthere would be no health care system.
A second objectiveis low cost, whetherthat of medical care, protectiveand
preventiveactivities, administrationof insuranceor any other resourceuse. Low cost has
both a macroeconomicinterpretation--spending
no more than is reasonableon health care in
total--and a microeconomicinterpretation--buying
each interventionat the lowestcost
consistentwith adequatequality. The objectiveof holdingdown cost in both these senses is
clearly important for individualspaying for care out-of-pocket. As insurancereduces the
importanceof costs for individuals,this becomes more of a social than a personal goal, with
control of costs becoming a major concern of private insurers. And as the public share of
health spending increases,holdingdown expenditurebecomes an objectiveof governments.
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This begins as a goal of controlling public expenditure, but may quickly encompass the
objective of holding down costs to employers and consumers as well. In fact, if the only
goal were only to reduce or contain government spending, it might be met by shifting costs
to the private sector--with the&possible result of worsening equity, satisfaction or health
outcomes. This is equally true of the costs of other kinds of government intervention in
health care markets, particularly regulation and mandates.
A third general objective is satisfaction on the part of the consumer, patient or citizen.
"Satisfaction" may mean slightly different things; in particular, there is a difference between
being satisfied with how one is treated when sick, and how one feels about the system while
well. The notion of satisfaction includes such intangibles as freedom to choose one's doctor
or treatment, and all the elements of "caring" as distinct from "curing" in health
interventions. This objective is often ignored under subsidized public provision, because
people will use even unsatisfactory services if they are free, but dissatisfaction undermines
public support and can reduce the effectiveness of public health efforts. The satisfaction of
health care providers is also important, and sometimes conflicts with that of customers.
People are often said to want "quality" health care, but this is not treated here as a
separate objective. When the term refers to medical quality, to whether the care received is
effective in improving health with the minimum risk or damage to the patient, then quality is
essential to meeting the objective of good health. And when "quality" refers to all the nonmedical aspects of care, it is a major determinant of patient or consumer satisfaction. There
is similarly no need to consider either macroeconomic or microeconomic "efficiency" a
separate goal, since it is defined by the relation between the health gains a system produces
and what it costs to achieve them, in total or for individual interventions.
A fourth overall objective is equity, which may refer to access to health care or to
utilization of services. It is harder to define equity relative to health status, because of
genetic and behavioral contributions having nothing to do with health services. Equity is also
a question of fairness in how health care is paid for--how much subsidy (if any) from the rich
to the poor, how much from the healthy to the sick, how much from the old to the young or
vice-versa. All these comparisons are often made across income levels, leading to at least
two income-related notions of equity: whether richer people use or benefit from health
services more, and whether they pay proportionately to their incomes. To make it still more
difficult to judge the overall equity of a health system, what is equitable with respect to
health care may or may not correspond to equity in financing. And equity along any one of
these dimensions can vary from one disease or treatment to another [Musgrove 1986].
These objectives are only some of the many criteria by which health systems might be
judged [Cumper 1991], and it is not easy to say how well any system "works". The goal of
better health is the most important, in the sense that what a system costs, how well it
satisfies people and how equitable it is, matter only if it also produces health improvements.
A system that worked well in those other senses but did nothing to better people's health
status would have no reason to exist.
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The various objectives are also commonly in confict [Weisbrod 1991], with
particularly hard choices to make between equity and efficiency [Okun 1975]. Much of the
variation among national health systems may reflect not only different degrees of
performance but different choices about the relative importance of different goals. For
example, both Canada and the United Kingdom finance most health care publicly [AbelSmith 1995, Evans and Law 1995], relying on general revenues for nearly universal
coverage. But Canada spends one of the world's highest shares of GDP on health (over 9
percent) and the United Kingdom spends a low share among high-income countries (just over
6 percent). Health care was consequently much more rationed in the United Kingdom, with
long waiting lists for many procedures, at least until 1991 [Feldman 1994]. When health
systems are evaluated across two or more dimensions at once, neither system appears to be
clearly better than the other.
Overall Health Spending and Public/Private Composition

Governmentscan intervene in the health sector via five different instruments,as
indicatedin Part 1. Three of these--informing,regulatingand mandating(other than
financial mandates)--donot lend themselvesto easy summary or comparisonacross countries
or systems. Even provisionof care is difficultto compare, exceptby crude measures such as
total consultations,hospitalizations,hospital beds or professionalproviders, without
adjustmentfor the type and severityof health problems treated. Quantificationis easiest
where financingis concerned,and the emphasis here is on three aspects: the level of
expenditure,the distributionbetweenpublic and privatefinance, and the distributionbetween
out-of-pocketspendingand insurance. This means paying less attentionto equity in the
financingof health care, which has been studied in detail only for the United States and nine
European countries, and in less detail for five poor countries [VanDoorslaer, Wagstaffand
Rutten 1993].

What is Known about Health Expenditure Informationon health-relatedspendingdoes not
exactly match the distinctionamong health care domains in Figure 1: there is no clear
boundary to the out-of-pocket spending which affects health, nor is public expenditure always

classifiedinto public and private goods. In countrieswith national health accounts on the
OECD model, the data approximatethe theoreticaldistinctionsmore closely, so far as
financingis concerned. Public goods correspondto the categoryof GovernmentPublic
Health Activities. True public goods usually absorb only a small fraction of public and total
money for health, and do not present major problemsor controversiesof classification. In
the United States, for example,public health activities account for only three percent of total
spending; personal services account for 90 percent, and administrationfor the other seven
percent [Lazenbyet. al. 1992]. Even if three percent is too low, because some highlyjustified activitiesare under-financed,the optimumlevel in a rich country is still probably
only a few percent.
All other health care, however financed, is classified as Personal Health Care Services

and correspondsclosely to private goods--includingthose treatmentswhich provide
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externalities and therefore are partly public. Program Administration, including the costs of
administering private insurance as well as public programs, makes up the rest of the
recurrent cost of health care. Total national health expenditure includes medical research and
construction of health care facilities and laboratories as well as recurrent spending.
It is possible to distinguish public from private health care spending in many
countries, and at least for some of them, to make either or both of two further distinctions.
One is between insurance and out-of-pocket costs in private spending. Since all public
expenditure can be regarded as an implicit form of insurance, this allows a distinction
between insurance of all types, public and private, and uninsured out-of-pocket expenditure.
The other distinction is between direct financing and mandated social insurance in public
spending. Health systems differ greatly in the relative importance of these two ways of
paying for health care.

How ExpenditureLevel and Compositionare Relatedto Income Like nearly all previous
analyses of this question [McGuire et. al. 1993, OECD 1995] Figure 3 shows that health
care is a "superior" or "luxury" good, which takes a steadily larger share of income as
income rises. At the low incomes typical of Sub-Saharan Africa and poor countries of Asia,
total health spending is about 3-4 percent of GDP. It rises to 6-9 percent of gross product in
most OECD countries. This increasing importance relative to income is not surprising, given
the large contribution health care can make to welfare and the very high costs of some
interventions. What is surprising is that the public share of total health expenditure also rises
with national income. As Figure 4 shows, the fraction that is either financed directly or
mandated by the state increases from under 40 percent in most low income coutnries, to over
80 percent in some European countries.
The data here and in subsequent analyses refer to expenditure and not to the public or
private provision of services. However, a general pattern exists: in high-income countries,
finance and provision are usually separated, with public expenditure going to private
providers. In poorer countries, public money is mostly or entirely spent through public
facilities. Both theory and the empirical evidence suggest that competition makes sense in
the provision of care; it may improve health status, and it should certainly lower costs and
increase consumer satisfaction compared to a situation in which consumers must choose
between free or low-cost services with no choice of provider, and competitive services at
higher out-of-pocket cost. Many of the problems of health services in poor countries appear
to arise from the monopoly linkage of public money to public provision. None of the three
general arguments for state intervention in finance of health services also justifies state
delivery of those services, although, as indicated in Part 2, widespread poverty makes such
public provision more attractive and may help account for its greater prevalence in poor
countries.
Both the share of income devoted to health and the division between private and
public spending vary greatly around the trends in Figures 3 and 4, which makes it difficult to
see any association between the two. Figure 5 therefore relates these two variables directly,
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omitting per capita income. The radial dimension (distance from the origin) shows the share
of GDP devoted to health, while the angular dimension (from the horizontal toward the
vertical axis) shows the distribution between public and private expenditure. The 69
countries are distinguished according to quartiles of income per capita. This way of
presenting the data shows that there is no narrow path that all countries follow, but that there
is nonetheless something of a pattern. First there is an expansion in the share of income
devoted to health, driven by private expenditure; subsequently, private spending is displaced
by public expenditure and a further increase occurs in the fraction of GDP that is spent on
health care. Since these phenomena are related to increasing income, health systems can be
said to evolve along this path as a country develops. However, this relation applies only for
countries over all income levels taken together, not for smaller groups of countries at
comparable incomes. A comparison of 24 OECD countries, for example, shows a random
scatter, as do the data for poor countries separately. This is evident from the distribution of
small circles corresponding to each quartile of the distribution of income per capita.
Although particular subsystems such as social security or private insurance are said to
"cover" certain population groups, in fact the same consumers often utilize a variety of
providers and draw on different sources of finance. Where public provision is available at
low cost but also low quality, people tend to use it for high-cost services such as
hospitalization and to buy cheaper care, mostly ambulatory, from private providers [Baker
and van der Gaag 1993, Bitran and Mclnness 1991]. Thus the composition of what is
financed privately depends on what is offered publicly, and so does the total spending level.
In contrast, public spending does not seem to take private expenditure into account [Murray,
Govindaraj and Musgrove 1994]. Ministries of Health, in particular, seldom know what is
being spent in the private sector and do not base their own programs on it. (To the extent
that they plan their spending on the basis of the population's health problems, and those have
been partly prevented or treated by the private sector, governments do of course respond
indirectly to what is happening in the private sector.) Moreover, the tendency of consumers
to use care that is financed in different ways means that there is no simple association
between sources or mechanisms of finance, and different population groups or different
health problems.
Explaining Health Outcomes
The patterns of spending shown in Figures 3-5 pose the question, how do the amount
spent on health care, and the shares of public and private expenditure, affect the performance
of the health system ? Given the difficulty of obtaining and summarizing comparable
information on either satisfaction or equity, this is easiest to do with measures of health
outcomes. Since health status is very strongly associated with a country's income [World
Bank 1993b, Baker and van der Gaag 1993], the effect of income needs to be accounted for
in any comparison of spending and results. If this is not done, it may falsely appear that
more health expenditure is extremely effective in producing better health outcomes, and also,
because the public share of spending rises with income, that more public expenditure in
particular yields better health.
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Severalprevious studies [Cochrane,St. Leger and Moore 1978, McGuire et. al.
1993, OECD 1995]have analyzedthe relationbetween health care spendingand health
outcomes, includinga number of other explanatoryvariables. These variablesmay refer to
characteristicsof the health care system,or they may relate health outcomesto the degree of
literacy [Tresseraset. al. 1992] or schoolingof the populationas well as its average income
[WorldBank 1993b, Figure 3.1], since there is abundantevidenceof an independenteffect
of schoolingon health status. In the present analysis,regressionestimates were made
relating two measures of health status--lifeexpectancyat birth, and child mortality--to
income and various combinationsof the share of GPD spent on health, the share of health
spendingthat is public, and interactionsamong these variables. In all such combinations,
only income per capita was clearly significantin determininghealth status. Therefore in the
analysesdiscussedbelow,both health status and health expenditurewere predicted on the
basis of income only. Countries' income levels, and the share of health spendingthat is
public, were then introducedas classifyingvariables,to see if they help explain the observed
patterns.
Life Expectancy at Birth As incomeper capita increases, life expectancytends towarda
maximum of about 80 years. Withina country, the effect of extra income in reducing
mortality is most pronounced at very low incomes, even after taking account of the
consumptionof medical consultations[Heysenand Musgrove1986]. Figures 6a and 6b take
the deviationsfrom a regression relating incomeand life expectancy,and compare them to
the deviationsfrom the regressionpictured in Figure 3, between income and the share of
GDP devotedto health. (The income-lifeexpectancyrelation is described in the Key to the
Figure.) The small circle representingan individualcountry showsboth whether it spends
more or less than expectedon health, and whether life expectancyis greater or less than
predicted, given its per capita income. A country occupies the same position in Figure 6b as
in Figure 6a, so the pattern of deviationsis the same. The differenceis in a third classifying
or explanatoryvariable: countriesare classifiedin Figure 6a by quartile of income level and
in Figure 6b by quartile of the share of expenditurethat is public.
It is clear from either figure that not only do some countries spend more (or less) and
buy more (or less) life expectancy,but the deviationsin these indicatorsare not closely
correlated. Countries which spend a large share of income on health care do not necessarily
buy greater longevity,and some countries manageto spend less than expectedand still enjoy
longer life. When countriesare distinguishedby quartile of GDP per capita, in Figure 6a, it
is evident that large deviationsin life expectancy--peopledying much younger or much older
than would be predicted from a country's income level--areconcentratedin poorer countries.
It also appears that among these countries, higher spendingon health, relative to income,
does pay off in greater life expectancy. The dark circles indicatingpoor countries are
distributed around an upward-slopingline, with a coefficientof 1.22 more years of life for
each additionalone percent of GDP spent on health care (significantlydifferentfrom zero at
the ten percent confidencelevel). At high incomes, life expectanciesconvergeclosely and
become largely independentof both income and health expenditure:the open circles
indicatingupper-incomecountriesare scatteredalong a line with a slope of 0.26 years of
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extra life for each additional one percent of GDP devoted to health (significant only at the 20
percent confidence level). Increased expenditure at those income levels may be buying
substantial improvements in the quality of life by reducing disability, but it no longer has
much effect in extending life. This result is consistent with the finding that within the
European Community, health care expenditure seems to have little impact even on mortality
from amenable or preventable conditions [Mackenbach 19911. Health care spending does
however appear to improve health status in six high-income countries when several life-style
determinants of health are also taken into account [Wolfe 1986].
Figure 6b tests whether there is any association between these deviations and the
share of public spending in total health expenditure. Countries with a relatively high public
expenditure share (the open circles in the Figure) which spend a larger-than-predicted share
of GDP on health, also show a higher-than-predicted life expectancy. Thus more health
expenditure appears to pay off in greater longevity, when a large share of that expenditure is
public. The slope of the relation between spending and life expectancy is 0.88 (significant at
the six percent confidence level). That means it takes a increase of almost six percent of
GDP to increase life expectancy by five years. No such relation is evident among countries
with a relatively low share of public expenditure: spending more has no significant effect on
mortality. These findings suggest that public money is usually concentrated somewhat more
than private expenditure on those interventions which make a real difference to life
expectancy, including those public health activities which are not provided in private
markets.
These results are partly consistent with analyses based directly on public expenditure
alone, without considering private spending. In Latin American countries at mid- to high
incomes, more public spending does extend life [Govindaraj, Murray and Chellaraj 1994,
Appendix 17], although for a set of 58 countries at all income levels, there is no significant
relation between public spending and longevity [Murray, Govindaraj and Musgrove 1993,
Figure 2]. Since these studies do not take account of total health spending, it is not
surprising that public expenditure does not show a systematic effect. In the present analysis,
when life expectancy is related to income, the total health share in GDP and the actual level
of health spending, the share of GDP that is spent on health is almost significant at the 20
percent confidence level.
Childhood Mortality Since much of the difference among countries in life expectancy is
due to differences in mortality at early ages, this same kind of analysis is repeated using
mortality before age five as the measure of health status. Child mortality is strongly related
to income per capita, with convergence at high incomes to a level of about five deaths per
thousand. Poorer countries show more variation and larger deviations from the values
predicted by a regression relating child mortality to income. Figure 7a shows these
deviations and the regression from which they come, together with the deviations from
expected health care spending: the dark circles represent low-income countries. The open
circles representing richer countries, in contrast, show great variation in the share of GDP
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devoted to health, but almost no variation in child deaths. Contrary to the finding relative to
longevity, there is no indication that spending a larger share of GDP, at a given income
level, results in lower child mortality, for either rich or poor countries. This is consistent
with an analysis of infant mortality which also finds little effect of health care expenditure
and substantial effects of income, education and calorie intake [Kim and Moody 1992].
Figure 7b relates the same deviations in expenditure and child mortality as in Figure
7a, to the share of health spending that is public. It indicates that there is no relation
between that share and child mortality, whether for all countries together or separately for
those that spend either a high or a low public share. Multivariate estimates of the
determinants of child mortality give much the same answer: income is always significant, but
the health share in GDP, the public share in health spending and the share of public
expenditure on health in GDP never are. These findings are consistent with two kinds of
evidence: that child survival is strongly related to other factors such as adequate nutrition
[Pelletier 1992, Beaton et. al. 1993], and that the crucial health care interventions for saving
children's lives are relatively inexpensive [Bobadilla, Cowley, Musgrove and Saxenian
1994]. Thus a small part of public expenditure may be extremely effective at increasing
child survival, but thereafter more health expenditure affects life expectancy more by
preventing deaths at later ages than by saving children. This is probably true whether the
expenditure in question is public or private. The result is that overall spending levels show
little relation to child mortality despite the great importance of expenditure on a few
interventions such as immunization. Since the data available on health spending for most
countries do not permit disaggregation by type of intervention, it is impossible to judge the
health impact of parts of that expenditure. This also makes it difficult or impossible to tell
whether public spending follows the conceptually appropriate pattern discussed in Part 2.
Summary: Expenditures and Results Since aging is a complex biological process which
responds only very little to health care interventions [Ricklefs and Finch 1995], life
expectancy appears to have a natural upper bound. It is not surprising that as populations
approach that limit, additional spending on health care ceases to extend life. Nonetheless,
when life expectancy is still well below any biological limit, health care does make a
difference. What is more, public expenditure seems systematically to be more effective than
private spending in this regard, presumably because it is devoted to a slightly different set of
interventions. These probably include some of the interventions that are particularly effective
at preventing child deaths--but because those commonly take up only a small fraction of
expenditure, there is no discernible relation between total spending and child mortality.
Without information on the composition of spending, little more can be said. Thus the
evidence does not favor public over private spending irrespective of what is being financed,
but does indicate the importance of enough public expenditure to ensure that the most
valuable public health interventions are adequately provided.
The crucial role of a few services may explain why China has been so successful in
improving health over the last few decades, despite the fact that the government has acted
more to provide than to finance health care, and people have had to pay for much of their
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care out-of-pocket, even at public facilities [World Bank 1992b]. This is in contrast to the
general finding that expenditure seems less effective in countries where the public share is
relatively low. It should also be noted that in other respects, such as coverage of insurance
and appropriate incentives to technical and allocative efficiency in the production of health
interventions, China since about 1980 should be considered more of a failure than a success.
Health outcomes are the most important objective of a health system, but the other, harder to
measure, goals of equitable treatment and client satisfaction at reasonable cost also matter.
The preceeding analysis shows that the question of how effectively either kind of
expenditure improves health status, depends on the outcome measure used. Mortality
measures of course do not account for many of the less dramatic health gains which also
explain why individuals and societies spend as they do on health care. And the patterns of
early mortality or life expectancy at birth may be very different from those of life expectacy
at higher ages; much health expenditure may go to extend life after age 60, for example.
Comparisons of this sort using a more inclusive notion of health status, taking account at
least of the major kinds of long-term disability from non-fatal illness and traumas, might
reveal still other relations. Unfortunately, more complete estimates of health status or of the
total burden of disease exist for very few countries and are not always comparable because of
differences in the coverage of causes of death or in the inclusion of disability [Bobadilla and
Cowley 1995, Bobadilla 1996].
Out-of-Pocket Spending versus Private and Public Insurance
Another reason why there is not more relation between health outcomes and the level
and composition of expenditure may be that the private component includes two very
different modes: explicit private insurance and out-of-pocket spending. The distribution of
spending between these categories, like that between public and private expenditure, affects
which interventions are purchased, and therefore the effect on health status. Unfortunately,
it is extremely difficult to estimate how private expenditure is divided; data are available for
very few countries. Figure 8 shows both the distinction between out-of-pocket spending and
insurance (on the radial dimension), and the split between public and private financing of
insurance (on the angular dimension--all public on the vertical axis and all private on the
horizontal axis). Countries are classified by income level, from which it is evident that as
income rises, insurance takes over from out-of-pocket financing. This is to be expected:
security is a "normal" good, meaning that people buy more of it as their incomes increase.
Insurance, which provides security, is also a normal good, and it is needed to finance the
catastrophically expensive interventions that health systems more frequently provide at higher
incomes. If it is supposed that in poor countries virtually all private expenditure is out-ofpocket, then the dark circles representing those countries would all lie along the vertical axis.
The Income-Related Expansion of Insurance Out-of-pocket expenditure is half or more of
health expenditure in very poor countries, but even in rich countries where the bulk of health
expenditure is public it absorbs 4-20 percent of spending [Schieber, Pouillier and Greenwald
1992]. Outside the OECD countries, private insurance is still relatively rare (but growing)
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and nearly all private spendingis out-of-pocket,whether it is a large or a small share of total
expenditure. And while for some countries the only insuranceis public, there being
essentiallyno private insuranceindustry,there are no health systemsfinancedmore than half
by private insurance. Amonghigh-incomecountries, only the United States and Switzerland
rely heavily on private insurance,and even there the share is only about 40 percent.
It appears from Figure 8 that public and private insuranceare substitutesrelative to
out-of-pocketexpenditure. That is, the level of non-insurancespendingdoes not depend on
the compositionof insurance. This is somewhatsurprising, since private insurancegenerally
requires higher copaymentsand deductiblesthan public insurance,and thereforegenerates
more out-of-pocketexpenditure. But the amountsmay be small enough that no connectionis
apparent when all countriesare consideredtogether. It may also be that when public funds
go to financepublic provisionof poor quality, especiallyin low-incomecountries, consumers
end up paying out-of-pocketto offset the deficienciesof those services, although there are no
formal copayments.
Even in countries with close to universalpublic insurance,there is often substantial
private insurance. This is bought primarily to supplementpublic coverage(in Canada, Italy,
Portugal, Spain and the United Kingdom)or to cover the copaymentsrequired under public
insurance (in France, Denmark and the Medicare program in the United States). In Ireland,
it is purchasedprimarily to replace social insurancealtogether; the same is true in the
Netherlands(particularlyfor the wealthy,who can opt out of the public system)and in the
United States (for a large share of the populationwho are not entitled to public insurance).
Such insuranceis bought by a majority of the populationin France and in Canada, but by
only 15 percent in the United Kingdomand 19 percent in Germany. Private insurance
accounts for only 7 percent of spendingin Canada, despite the high coverage,because the
public systemcovers nearly all medical needs; the private insuranceshare is about 9 percent
in France and 12-16 percent in the United Kingdom,Japan and Germany [VanDoorslaer,
Wagstaffand Rutten 1993; Schieber,Pouillierand Greenwald1992]. In the United States,
about one-thirdof the beneficiariesof Medicare, the social insuranceprogram for the
elderly, also buy supplementalprivate insuranceout of pocket [Shea and Stewart19951.
The tendencyacross countriesfor more and more of health care to be financedby
insuranceat higher incomes, mirrors the historicaltendencyfor insuranceto expand relative
to out-of-pocketspendingas income increasesand a country's health sector becomes more
complex. In the United States, for example,patients paid directly for an estimated 88
percent of their health care in 1929, when the private insuranceindustry was minuscule and
government(national, state and local) financedonly nine percent of care. By 1960, the outof-pocketshare had fallen to 56 percent, and private insurancehad expandedto 23 percent,
slightly surpassingthe governmentshare. The Medicaid and Medicareprograms did not
exist yet, so there was no mandatedsocial insurance. The share of private insurance
continued to growuntil 1990, when it was about 35 percent, but public spendinggrew even
faster, reaching41 percent. (This figure includes the tax subsidyto private insurance.) Outof-pocketexpenditurehas continuedto fall steadily,to about 23 percent [Bovbjerg,Griffin
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and Carroll 1993]--whichis still high comparedto most OECD countries, where insurance
has even more thoroughlyreplaceddirect paymentby consumers. In very poor countries,
part of private out-of-pocketspendinggoes for allopathicor traditionalmedicinewhich is
never financedpubliclyand seldom coveredby insurance. The shift from this traditional
health care to modem medical care also helps account for the increase in insurance
expenditure,althoughthe amounts spent on traditional medicineare usually quite small in
absoluteterms since it caters to poor people and uses no modem purchasedinputs.
The Two Formsof Publicly-FinancedInsurance Another wayof classifyinghealth
expenditureis to combine all private spending(insuranceplus out-of-pocket),and to separate
public expenditureinto direct finance and mandated social insurance. Informationis
availablefor more countries than when distinguishingprivate expendituresby whether they
are paid by insuranceor not, because the two kinds of public financeusually correspondto
distinct institutions. In practice, direct financeis typical of ministries of health, whereas
mandated insuranceusually takes the form of a social security system. Both employeesand
employersare required to contributea specifiedfraction of wages, usually up to some
ceiling; employersare usually not required to provideprivate insuranceor to self-insure.
These systemscover only a few percent of the populationin many middle- and lowincome countries, sizeablefractions in Italy, the United States, Argentina,Mexico, China
and Korea, and nearly the entire populationin Japan, some countries of Europe (France,
Germany,Spain and the Netherlands)and a few middle-incomecountries such as Brazil and
Costa Rica. Nearly universalcoverageis achievedonly in high-incomecountries, or where
social security benefits are extendedeven to non-contributors(as in Brazil and Costa Rica)
rather than being limited to contributors. In those cases the social security systemtakes over
what is usually the function of the Ministry of Health to financecare for the "informal"
sector, from which wage taxes cannot be collected. Althoughboth arrangementscoexist in
many countries, one or the other usually dominatespublic expenditures,so that countries can
be classifiedas dependingchiefly on direct financeor on social insurance.
Mandatedinsurancesystemsdiffer from direct public finance primarily in using
payrolltaxes rather than general revenues, althoughthey may also be financedpartly from
such revenuesor from other, non-labor earmarkedtaxes. The two forms of public
expendituremay thereforehave differentmacroeconomiceffects. The effect of financing
health care by one or the other route depends on such factors as the incidenceof different
taxes--payrolltaxes are usually slightlyregressivewhereas direct taxes, at least in highincome countries, are slightlyprogressive[VanDoorslear and Wagstaff1993]and on
administrativecost and convenience. Mandated insurancegenerally allowsfor more choice
by consumers, and may be preferablefor that reason [Summers1989]. There is nothing
unique to health about the choice of financingmechanism:the same considerationsapply to
pensions, for example.
These two waysof financinghealth care also differ politically,in that mandated
expendituresare commonlyearmarked, whereas budgetsdo not include any guarantee of
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spendingon health. And the workerswho pay for mandated insurancecommonlythink of
the paymentas "their money", which gives them a right to services, perhaps more than
taxpayersthink of general revenuesas being their own resources or as conferring specific
rights. Public subsidy of health care for the poor is generally financedfrom general
revenues, which means that in most systems,the poor have less of a guarantee of resources
availablethan the populationcoveredby employment-relatedinsurance.
These differencesare important,but some other features of a health care systemdo
vary
accordingto how public financingis organized. With either mandated insuranceor
not
general revenuefinancing,when the statepays for but does not deliver services, there is no
reason for providers to be paid differentlythan they would be paid from private sources.
The incentivesand relative advantagesof the differentmechanisms--salaries,fee-for-service,
capitation, diagnosticrelated treatmentgroups, etc.--dependon the inherent incentivesunder
each arrangementand on the type of service [Ellis and McGuire 1990, Barnum and Saxenian
1994] but are independentof who paysfor it. Similarly,when services are financedby
governmentthe right level and type of user fees are independentof whether the provision is
public or private, dependingrather on the nature of the services and the incomes and other
characteristicsof the users.
Figure 9 classifiesexpendituresas private, direct public finance and mandatedpublic
insurance. The radial dimensioncorrespondsto the distinctionbetweentotal public and total
private spending: all private expenditureat the origin and all public expenditureat the
circumference. The angular dimensionthen showsthe proportionsin which a country uses
general revenue financing(along the vertical axis) or mandated social insurancepaid for
largely by payroll taxes (alongthe horizontalaxis). As in Figures 6a, 7a, and 8, countries
are classifiedby income level. As the Figure shows,low-incomecountries are more likely
to rely on direct financethan to pay for care largely or exclusivelyvia social insurance.
This probably reflects the difficultyof collecting wage taxes and achievingsubstantial
coveragein an economywith little formalemployment. Nonethelesssome poor countries do
spend much more on social insurancethan through general revenues,and a number of other
low-incomecountries spend close to equal amountsthrough the two mechanisms,because
while mandated insurancecovers fewer people it often spends much more per beneficiary
than is spent through Ministriesof Health. Public servants, for example, may be coveredby
relativelygenerous social insuranceeven in quite poor countries. This kind of inequality is
also pronounced in middle-incomeLatin Americancountries with only partial social
insurancecoverage[Mesa-Lago1992].
Among higher incomecountries there seems to be no pattern to the form of public
financing. Some, like the United Kingdomand Canada, use direct finance exclusively,
whereas others, such as Germany,rely largely on employment-basedsocial insurance. The
United States uses substantialshares of both general revenues(to finance care for the poor
through the Medicaidprogram) and social insurance(to cover the elderly through the
Medicare program). Relianceon both forms of finance also characterizesItaly, Russia,
China, Korea, and most Latin American countries.
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Does it make any differenceto health outcomes,whether public finance is direct or
operates through mandatedsocial insurance? The majority of OECD countriescan be
classifiedas using chiefly one mechanismor the other; when this distinction is added to a
relation between life expectancyand health care expenditure,it appearsthat countries that
rely on direct financeachievesomewhatgreater reductionsin mortality as spending
increases. That is, additionalexpenditureis more effectivein extendinglife when it occurs
through direct public finance [Elola, Daponte and Navarro 19951. This probably reflects
more nearly universalcoverageof those interventionswhich are most effectivein preventing
early mortality, although the distributionof income within a country and the amount and
nature of private health spendingmay also matter.
The same comparisonbetweenhealth outcomesand the form of public health care
financecan be made for a larger number of countriesat all income levels, using the same
regression deviationsas in Figures 6a-7b. At least among poor countries, reliance on direct
financingappears to be associatedwith a tendencyto spend somewhatmore on health care
than expected. However,there does not seem to be any systematicrelationbetween the way
that public health care expenditureis paid for, and child mortality. This is consistentwith
supposingthat when direct finance is a small share of public expenditure,it is concentrated
on the most effectivelife-savinginterventions,particularlyfor children. But as the direct
finance share increases, it comes the coverthe same range of interventionsand the same
populationas the alternative,mandatedsocial insurance,so that there is no difference
between the two in health outcomes.
State Intervention in the InsuranceDomain
The availableevidencesuggeststhat there is no clearly best wayto organizethe risksharing domain of health care [Griffin 1992], as between private and public insurance,or
between direct public finance and reliance on mandated social insurance.This is partly
because many questionsabout optimalprices and provisionhave not been answered, so the
welfare effectsof differentinstitutionaland financialarrangementsare not fully understood
[Diamond1992]. Nonethelessthe problemstypical of privateinsurance, discussed in Part 2,
are potentiallyso severeand so difficultto control without substantialpublic interventionby
way of mandates and financing,that public insurancedoes appear superior to unregulated
private voluntaryinsurance [Barr 1992]. Correspondingto this theoreticalconclusion, there
is a clear tendencyfor publicly-financedinsuranceto expand, as income rises--relativeto
both private insuranceand out-of-pocketspending. Why have most countries followedthe
path towardpublic insurance? And what sort of public role does this approach imply ?
Governmentscan fully solve one of the problems of private insurance,lack of
coveragefor the poor, only by at least partial subsidy. Mandatingcoverageby employersis
feasible only for those poor people with formal employment,who are never the poorest in
society. To address two other problems--thelack of coveragefor high-risk consumers,and
high costs--requiresregulation,at a minimum. However,it is rare for governmentsto do
nothingmore than regulateprivate insurance,and more common to mandate or finance social
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insurance. Part of the reason for this may be an unwiseeffort on the part of governmentsto
do too much, particularly in poor countries. But governmentsin poor and middle-income
countries generally have not "done so much" as to eliminatethe need for a large share of
out-of-pocketexpenditure,and much of the populationis too poor to buy health insurance
voluntarily.
Why Social Insuranceis so 'WidespreadSeveralreasons explain most of the concentration
on social insurance, even at incomes high enough that private insuranceis feasible for much
of the population. The first is historical, and refers to mandatesrather than direct
governmentfinance. Since mandated insurancebenefitsidentifiedgroups, the existence of
such protectionfor some workersleads to effortsby other workers to obtain the same
benefits. This effect should be expectedto be stronger,the more labor is unionized [Navarro
1989]. There is a "ratcheteffect", by which social insurancetends to grow once started; it is
easier to extend coverageto new groups than to reduce it for those already insured. Direct
finance, in contrast, is in principle availablefor everyone'shealth care and so its expansion
should depend more on a generalizedsocial decision to extendcoveragethan on competitive
or emulativepressures from particular groups in society. Also, mandated insuranceis a
second-bestpolicy according to either an extremeliberal or an extremeconservativeview,
and so is easier to agree on than either directly financeduniversalcoverageor purely
voluntaryprivate insurance[Summers1989].
Non-mandatedprivate insuranceprovidedvoluntarilyby employersand made
obligatoryfor their employeesalso tends to spread once introduced. However,since it is not
required by law, it can more easily be reduced, or competitivebenefits can be providedin
other forms such as higher wages. And there is of course no obligatorymechanismfor
includingthe self-employed. Thus private employer-relatedinsurancedoes not tend toward
universalcoverage. This explanationof why social insuranceexpands applies to Japan,
many European countries, and to a lesser extent to such countriesas Argentina, Brazil and
Costa Rica. It does not explainthe (near) universalizationof social insuranceby direct
governmentfinance in Canada or the United Kingdom. Nor does it explain the attempt to
copy such coveragein low- and middle-incomecountries, includingmany former English
colonies; historical models of what is appropriatefor a governmentmay greatly affect the
public role in ex-colonialpoor countriestoday [vander Gaag 1995].
Another factor behind the expansionof social insurance--independentlyof how it is
financed--isa sense of social solidarity or equity, which supports a public financingsystemto
guarantee universalaccess, with substantialsubsidiesfrom rich to poor as well as from the
healthy to the sick. The increasedequity in access to care appears to outweigh the inequity
that arises when social insuranceis financedby slightly regressivepayroll taxes. The reality
of such solidarity, as opposedto the rhetoric,has been widely achievedonly in OECD
countries; few low- and middle-incomecountrieshave managedto finance approximately
equal health care for almost everyone. And the degreeto which such solidarity exists
appears to differ among OECD countries,being notably less important in the United States
than in most of Europe.
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Universal social insurancehas the advantagethat it reducesadverse selection, with the
attendantinequities,by poolingrisks in relatively large groups and includingevery individual
in some group. (Risk selectionby the insurers is eliminated, if insurance is compulsory for
all those in a pool.) To eliminateadverse selectioncompletely,however,the insurancemust
not only cover all the populationbut put them all in just one pool: when there are several
mandated schemes, contributionsand benefitscan still differ greatly among them, and
people's choice of where to work or live may still depend in part on how they view their
health risks. An extremeform of this differentiationoccurs in Argentina, where there are
some 300 mandated pools, but much of the populationis not includedin any of them and
there are huge income-relateddifferentialsin the value and coverageof insurance [World
Bank 1993a]. Direct financewith a single-payersystemis more effectivein controlling
selectionproblems than social security schemeswith severalpayers and risk groups.
In principle the problemsof adverse selectionmight be controlledby regulationof
private insurance,but that would be difficultor impossiblewithoutthe leverageprovided by
public money to subsidizehigh-riskconsumers. Partly as a result, social insurancereduces
or avoidsthe problem of labor immobilitybecause of employer-relatedinsurance. When
coverageis close to universal, quality can be maintainedbecause almost everyoneuses the
system. (Quality is more of a problem when public finance is concentratedon the poor, who
have no alternativefor expensivecare.) Moreover,dominanceof the health market by
public expenditurestill allowsfor supplementaryprivate insurance,so at least those
consumers who can afford to, can make marginalchoices about more spendingand more
health care. The result is that compulsorysocial financecan be described as "socially
efficient",compared to the failingsof private health care markets [Barr 1992]. It does not
followthat social insuranceis efficientat the level of individualhealth care decisions,so that
marginal expenditureis alwaysdirected where it will have the greatest health impact or
contribute most to consumers'welfare. But privatehealth care markets do not achievethat
kind of efficiencyeither.
Another important factor explainingthe political acceptanceof social insuranceis that
it is easier to hold down total health expenditure,than with private insurancewhich is
subsidizedthrough the tax system. The averageincrease in health care spendingof all
OECD countries together between 1980 and 1990 was only 0.6 percent of gross product,
with a further, almost equally large, increase in the next two years. Canada, which also
relies on public spendingbut has less strict controlson it, has been less successfulin this
regard than most Western Europeancountries, with a two percent of GDP increase during
the 1980s. The extremecase of failureto control health costs is the United States, one of
only two rich countriesto rely extensivelyon private insurance. Expenditurewent from 9.3
to 12.6 percent of GDP in ten years (1980-1990)and has continuedto expand. In
Switzerland,where private insuranceis an even larger share of expenditurethan in the
United States, health spendinggrew by one percent of GDP in the 1980s and then by another
one percent in the next two years [Schieber,Pouillier and Greenwald1994].
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The OECD experiencesuggeststhat public expenditureis an efficientmechanismfor
reaching, and enforcing,a social decisionto spend somewhatless, even if it means accepting
somewhatpoorer health status than might be achievedwith much more spending. The
willingnessto make this choice appears to rise as health conditionsimproveand as
expenditureon health becomes a large share of GDP. Absentany such mechanismto arrive
at a social decision, it is difficultto reach consensus,as the failed effortsto reform the
United States health systemin 1993-94demonstrate[Skocpol1995; Blendon, Brodie and
Benson 1995].

There is also some evidencethat administrativecosts rise with the number of public
insurers [Pouillier 1992, OECD 1995], being lowestwith a single payer (as in Canada or the
United Kingdom),higher where there are a large number of them, as in Germany,with
about 1200 "sicknessfunds", and Argentina, with some 300 employment-relatedinsurers,
and intermediatein countries with a small number of large social insurancefunds, as in
France [Lachaudand Rochaix 19931or Japan [Schieber,Pouillier and Greenwald1992].
However,these differenceshave little effect on total costs.
Non-FinancialState Intervention In principle, there is nothinginevitableabout the
dominanceof public insuranceat high incomes;and if it were not for such state-financedor
state-mandatedinsurance, the public share of health expenditurecould be much smaller. A
country could rely on private insurancefor everyoneexceptthe poor, with public spending
going only to financepublic goods and to subsidizecoveragefor the poor. However,the
state could not retire from other forms of intervention,particularlyregulation,unless society
were prepared to accept the resulting inequitiesand the likelihoodof much higher total costs.
Part of the problem of inequitywouldprobably arise from differencesin quality of health
care betweenthe poor and the non-poor,in a systemwhere public finance for insurancewent
only to those in poverty.
In fact, no country in the world has achieveda highly equitablesystemwith a stable
share of health spendingrelative to GDP, while relyingpredominantlyon private insurance.
The combinationof finance, regulationand mandatesnecessary for such an outcome may be
theoreticallyattractivebut is politicallyand operationallyvery difficultto reach. Any
governmentwishing to achievethe same degreeof equity and cost-controlas a typical OECD
country, while holdingthe share of public spendingin health to much less than half, would
have no models to follow. And there might be substantialtransitioncosts in trying to reach
such a state, starting from where any of the OECD countries are now. That is probably why
even major reforms in how public money is allocated, as in the United Kingdomin recent
years, have not greatly affectedthe share of health care expenditurethat is financedpublicly
[Abel-Smith1995, OECD 1994].
In the OECD countries which rely on direct public financeor mandated insurance,
regulationis pervasive. Governmentsnegotiateor control providers' fees, establish payment
mechanismsthat create incentivesto hold down costs, set global budgets for regions,
subsystemsor individualhospitals,and specify or influencethe servicescoveredby social
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insurance [Abel-Smith1984, Culyer 1990]. Even in the United States, where less than half
of health expenditureis public, such interferencecharacterizesthe two large public programs
(Medicare and Medicaid). Doctors' fees payableunder the programsare controlled, and
hospitalsare reimbursedby a fixedprice for a conditionor treatment (DiagnosticRelated
Groups or DRGs) rather than by fee-for-service. Partly in consequence,during the 1980s
expendituresper person insured under these programsrose less than private insurance
spendingper insured person [Bovbjerg,Griffinand Carroll 1993]. And private insurers are
also increasinglyinvolvedin influencingor controllingproviders' decisionseither directly or
by wayof paymentmechanisms. Pure, arm's-lengthmarkets in health insurancedo not exist
anywhere.
PART 4: CONCLUSIONS
The conceptualdiscussionin Part 2 establishesthat the activitieswhich comprise
health care can be classifiedinto three domains, each of which correspondsto a distinct
reason for the state to intervene in the market for such care. This leads to the conclusion
that governmentsought to undertakethree broad kinds of intervention:
* They should financepublic goods and health services with substantialexternalities,to
ensure that they are produced and consumedin the right amounts.
* They should regulateprivate health insurance,or else finance insurancepublicly,to
reduce the consequencesof adverseselectionfor both efficiencyand equity.
* They should subsidizethe poor by financingsome minimumof care, whether by
providingit directly or by financingprivateproviders.
Althoughthese are valid general principles, they do not constitute specificadvice on
what the public role should be in the health sector--whichinstrumentsto use for which
purposes, how much to spend and how to allocate it, and so on. The empiricalevidence in
Part 3 offers some guidance in this regard. It showsthat governmentstypically do intervene
considerably,in particular by financinghealth care or by mandatinghealth insurance; and
that the degree of such interventiontends to increase as countriesbecome richer. The
reasons for this include the increasingimportanceof insuranceat higher incomes, and the
greater ease of controllingexpenditureswhen they are publicly financed. There is also some
evidence that public expenditureis more effectivethan private spendingin improvinghealth,
presumablybecause of its greater concentrationon a few extremelyeffectiveinterventions.
Still, countries vary greatly in the degree and kind of state interference,and display
only a few empiricalregularities linkingthe public role to health outcomesor other results
[Dunlop and Martins 1995; OECD 1994; Saltman 1995]. What more can be said by wayof
recommendationsfor governmentpolicy or action ? It is convenientto separate this into two
questions. The first is, what general advice can be given about what governmentsshould and
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should not do to assure equity and efficiencyin the health care market ? The second is, how
should public money be spent on health-relatedinterventions? The rest of this paper offers
some conclusions in each of these areas, drawing on the theoreticaland factual material
presentedabove.
The Appropriate Public Role in Health
As a first approximation,it is easier to say what governmentsshould not do in health
than to specify what they shoulddo. That is, it is clear that certain actions are likely or
certain to violate one or more of the objectivesof a health care systemto an important
degree. In the topographicmetaphor used earlier, such actions correspondto falling off the
plateau of satisfactoryoutcomesand into one of the surroundingchasms. Four "don'ts" are
discussed in what follows:they refer to the waythe public is taxed, charged or exemptedto
pay for health care; the providersto which governmentstransferpublic funds; the way
providersare paid; and the servicesthey are paid to provide.
What Government Should Not Do The first thing governmentsshould not do is to use the
tax system, or any systemof fees at public facilities,to make the poor subsidizethe health
care of the rich. Conceptually,subsidiesare justified only for the poor, and broader
financingof care through insuranceis a questionof efficiencyrather than of equity. This is
not only a matter of whether the rich use more of publicly-financedservicesthan the poor
do, although great inequities often arise becausethe rich have more access to those services.
Financial equity also depends on who pays the taxes. More narrowly,governmentsshould
not contribute to social securityfinancingfrom general revenues,unless coverageis
universal, because when only part of the populationis coveredit is usually the poor who are
excluded. And governmentsshouldnot treat private insurancecoverageas a cost to
employersunless it is also treated as income to beneficiaries. Such practices are not only
inequitable;they are also inefficientto the extentthat they lead to excessivespendingon
health care, or reduce labor mobility.
Controllinginequitablesubsidiesdoes not mean that social security systemsshouldbe
dismantledor must be made universal. Even when incomplete,such mandated insurance
includes substantialprogressivesubsidiesfrom high-paidto low-paidworkers, and the mere
fact that some people in society receive more generoushealth care is necessarily not a
problem, so long as they pay for it. What matters is that governmentsnot make everyone
pay for what some are excludedex ante from receiving. Perverse subsidiesnot only cause
immediateinefficienciesor inequities,they also create intereststhat oppose subsequenthealth
systemreform. This is evident in the United States [Skocpol1995] and Chile [Musgrove
1995d], and it is the reason why the design of subsidiesis a crucial part of any reform to
extendor improvecoveragefor the poor.
The second thing governmentsshouldnot do is tie public financeto public provision.
The choice of whether to providecare throughpublic or parastatalfacilitiesshould be treated
as a "make or buy" decision, subordinateto the larger decision about what to pay for. That
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does not necessarilymean eliminatingpublic provision, which will sometimesbe the best
solution. It means rather that competitionbetweenpublic and private providersshould be
based on costs and on quality, and not on price to the consumer, as is commonlythe case. If
the volumeof public provisionwere determinedby when it was actually superior, instead of
by artificialprice differences,there would almost certainly be less of it. Consumers would
use more private provision, if they could obtain it at the same price or benefit from the same
subsidy, as when going to public providers. The survivingpublic facilitieswould almost
surely be more efficient in the use of resources and more satisfactoryto users. Another
valuableconsequencewould be to give the poor access, at least for some services, to the
same providersused by the rich, thus reducing inequity.
To achievethose goals, however,requires other changes in how public institutions
operate, changesthat probablycannot occur so long as public funds go automaticallyand
exclusivelyto governmentfacilities. This conclusionis most pertinent to poor countries
where public systemsare most likely to be inefficientand to be used only because they are
free or nearly so. High-incomecountries with a large share of public provision, particularly
in hospitals, suffer less from these problems.
A third thing governmentsshould not do is pay for health care by fee-for-service,
unless other mechanismsare used to control expenditures. This is seldom a problem with
publicly provided services, but makes it hard to control costs when governmentsfinance
private providers. Even negotiatingor controllingthe fees is not enough, as the Canadian
experience demonstrates,since providerscan respond to fees they consider too low, by
increasing output [Evans, Barer and Labelle 1988]. This helps explain why Canadian health
expenditurehas risen faster than that in Europeancountrieswhich rely on other payment
mechanisms. Europeancountrieswhich pay for health care by fee-for-servicealso rely on
global budgets, utilizationreviewsor other instrumentsof cost containment[OECD 1994,
1995]. Since expendituresequal prices times quantities,and since quantities of services
respond to prices and are difficultto controldirectly, countrieswhich pursue both
macreconomicand microeconomicefficiencyin health spendingusually control both prices
and expenditures. In contrast to Europeanand North American experience,Brazil applies
this systemto block grants for federal expenditurein states with relative financial autonomy;
but in states where federal money is paid directly to providers,the federal governmentalso
controls one crucial quantity,the number of hospitalizationsthat federal money will pay for
[WorldBank 1994b]. In all cases, the governmentsets prices for services.
It also helps, in controllingexpenditures,to define "services" as completetreatments
for specificconditions rather than as all the individualcomponentsof such treatments, so
they can be financedby mechanismssuch as the DiagnosticRelatedGroup (DRG) payments
used in the United Statesand the provider can be required to assume part of the financial
risk. Changingfrom a systembased on overallbudgets and on salaries for providers, to a
fee-for-servicesystemwithout offsettingthe resulting incentivesto over-provisioncan lead to
an explosion of costs, as in the Czech Republic[Boland 1995].
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Finally, if governmentsmean to pursue some combinationof better health and lower
costs, they should not--in fact they cannot--simplyfinance whateverpeople demand when
care is free to consumers. This does not mean governmentsshould not "subsidizedemand"
rather than "subsidizingsupply" or providingservices. It means only that there must be
limitationson what will be paid for publicly: this issue is taken up at the end of Part 4.
Such limitationsare a particularly contentiousmatter, because both good health and cost
contaimnentmay be opposed to consumer or provider satisfaction,which are also politically
important objectives. Nonetheless,two empirical observationsare germane to this decision.
One is that private insurancealwayscarries some limitations,either as to the services
coveredor as to cost-sharing. Exceptwhere povertyis important, so that cost-sharing is
more difficult, there is no reason for public finance to be systematicallymore generous in
this regard than private risk-sharingarrangements.
The second observationis that, as the discussionconcerningFigure 2 in Part 2
indicates, private markets will tend to supplywhat people demand, and public intervention
typically acts to emphasizeneeds instead. In other forms of public subsidy,it is common to
distinguishbetween wants and needs, and concentratespendingon the latter. This is the
case, for example, with food subsidies,which are also very much health-related. Price
subsidiesare usually limitedto "basic" foodstuffs,and food stamps cannot legally be used to
buy alcohol or other non-necessities. This may be consideredpartly a matter of efficiency,
assuring more health gain than would otherwise occur. But it is also a matter of equity: in
contrast to actuarial private insurance,where every purchaser buys the expectedvalue of the
health services needed, public finance is involuntary. It comes from taxpayerswho have a
legitimateinterest in meetingneeds, and therebygetting value for their money,but not
necessarily in paying for wants.
None of these "don'ts" is easy to implement,because some consumer or provider
interests can be expectedto opposeevery one of them, in every country. But they are
arguably the most important conclusionsabout where the public/privatefrontier should run in
the health sector. It is notable that none of these conclusionsdepends solely on features
unique to the health sector. The peculiaritiesof health matter most for the difficultyof
distinguishing"needs" from wants, and--partlyas a consequence--forthe dangers of paying
providersfor whateverthey choose to provide, without incentivesto control costs. A system
which avoidedthe problems describedabove would still present complexand difficult
questions for the proper role of the state, but it would have more latitude to pursue
improvements. And it would not matter so much, exactly what objectivesthe government
pursued or which combinationof instrumentsit applied.
What GovernmentShould Do Beyondthe prescriptionsfor how the state should deal with
the problems of each of the three domains of health care, several "dos" appear to be
generally valid for governments. If the objectiveis to minimizedeadweightlosses from
public interventionand leave as much room as possible for private choices, then the first
thing governmentsshould do is to use each less-intrusiveinstrumentto the point where a
more intrusive interventionis justified, followingthe sequenceof increasinglygreater
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interference--inform,regulate, mandate, financeand provide services. That is, govemnments
should regulateprivate activity when merely improvingpeople's informationis not enough,
deliver services if it is infeasibleto financeprivate providersequitably,and so on. Public
finance is inescapablefor some actions, but particularlyin low- and middle-incomecountries
much can probably be accomplishedby better use of informationand regulation. Failure to
use these other instrumentswell, can increase the need for public finance.
Sometimesthe problem is that governmentsexploit these instrumentstoo little. They
do not regulate private insurancewhen it first begins to expand, which makes subsequent
regulationpoliticallymore difficult[WorldBank 1994b;Musgrove1995d]; or they do not
initially react when health-damagingbehaviorssuch as smokingbecome more entrenched.
Sometimesthe problem is inappropriateregulation,which needlesslyrestricts competition,or
enforces inefficiencyin the public sector by centralizingnearly all decisions. And poor
countries in particular often get the worst of both worlds by paying for activitieswhich
should be, but are not, regulated:governmentsubsidy of medical education without adequate
control of quality or relationto needs is a common example. In the worst of cases,
governmentsuse all the availableinstrumentsin exactlythe reverse order. They try to
providemore health care than they can pay for, with the result that most services are underfinancedand of poor quality; they try to finance services some of which might be mandated
and paid for by consumers or employers;they mandatecare, as by social security systems,
without adequatelyregulatingit; and they do too little to inform the public and providers
either of dangers to health or of how the health care systemis actuallyworking. Much of
the criticism of governmentfailure in the health sector, especiallyin poor countries,
describes the result of gettingthings backward.
These ideas are representedin Figure lOA, which showsthe appropriaterelation
among the instrumentsby which the state can intervenein health care, and Figure lOB,
which portrays the kind of inappropriateor imbalancedrelation often found in poor nations.
Figure 1OAindicates that whateveris mandated,financedor providedpublicly should also be
regulated, and much else besides. The state can financesome care that is not anyone's
mandated responsiblity,and can also mandatecare or insurancecoveragewhich is financed
privately. And most if not all public provisionshould be fully financedby govermnent,but
possibly with much more scope for financethan for provisionby the state. The largest
sphere pertains to information,coveringactivitiesin which there is no other public
interferencewith the market. In contrast, Figure 1OBshows a much smaller effort to inform
or regulate, very little use of mandatesthat are not also publicly financed, and a sphere of
provision as large as, or even larger than, that of finance.
Of all the instrumentsof public action, regulationmay be the most under-utilized.
Brazil and Chile both provide examplesof the resulting problems. In Brazil, the state
financesthree-quartersof medical care but directlyprovidesonly about one-quarter of it, so
the instrumentsof finance and provisionare used in the appropriateorder. But there is very
little regulationof the competenceof medical professionals,of the quality of care, or of the
rapidly-growingprivate insuranceindustry. The lack of regulationeven interfereswith
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financingthe system, since private insurers sometimessend their customersto publiclyfinancedfacilitieswithoutpaying for care, and until recentlyfraud was widespread [World
Bank 1994b;Medici and Czapski 1995]. In Chile, the private insuranceindustry was created
by public action, with essentiallyno regulation--butwith a mandateallowingpeople to spend
on private insurance,the tax contributionsthat formerly were used to financethe public
system [WorldBank 1994a]. The lack of regulationmay not have affectedmedical quality,
but it has worsenedthe financial situationof public facilities, raised administrativecosts, and
promotedrisk selection. Even more serious failures to regulatehave arisen in Eastern and
Central Europe, as former state monopoliesof health financeand provisionhave given way
to competitiveprivate provision.
A second thing governmentsshould do is to stimulatecompetitionin the provisionof
health care. This is largely a matter of promotingpublic/privatecompetition, for the reasons
described above, but it also includesremovingany unjustifiedbarriers to competitionwithin
the private sector, and betweenfor-profitand non-profitproviderssuch as non-governmental
organizations. The lack of competitionis usually less of a problem in the domain of lowcost, health-relatedactivities than in the domain of costlier activitiesrequiring insurance.
This recommendation extends a fortion to non-medical components of health care such as the

"hotel" services of hospitals. How far competitionshouldbe carried is not alwaysobvious.
For example, whether public facilitiesshould make their own purchasingdecisions for such
inputs as drugs, depends on whether central bulk purchasingreduces costs while maintaining
adequate supplies. Even in the latter case, there should of course be competitonamong
suppliers for such purchases.
Except for the risk that providerswill compete by offeringmore services rather than
by raising quality or reducing costs--a risk that is greatest when payment is by fee-forservice--competitionappears to be beneficialin health care provision,just as in other
industries. Competitionis less desirablein health carefinancing, both because administrative
costs are likely to be higher and because it is competitionamong insurers that leads to risk
selection. Experience in OECD countriessuggeststhat good results can be obtained with one
or with many insurers, but only if they are closelyregulated.
Third, governmentsshould put as much of the incentivefor cost containmentas
possible on the supply side of the market, rather than on consumers. This is almost a
necessitywhere poor consumers are concerned,since their povertyalready sharply limits
what they can spend. But the evidenceis that even non-poorconsumers do not respond to
higher prices by using health services more cost-effectively.It also appears that providers
have considerablescope for controllingexpenditureby limiting volumeas well as unit costs.
And theory indicates that an optimal paymentsystemshould use supply-sidemeasures to
control costs; reimbursingprovidersfully accordingto costs is nleverthe best solution [Ellis
and McGuire 1990, 1993]. As income increasesand povertydeclines, of course, it becomes
easier to pass the burden of cost containmentto consumers. However,it does not become
medically any more effectiveor economicallyany more efficientto do so. Moreover,as
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income increases the capacity for supply-side responses by providers also increases, so it
continues to be preferable to keep cost control incentives on the supply side of the market.
Finally, it is urgent to deal with the pervasive problem of government failure, and to
improve the capacity to do whatever government ends up doing. This is especially important
when market failures are so important that for the public sector to withdraw, on the ground
that it also is subject to failure, would only make matters worse. Much of the criticism that
governments, particularly in poor countries, try to do too much in health arises because of
how badly they appear to operate, more than from any evidence that they have exceeded
some optimum degree of state intervention. More skill and understanding, and fewer internal
barriers to efficiency, make sense whether the state's role shrinks, as by leaving more
provision to the private sector, or expands, to finance more coverage for the poor. One of
the things governments generally need to do better, particularly in poor countries where
much private medical practice may be of low quality, is to use regulation, mandates, training
and other interventions to help the private sector function better. This is increasingly
recognized as an essential component of almost any health sector reform, and the need for it
will only increase as health systems become more expensive and complex. All five
instruments of intervention--information, regulation, mandates, finance and provision--need to
be used well, and using less of one instrument and more of another will not, in general,
reduce the need for governments to perform capably.

How to Spend Public Money on Health Care
Governmentsthat promise, or try, to pay for all the health care that people want, find
that they cannot do it. Either total expenditure expands more than the population is
politically willingto pay, or non-pricerationingbecomes increasinglysevere. To mitigate
these problems, it is crucial to set some criteria for the use of public expenditureon health
care. This is particularly important,given the tendencyfor public financingto expand as
countries become richer and the health sector becomes more complex. As the evidence in
Part 3 indicates, it is difficult to avoid the need for public choices about expenditure by
financing relatively little care, relying on other mechanisms such as regulation, and leaving
such decisions to private markets.
A first rule about how to spend public funds (including those mandated by earmnarked

taxes such as social security contributions)is to give priority to highly cost-effectivepublic
goods. This advice is most pertinent for poor countries, where these activitiescould absorb
(nearly) all of what the state now spends on health, and where there is the least doubt about
what should be included in a publicly-financedpackage of services. However,it is still
relevantfor rich countries, despitethe very small share of spendingrepresented,if they have
not achieveduniversalcoverageof such services as immunizationor exploitedall the
justifiable possibilites for influencingbehaviorthrough informationand regulation.
Once public goods and services with substantialexternalitiesare adequatelyfinanced,
the question becomes how to spend public funds on individual,clinical services which are
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largelyprivate goods. At low income levels, the best answer starts with defining an
"essentialpackage" of services, with everythingoutside the package regarded as
"discretionary"and to be paid for privately [WorldBank 1993b,Chapter 3]. If the criterion
for what goes into the package is cost-effectiveness,this approachmaximizesthe potential
health gain. A package can also include only interventionsknown to be highly effective,
with less regard for their cost, as in the revised version of the publicly-financedMedicaid
Plan for the poor in the state of Oregon [Hadorn 1991]. This has the effect of giving lifesaving interventionsfor a few individualspriority over low-cost,low-gaincare for large
numbersof people: in effect it treats gains in health non-linearlyacross beneficiaries.
However,there is alwaysa trade-offbetweenfinancingsome services for the entire
population, irrespectiveof people's capacity and willingnessto pay for them, and financing
more services for the poor. Making this distinctionrequires discriminatingamong
beneficiariesin some way, such as by geographicdifferencesin the services financedor
differentialuser charges. The evidenceon how easily and effectivelythat can be done is
mixed and incomplete,as Part 3 indicates, so the only general rule that can be suggestedis
not to use public funds to pay for a service for non-poorbeneficiariesunless the poor have
access to the same service on equal or more favorableterms [Bobadilla,Cowley,Musgrove
and Saxenian 1994]. Services that fall in the domain of low-costactivitiesnot requiring
insuranceshould be subsidizedonly for the poor; services which may be catastrophically
costly but are still cost-effectivebecause they yield large health gains, can be financed--but
obviously not subsidized--foreveryone.
As countries become richer, there are three broad choices to follow. One is to
continue to use the same criteria of costs, effectivenessand equity, but to cover a wider
range--a more generouspackage--ofpublicly-financedcare, maintainingthe distinction
between what is essential and what is discretionary. There are two chief limitationsto this
approach. One is the difficultyof choosingamong the thousandsof medical procedures
available,includingthe need for repeated decisionsas new procedures are invented. This
approachis followedin Canada, and in the publicly-fundedprogramsof the United States.
In practice, the range of interventionsfunded publiclybecomes very large. The other
limitation is the necessityto regulatethe providersthat deliver the package and ensure that
public money actually goes to the desired interventionsand is not spent on those considered
discretionary. Unfortunately,this is easiestunder fee-for-servicepaymentto private
providers, where the governmentcan choose to pay for some interventionsbut not for others.
It is probably hardest under public provisionwith budgets that do not depend on service
output, where economic incentivesare weak and simply exhortatingprovidersto deliver the
services in the packagemay be ineffective[Musgrove1995a].
A second approachis to maintain a smaller essentialpackage,which will not exhaust
the availablepublic funds, and leave more discretion to providersas to what to do with
public money--subjectto overall spendingcontrols such as global budgets or other incentives
for cost containment. This requires less explicit, central decision and may take better
account of the variation among patients by leaving more decisions to doctors. One advantage
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of this approachis to make it easier to "include"a particular procedure in the package and
still limit the number of people who receive it, which may reduce inappropriatecare and
avoid the political difficultiesof explicitexclusion. SeveralEuropeancountries, including
both direct finance systemssuch as the United Kingdomand mandated social insuranceas in
Germany,have followedthis approach. When providerscan deliver almost any service they
choose, but are constrainedby a total budget, the result is often queueingor waitinglists for
non-emergencycare. This clearly reduces patient satisfaction,but it can be medically
efficient. And the total welfareloss to societymay be no larger than when such controls are
absent and some resources are wastedon excessuse of medical care [Feldman1994].
A third possibilityis to circumscribepublic funding to a small essential package and
allow everythingelse to be financedprivately,subjectto some combinationof mandates and
regulation. Under this approach, the poor would be coveredonly for the essential package.
No country has really succeededwith this approachin controllingadverse selection or in
holding health expendituresteady as a share of income. And for countries which have
already reached a large share of expenditurethrough social insurance,reducing the public
share and expandingprivate insurancewould probably raise costs and increase inequity.
Supplementalprivate insurancecan alwaysexist at the margin, even in countries such as
Canada with generous public finance [Hicks 1996]; the choice for public policy is where to
draw the margin. With some exceptions,high-incomecountries have drawn it to include a
large public share in finance. The questionis whether lower-incomecountriescould copy
the success of such arrangementswith a significantlysmaller dependenceon government
finance. There is little empirical evidenceas to whether that would be easy to do.
The notion of a package as a wayto determinehow to use public resources for
health, followsthe distinctionamong domainsof health care developedin Part 2. That is, it
is based on the properties of the health interventionsthemselves. So far as any distinction is
made among population groups, it is limitedto favoring--or at least not discriminating
against--thepoor. This followsfrom the distinctionbetween services that the non-poorcan
afford out of pocket, and those which would be catastrophicallycostly for much of the
population. In consequence,a package of publicly-financedhealth care should not be based
in the first instanceon the notion of "vulnerablegroups" in the population, defined by any
other criterion such as age or sex. There is no ethical basis for giving preferenceto certain
populationgroups independentlyof their health problems and of the scope for state
intervention. Moreover, as the discussionof "merit goods" indicates, many examplesof
"vulnerability"correspondto other justificationsfor a public role. This is the case for some
public goods which preferentiallybenefit certain groups, and for poverty in general.
Neither the "dos" nor the "don'ts" suggestedhere specifyjust how much health care
should be publiclyfinanced(or provided),or which taxesto use, or which payment
mechanisms. Still less do they describe the ideal mixture of mandates, regulationsand
informationgovernmentsshould adopt. Countries display a variety of choices on these
matters. Nonetheless it is clear that some state interventionin the health sector is highly
justified, and that much could be gained by avoidingcertain common and costly mistakes of
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inadequate, excessiveor inappropriateinterferencein health care markets. If the frontier
between private and public activity is properly drawn, the state can perform better and
thereby help ensure that the health sector as a whole performsbetter.
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STATISTICAL
ANNEX
Each observationin Figures 3 through 9 refers to a country; observationsare limitedto those
countries for which both public and private expenditureare estimateddirectly (not from
regressions). Income estimates are for 1991, expenditureand demographicestimates for
1990 or 1991; estimates are sometimesbased on data for a year as close to 1990 as possible,
betwteen 1983 and 1987, with adjustmentproportionalto changesin GDP for expenditure
data. The variablesused to generate Figures 3 through 9 are shown in Annex Table 1 and
are described below. The table lists all countries for which data were used in any of the
Figures; the number of countries for which data were availablevaries from one Figure to
another.
Income (italicizedfigures are derivedfrom regressionestimates)
1.
Income per capita, purchasingpower parity (PPP) dollars
2.
Income quartile, among all countries (not just those for which health expenditure is
estimated). Values = 1 (poorest), 2, 3, 4 (richest)
Health Status
3.
4.

Life expectancyat birth (years)
Child mortalityunder age five (per thousandchildren in age group)

Health expenditureand public/privateshares
5.
Total health expenditureas share of GDP
6.
Public expenditureon health as share of total health expenditure
7.
Public expenditureshare quartile, among all countries for which var (6) is available.
Values = 1 (lowest),2, 3, 4 (highest)
Compositionof finance
8.
Directly-financedpublic expenditure(expenditureby Ministryof Health and all other
public agenciesexcept social security organizations)as share of total public expenditure
9.
Insurance (non out-of-pocket)expenditureas share of total health expenditure,
10. Public expenditureas share of total insurance(non out-of-pocket)expenditure,
Variablesused to generateeach Figure
Figure 3 relates variables 1 and 5.
Figure 4 relates variables 1 and 6.
Figure 5 relates variables5 and 6, with countriesclassifiedby variable 2.
Figure 6a relates deviationsfrom a regressionrelating variables 1 and 5 to
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deviations from a regressionrelatingvariables 1 and 3, with countries classifiedby
variable 2.
Figure 6b is identicalto Figure 6a, exceptthat countriesare classifiedby variable7.
Figure 7a relates deviationsfrom a regressionrelatingvariables 1 and 5 to
deviations from a regression relatingvariables 1 and 4, with countries classifiedby
variable 2.
Figure 7b is identical to Figure 7a, exceptthat countriesare classifiedby variable 7.
Figure 8 relates variables9 and 10, with countries classifiedby variable 2.
Figure 9 relates variables6 and 8, with countries classifiedby variable2.
Display of variablesin Figures
Figures 3 and 4 show the variablesdirectly.
Figures 5, 8 and 9 show the informationin polar coordinates:one variable is displayed
radially (distancefrom the origin) and the other in angularform (share of the angle between
the horizontal and vertical axes).
Figures 6a, 6b, 7a and 7b show deviationsfrom estimatedvalues rather than the values of
the variables.
Sources of data
Variables1-4 were taken for all countries from World Bank [1993b]and the World Bank's
Economicand Social Data Base. Variables5-7 were taken from Govindaraj,Murray and
Chellaraj [1994]for Latin Americanand Caribbean countriesand from Murray, Govindaraj
and Musgrove[1994] for all other countries. Variables8-10 were estimated from a variety
of sources, includingthe GovernmentFinancial StatisticsYearbook;Mesa-Lago[1992] for
Latin American countries Argentina,Brazil, Colombia, Costa Rica, Ecuador, Mexico, Peru,
Uruguay and Venezuela);Griffin [1992]for Asia (Bangladesh,Bhutan, China, Malaysia,
Myanmar,Nepal, Papua New Guinea); Shaw and Griffin [1995] for Ethiopia, Nigeria and
Tanzania;Vogel[1993] for ten African countries (BurkinaFaso, Burundi, Cote d'Ivoire,
Ethiopia, Ghana, Guinea, Kenya,Lesotho, Madagascarand Malawi);OECD [1992] and
Schieber,Pouillier and Greenwald[1992]for OECD countries (Canada, France, Germany,
Japan, the United Kingdomand the United States); and World Bank reports on individual
countriesas indicatedat the end of the list of references(India, Jamaica, Mozambique,
Nicaragua, Nigeria, Pakistan, Tunisia, Venezuelaand Zimbabwe).

AnnexTable 1
VARIABLENUMBER
COUNTRY
1

2

3

4

5

6

7

8

9

10

600
570
370
1120
720
710

1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
1
2
2
2

47
51
48
46
48
51
42
45
46
48
48
46
52
59
51
54
52
48
55
60
55

280
165
197
185
180
170
360
201
222
200
159
320
191

0.06
0.05
0.04
0.03
0.03
0.03
0.02
0.05
0.04
0.05
0.09
0.05
0.03
0.04
0.04
0.04
0.03
0.04
0.04
0.06
0.03
0.04
0.06

0.75
0.68
0.61
0.47
0.52
0.50
0.71
0.58
0.54
0.54
0.82
0.68
0.44
0.63
0.65
0.61
0.52
0.62
0.49
0.52
0.38
0.59
0.57

4.00
3.00
3.00
2.00
2.00
2.00
4.00
3.00
2.00
2.00
4.00
3.00
1.00
3.00
3.00
3.00
2.00
3.00
2.00
2.00
1.00
3.00
2.00

1.00
1.00
1.00

0.75
0.82

0.83

0.62

0.76

0.81
0.89

0.83
0.50

0.06
0.04
0.05
0.03
0.02
0.03
0.03
0.03
0.04
0.02
0.02
0.04
0.05
0.03
0.07

0.22
0.60
0.49
0.44

1.00
3.00
2.00
1.00

0.53
0.40
0.49
0.35
0.50
0.64
0.22
0.43

2.00
1.00
2.00
1.00
2.00
3.00
1.00
1.00
1.00

0.07
0.06
0.06
0.06
0.04
0.06
0.05
0.09
0.08
0.04
0.03
0.10
0.06
0.07
0.05
0.09
0.05
0.09

0.26

SUB-SAHARAN
AFRICA
Mozambiqwe
Tanzarur
Ethiopia
Uganda
Burundi
Madaga9cr
Sierra Leone
Malawi
Rwanda
Mali
BurkinaFaso
Niger
Nigera

Konya
Benin

Togo
Cote d'lvore
Senegal
Ghana
Zimbabwe
Ca4nroon
Guinea
South Africa

800

800
680

480
750
790
1360
1350
1800

1310
1510
1680

2000
2160
2400

83

170
143
90
156

3

63

170
58
125
268
91

1

60
69
53
51

127
43
135
137

59
s0
71
60
65
56
69
71
70

139
171
22
111
62
169
36
20
10

55

156
62
125

1

44

0.76
0.52
0.62

1.00
0.56

0.65
0.68

ASIA

Inda
Chiha
Nepal
Banglesh
Bhutan

1150
1680
1130
1160
620

MyannMr
Pakistn
Laws
SriLanka
Indonesia
Philippines
PapumNew Guinea
Thalland
Malaysia
Korea. Rep.

1970
1930
2650
2730
2440
1830
5270
7400
8320

1
1
1
1
1
2
2
2
2
2
2
3
3
4

0.41

0.21
0.00

026

0.44

0.49
0.44

1.00
1.00
1.00
1.00

1.00
1.00
1.00

0.53

0.53
0.67
0.80
1.00
0.90
1.00
0.12

0.64
0.43

LATINAMERICAANDCARIBBEAN
Haii
Honduras
Bolvis
Dominican RepubIc

Ecuador
El Salvador
Guatemala
Jamaica
Nicangua
Paraguay
Poru
Argenlina
Brazil
Chile
Colombia
Costa Rica
Mexco
Panama

1220
1820
2170
3080
4140
2110
3180
3670
255
3420
3110
5120
5240
7060
5460
5100
7170
4910

1
1
2
2
2
2
2
2
2
2
2
3
3
3
3
3
3
3

es

59
67
66
6s
64
73
6s
67
64
71
66
72
69
76
70
73

U

42
52
84
26
106
37
73
26
69
20
21
38

0.45

0.29
0.34
0.63
0.30
0.33
0.35
0.62
0.25
0.34
0.61
0.43
0.48
0.57
0.82
o.66
0.60

1.00
1.00
1.00
1.00
3.00
1.00
1.00
1.00
3.00
1.00
1.00
3.00
1.00
2.00
2.00
4.00
2.00
3.00

0.17
0.77
0.62
0.32
0.61
1.00
1.00
0.31
0.59
0.45
0.50
0.43
0.19
0.15
0.41

0.44

0.80

0.34

1.00

0.49

Annex Table 1
VARIABLENUMBER
COUNTRY
Unrguay
Trinidad& Tobago
Venezueda
Antigua& Barbuda
Bahamas
Barbados
Besze
VirginIslands
Dominica
Grenada
Guyana
SLKitts& Nevis
SL Lucia
St. Vincent
Surname

1
6670
8380
8120

2
3
4
4
3
4
4
2
4
3
3
1
3
3
2
3

3
73
71
70
74
69
75
68
74
72
70
65
70
72
71
6s

EASTERNEUROPE,MIDDLEEASTANDNORTHAFRICA
2
4490
Kazakhstan
71
2
4500
Poland
2
61
3600
Egypt
63
2
3340
Morocco
4980
3
72
Bulgaria
72
3
6250
Czechoslovakia
3
70
6060
Hungary
70
3
90.0
Ro;ania
67
3
4840
Turkey
6o
3
5640
Aigeia
65
4670
3
Iran
69
4670
3
Jordan
3
67
5220
Syria
67
3
4690
Tunisia
4
6s
10850
SaudiArabia
2
52
Yemen
OECDANDOTHERWESTERNEUROPE
7680
Greece
9450
Portugal
11430
Ireland
13460
Israel
13970
NewZealand
12670
Spain
18520
HongKong
15760
Singapore
1W40
UnitedKhgdom
160
Australia
17040
Htdy
1620
Nefterands
17510
BegIum
17690
Austria
18430
France
19320
Canada
22130
UnitedStates
19770
Germany
1760
Denmark
16130
Finland
17170
Norway
17490
Sweden
19390
Japan
21780
Switzerland

3
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4
4

77
74
75
76
76
77
78
74
78
77
77
77
76
76
77
77
76
76
75
76
77
78
79
78

5
0.08
0.05
0.04
0.05
0.05
0.06
0.06
0.05
0.08
0.06
0.10
0.07
0.08
0.06
0.04

6
0.76
0.59
0.47
0.54
0.54
0.52
0.48
0.57
0.64
0.69
0.44
0.51
0.72
0.63
026

7
4.00
3.00
2.00
2.00
2.00
2.00
2.00
2.00
3.00
3.00
1.00
2.00
4.00
3.00
1.00

20
S6
71
21
13
20
31
94
62
64
34
44
45
81
163

0.05
0.03
0.03
0.05
0.06
0.06
0.04
0.04
0.07
0.03
0.04
0.02
0.05
0.05
0.03

0.80
0.38
0.35
0.81
0.85
0.63
0.62
0.36
0.77
0.56
0.47
0.19
0.67
0.65
0.47

4.00
1.00
1.00
4.00
4.00
4.00
3.00
1.00
4.00
3.00
2.00
1.00
3.00
3.00
2.00

13
13
10
10
11
10
7
8
9
9
11
9
11
10
9
9
11
9
10
6
10
8
6
9

0.06
0.07
0.07
0.04
0.07
0.07
0.08
0.02
0.08
0.08
0.08
0.08
0.08
0.06
0.09
0.09
0.13
0.06
0.06
0.07
0.07
0.09
0.07
0.08

0.76
0.61
0.62
0.50
0.62
0.79
0.19
0.58
0.55
0.70
0.77
0.72
0.83
0.66
0.74
0.75
0.44
0.73
0.64
0.84
0.95
0.90
0.74
0.68

4.00
3.00
4.00
2.00
4.00
4.00
1.00
3.00
4.00
4.00
4.00
4.00
4.00
3.00
4.00
4.00
1.00
4.00
4.00
4.00
4.00
4.00
4.00
3.00

4
23
26

8
0.81

9
0.90

10
0.85

0.92

0.73

0.99

0.86

0.96
0.95
0.89
0.97

0.78
0.79
0.80
0.75

0.97

0.76

0.75

0.05
0.84
0.58

0.63

0.94
0.03
0.85
0.69
0.96
0.97
0.54
0.00
0.90
0.80
0.79
0.58
0.72
0.07
0.54
0.67
0.04
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