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PREFACE 
 
In few areas are the relations between the state and the market as complex as in the health sector.  
Substantial market failures provide reasons for much greater public involvement than in other segments of 
the economy.   At the same time, public intervention has often given rise to what may be called 
government failure.  Both economic theory and empirical study provide valuable insights to what 
governments and the private sector are good at doing and what they are less good at doing to achieve 
efficiency and equity. 
 
This paper reviews this topic from the perspective of institutional economics and organizational theory.  It 
summarizes both the theoretical literature and experiences in different country settings.   
 
The authors present a strong argument for a continued and even enhanced role for the state in providing 
sectoral stewardship and securing equitable and sustainable financing for the health sector.  But they 
challenges the nature of public intervention pursued by many governments, especially the production of 
health services and generation of inputs, which they conclude would often be better left to the private 
sector. 
 
Philip Musgrove 
 
Lead Economist 
Health, Nutrition and Population  
Human Development Department 
World Bank 
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The Economics of Public and Private Roles in Health Care: 
Insights from Institutional Economics and Organizational Theory 

A.  A HISTORICAL SNAPSHOT 
  
 Advances in health during the past few decades 
are impressive. The increase in life expectancy and the 
decrease in fertility throughout the world have been 
greater in the past 40 years than during the previous 
4,000 years (Figure 1). Life expectancy is almost 25 
years longer today than at similar income levels in 1900. 
 

Unparalleled Improvements in
Life Expectancy and Fertility Rates

Figure 1
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 These gains in health are partly the result of 
improvements in income and education, with 
accompanying improvements in nutrition, access to 
contraceptives, hygiene, housing, water supplies, and 
sanitation. Asis described by the World Health 
Organization (WHO) in its 2000 World Health Report, 
the achievements in health during the twentieth century 
are also a result of new knowledge about the causes, 
prevention, and treatment of disease, and policies that 
make known interventions more accessible. 
 
 International experience indicates that the 
underlying cause of most threats to good health are well 
known today, and affordable drugs, surgeries and other 
interventions are often available, even in low-income 
countries. But, because of weakness in one or more of 
three core functions of health systems—financing, 
generation of inputs, and provision of services—
potentially effective policies and programs often fail to 
reach the poor. 
 
 The financing function includes the collection 
and pooling of revenues and the use of these revenues, 

through purchasing or budget transfers to service 
providers. The resource-generation function includes the 
production, import, export, distribution, and retail of 
human resources, knowledge, pharmaceuticals, medical 
equipment, other consumables, and capital. The service-
delivery function includes both population-base and 
personal clinical services provided by the public sector 
and private sector (nonprofit and for-profit) 
 
 These core functions are influenced by 
governments through their stewardship function and by 
the population through demand and markets. The 
combined effects of these five factors lead to either good 
or poor performance in health outcomes, financial 
protection, and responsiveness to consumer expectations 
(Figure 2).1 
 
 Health systems are dysfunctional sometimes 
because of uneven development among the core 
functions and sometimes because of poor coordination 
and complimentarity between the public and private 
sector. 
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 We argue in favor of greater private sector 
participation in generating inputs and providing health 
services and a strong government engagement in 
securing equitable and sustainable financing as well as 
executing the “stewardship function.” In too many 
countries, these roles are reversed, with adverse effects 
on equity and efficiency. 
From Centuries of Minimalism … 
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 Ideological views on the roles of the state and 
the private sector belong to a long list of false antitheses 
in the field of medicine and health care.2 Since the 
beginning of written history, the pendulum has swung 
back and forth between minimalist and heavy-handed 
state involvement in the health sector. 
 
 During antiquity, people used home remedies 
and private healers when they were ill. Yet, as early as 
the second millennium B.C., the papyri give fascinating 
evidence that Imhotep, archetypal physician, priest, and 
court official in ancient Egypt, introduced a system of 
publicly provided health care with healers who were 
paid by the community.3  
 
 This early experiment in organized health care 
did not survive the test of time. The Code of 
Hammurabi (1792–50 B.C.) laid down a system of 
direct fee-for-service payment, based on the nature of 
services rendered and the patient’s ability to pay.4 For 
the next three thousand years, the state’s involvement in 
health care revolved mainly around enforcing the rules 
of compensation for personal injury and protection of the 
self-governing medical guild.5  
 
 At best, financing, organization, and provision 
of health care was limited to the royal courts of kings, 
emperors, and other nobility who might have a physician 
for their personal use and for their troops at the time of 
battle. The masses got by with local healers, midwives, 
natural remedies, apothecaries, and quacks. 
 
… to Heavy-Handed State Involvement 
 
 Unlike this early private participation in health 
care, during the twentieth century, governments of most 
countries have become central to health policy, often  
both financing and delivering a wide range of care. 
Today, most industrial countries have achieved universal 
access to health care through a mix of public and private 
financing arrangements and providers.6 
 
 Proponents of such public sector involvement in 
health care have argued their case on both philosophical 
and technical grounds. In most societies, care for the sick 
and disabled is considered an expression of humanitarian 
and philosophical aspirations.  
 
 But one does not have to resort to moral 
principles or arguments about the welfare state to 
warrant collective intervention in health. The past 
century is rich in examples of how the privates sector 

and market forces alone failed to secure efficiency and 
equity in the health sector. 
 
 Economic theory provides ample justification 
for such an engagement on both theoretical and practical 
grounds to secure: 
 
• efficiency—since significant market failure exists in 

the health sector (information asymmetries; public 
goods; positive and negative externalities; distorting 
or monopolistic market power of many providers 
and producers; absence of functioning markets in 
some areas; and frequent occurrence of high 
transaction costs)7  

 
• equity—since individuals and families often fail to 

protect themselves adequately against the risks of 
illness and disability on a voluntary basis due to 
short-sightedness (free-riding) and characteristic 
shortcomings of private health insurance (moral 
hazard and adverse selection).8 

 
 Largely inspired by western welfare state 
experiences such as the British National Health Service 
(NHS) and the problems of market failure, during the 
past 50 years, many low- and middle-income countries 
established state-funded health care systems with 
services produced by a vertically integrated public 
bureaucracy.  
 
… and Back to Neoliberalism of the 1990s 
 
 During the 1980s and 1990s, the pendulum 
began to swing back in the opposite direction. During 
the Reagan and Thatcher Era,9 the world witnessed a 
growing willingness to experiment with market 
approaches in the social sectors (health, education, and 
social protection). This was true even in countries such 
as Great Britain, New Zealand, and Australia—historical 
bastions of the welfare state. 
 
 As in the ascendancy of state involvement, the 
recent cooling toward state involvement in health care 
and enthusiasm for private solutions has been motivated 
by both ideological and technical arguments. 
 
 The political imperative that has accompanied 
liberalization in many former socialist states and the 
economic shocks in East Asia and Latin America 
certainly contributed to a global sense of urgency to 
reform inefficient and bloated bureaucracies and to 
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establish smaller governments with greater 
accountability.10  
 
 Yet, it would be too easy to blame ideology and 
economic crisis for the recent surge in attempts to reform 
health care systems by exposing public services to 
competitive market forces, downsizing the public sector, 
and increasing private sector participation.11  
 
 In reality, the welfare-state approach failed to 
address many of the health needs of populations across 
the world.12 Hence, the dilemma of policymakers 
worldwide: although state involvement in the health 
sector is clearly needed, it is typically beset by public 
sector production failure.13 
 
… toward a New Stewardship Role of the State 
 
 Today, governments everywhere are reassessing 
when, where, how, and how much to intervene or 
whether to leave things to the market forces of patients’ 
demand.  
 
 The growing consensus is that to address this 
problem requires a better match between the roles of the 
state and the private sector, and their respective 
capabilities—getting the fundamentals rights. In most 
countries, this means rebalancing an already complex 
mix of public and private roles in the health sector.14 
 
 To improve efficiency or equity, governments 
can choose from an extensive range of actions—from 
least to most intrusive. These include: 
 

• providing information to encourage behavioral 
changes needed to improve health outcomes     

• developing and enforcing policies and 
regulations to influence public and private sector 
activities  

• issuing mandates or purchasing services from 
public and private providers  

• providing subsidies to pay for services directly 
or indirectly  

• producing (in-house) preventive and curative 
services. 

 
 In many countries, for reasons of both 
ideological views and weak public capacity to deal with 
information asymmetry, contracting, and regulatory 
problems, governments often try to do too much—
especially in terms of in-house service delivery—with 
too few resources and little capability. 

 
 Parallel to such public production, the same 
well-intending governments often fail to: 
 

• develop effective policies and make available 
information about personal hygiene, healthy 
lifestyles, and appropriate use of health care 
regulate and contract with available private 
sector providers 

• ensure that adequate financing arrangements are 
available for the whole population  

• secure access to public goods with large 
externalities for the whole population. 

 
The next section will present a discussion of the 

most significant sources of government production 
failure to which market-based solutions are being 
applied and the market imperfections that must be 
addressed to optimize complementarity between the two 
sectors. 
 

B. THE NATURE OF GOVERNMENT FAILURE 
 
 Many attempts have been made in recent years 
to reinvigorate the public sector through “best-practice” 
management techniques. Borrowed from the private 
sector and organizational reforms, these tools attempt to 
replicate the private incentive environment. 15 
 
 These reforms have included efforts to 
strengthen the managerial expertise of health sector staff, 
both through training and recruitment policies. 
Frequently, attempts are also made to use business 
process reengineering, patient-focused care, and quality-
improvement techniques. Such efforts have also included 
setting up clinical directorates, introducing improved 
information systems to facilitate effective decision 
making, and performance benchmarking.16 
 
 Why has the public sector been so impervious to 
these types of management and organizational 
reforms?17 A review of theories regarding governments’ 
performance of their multiple functions is needed to shed 
light on the profound nature of the structural problems 
involved. This review complements the well-developed 
theories of market failure provided by health 
economists.18 Below we explore the problems of poor 
public accountability, information asymmetry, abuse of 
monopoly power, failure to provide public goods, and 
loss in strategic policy formulation that have parallels in 
market failure. 
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Problems Relating to Public Accountability 
 
  The first set of problems relates to the difficult 
task of translating individuals’ preferences into public 
polity and getting that policy implemented. As we know, 
all public interventions involve transfers of benefits to 
some people and costs to others, leaving both winners 
and losers.19 Accountability means that government 
action accords with the will of the people it represents. 
Yet, since people’s values are never perfectly 
homogeneous in any society, accountability will always 
be based on some imperfect rule about the aggregation 
of individual values or respect for minority interests.20 
 
 This raises several intractable procedural issues 
relating to accountability in the electoral process, 
taxation policies, content of public spending programs, 
and vested bureaucratic interests.  
 
 Ballots are blunt instruments that cannot capture 
the full range of issues that may be bundled together at 
election time. The intensity of views on any one issue 
cannot be reflected. And, election promises are often not 
kept. So at best, public spending policies are an 
imprecise reflection of social values. 
 
 Majority rule in itself can be a form of tyranny if 
applied strictly without constraints. Most democratic 
societies safeguard minority interests to some extent, but 
even with good intentions there are limits to both 
practicality and desirability in this respect. 
 
 Finally, public servants may have strong 
conflicts between their own interests and their assigned 
responsibilities to execute the collective will of the 
society they represent. And, their political overseers may 
also have strong vested interests that are different from 
those of the society that they represent.21 
 
 In an ideal setting, good public accountability 
would be secured through a large intersection 
(authorizing environment) between fairly homogeneous 
social values, a political agenda that reflects such values, 
and vested bureaucratic interests (Figure 3, left box).22 
For example, there may be general social agreement that 
the population has to be protected against the financial 
consequences of illness through some sort of health 
insurance system. When the policies of the political 
party in power are consistent with such values and 
bureaucrats have the capacity to implement them, the 
intersection will be large. 
 

Ideal Real

Social 
Values

Political
Agenda

Bureaucratic
Interests

The Authorizing Environment Needed
for Good Public Sector Accountability

Social 
Values

Political
Agenda

Bureaucratic
Interests

Figure 3

 
 
 In the health sector, a further tension exists 
between the authorizing environment needed for good 
public accountability and most individuals’ desire for 
some sovereignty over their own health care. This leads 
to difficult dilemmas during the rationing of care or 
design of compulsory programs, based on the application 
of some sort of majority rule that infringes on either 
perceived minority group rights or individual survival.23 
Normal rational individuals who may share social values 
about the need to ration health care resources often lose 
their commitment to such values when confronted by 
resource constraints in the face of serious illness or 
death. 
 
Information Asymmetry in the Public Sector 
 
 Information asymmetry can occur in three major 
ways in the health sector—between patient (public) and 
health care professional; between patient and 
administrator or health care system; and between health 
care professional and administrator or health care 
system. 
 Patients know more about their symptoms than 
doctors but may—unwittingly or deliberately—not 
articulate this clearly. Doctors know more about the 
causes, prognosis, and effectiveness of available 
treatments but may not communicate this clearly to the 
patient. Or, the patient may not understand the 
implications of what he/she is being told. For 
paternalistic reasons, the doctor may deliberately conceal 
information, based on a judgement that the patient will 
not be able to cope with the full knowledge of his/or her 
ailment (e.g., terminal cancer). Through self-selection, 
these problems are typically worse in the public sector, 
which has to deal with large volumes of poorer and less 
educated patients. 
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 When it comes to interactions between patients 
(public) and health care administrators, patients may try 
to avoid being excluded or paying higher health care 
premiums by choosing to conceal pre-existing 
conditions. Similarly, there is often have a lack of 
information and understanding of available public 
programs. The benefit of gathering useful data about 
such programs is usually undervalued compared with its 
cost. Some of these programs may be too complex to 
fully understand even if information were available. 
Frequently, the lack of transparency in the rationing of 
scarce resources is deliberate. 
 
 Finally, some serious information asymmetries 
exist between health care providers and the 
administrators for whom they work (or between 
administrators and owners). Health care providers—as 
advocates for patients—have a much better 
understanding of legitimate needs or demands. 
Administrators have a much better understanding about 
supply and cost of available resources but know little 
about a selected intervention’s appropriateness or 
effectiveness. The doctor’s well-know information 
advantage over the patient is not solved by the existence 
of a public employer or administrator who knows even 
less about interactions between patients and providers. 
 
Associated Higher Transaction Costs 
 
 Such information asymmetries add to agency 
costs in terms of structuring, monitoring, and bonding 
contracts among agents and principals with conflicting 
interests.24 Private firms, concerned about profits, have a 
strong incentive to limit agency costs related to 
information asymmetry.25 Public agencies that are not 
held to a clear “bottom line” due to unspecified social 
functions and many complex sources of subsidies do not 
receive clear signals about the agency cost of such 
information asymmetry. 
  
 Not surprisingly, many public health care 
facilities in low- and middle-income countries do not 
keep detailed patient records, do not know through-put 
statistics, and do not know the unit costs of the 
procedures they are using or illnesses they treat. 
Hospitals are often not doing what policymakers or 
administrators would like, or what they think they 
should be doing. And, doctors working in such public 
hospitals maintain an information advantage that gives 
them a great deal of latitude to pursue their own 
interests. Paradoxically, since public systems often give 

their beneficiaries less leverage than private systems 
give their clients, patients may be less able to use the 
information they do possess to influence their own 
treatment.  
 
Potential for Corruption 
 
 Worse than this “ignorance by default,” due to 
information asymmetry, are the information problems 
deliberately engineered by politicians, bureaucrats, 
organizations, and health care providers entrusted with 
public accountability.  
 
 Although deliberate deception and fiscal fraud is 
usually sanctioned severely, it is much harder to hold the 
public sector accountable for petty abuses, avoidance, 
and obfuscation. Such deception may take the form of 
hidden costs, subsidies, cost shifting, or inflation. Or it 
may occur as an amplification of benefits, exaggeration 
of the consequences of alternatives, or claiming credit 
for activities that originate elsewhere.  
 
 Given the complex nature of health care, it is not 
hard to imagine the considerable scope for misleading or 
defrauding patients and the public in the health sector.  
 
Abuses of Public Monopoly Power 
 
 Monopoly power occurs for four reasons when 
the public sector gets involved in producing health 
services. This may be due to: (a) legal restrictions on 
competition; (b) access to subsidized capital and 
revenues, creating an uneven “playing field”; (c) below-
cost distribution of goods and services to achieve equity 
goals; or (d) production of public goods or goods where 
markets are not viable. 
 
 When—in addition to the above accountability 
and information problems—the public sector enjoys 
monopoly power, people who work for it are given wide 
scope for abusing this power through the extraction of 
rents, internal distribution of “slack” to employees, and 
lowering of quality. 
 
 Public monopolies exhibit the usual negative 
features. First, monopoly suppliers often reduce output 
and quality, while raising prices. The excess in prices 
over and above what the market would normally bear—
rents—leads to allocative inefficiency or a net 
deadweight welfare loss to consumers who have to forgo 
the consumption of other goods. 
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 A manifestation of such rents is the informal 
user charges that are commonly levied on patients and 
their families in public health facilities. In many 
countries, these rents are not limited to doctors’ 
accepting bribes or peddling influence (allowing 
privileged patients to circumvent the usual rules on 
resource allocation, to receive preferential treatment, and 
to cut waiting time). It also includes charges levied by 
other salaried workers for items ranging from toilet 
paper and clean linen to food, drugs, and medical 
supplies. 
 
  In a recent study on corruption around the 
world, such abuses in publicly run health services ranked 
number one in terms of the burden placed on 
households.26 Patients who can afford to pay formal 
charges in the private sector often prefer it to paying 
such rents in the public sector. Taxpayers charged twice 
for low-quality services and such abuses have little 
recourse but the blunt and often ineffective instrument of 
voting power. 
 
 Second, monopoly suppliers have strong 
incentives to lower expenditures through decreased 
output when staff members benefit from the financial 
residuals. Although public organizations cannot legally 
distribute such residuals outside the organization to 
shareholders, they can be internally consumed in several 
ways. First, executives often receive generous social 
benefits and travel allowances (perks). Second, time-
keeping is often not enforced rigorously (doctors often 
work short hours in public institutions). Third, some of 
the residual may be used to pursue personal agendas 
(discretionary spending on special projects and 
research). 
 
 
 
Failure of Critical Policy Formulation 
 
 The most frequently cited reason for greater 
government involvement in the health sector is that, 
when left to competitive forces and prices alone, in 
several other critical areas the market does not lead to 
welfare-enhancing production and allocation of a 
number of health care goods and services. These include: 
 
• public goods (policymaking and information) 
• goods with large externalities (disease prevention) 
• goods with intractable market failure (insurance). 
 

 It is therefore surprising that governments in the 
health sector often neglect the exact same three areas 
while they are busy producing curative services that the 
private sector could easily provide. Furthermore, when 
most public funds are spent on poorly targeted public 
production, few or no resources are left for strategic 
purchasing of services for the poor from 
nongovernmental providers. 
 
 The next section presents a discussion of some 
of the key theoretical underpinnings for a new approach 
to optimize complementarity between the public and 
private sector. 
 

C. THEORETICAL UNDERPINNINGS 
 
 The current trend worldwide is to use three types 
of approaches to address the public sector failures in 
service delivery described above in descending order of 
importance. They include increased:27 
 
• exit possibilities (market consumer choice) 
• voice (client participation) 
• loyalty (hierarchical sense of responsibility).  
 
 When possible, one would always use exit, 
unless forced to use the weaker variants because the 
goods and services involved are not “marketable.”  
 
 We will focus mainly on the first option—the 
exit option. This approach relies on greater private sector 
participation, allowing clients and patients a choice or 
alternative to publicly provided services. Such exit 
options can be implemented in parallel with other public 
sector management reforms that increase voice and 
loyalty. 
 
From Neoclassical Economics … 
 
 One of the central tenets of neoclassical 
economics is that, in an optimally functioning market, 
competitive forces will lead to a more efficient 
allocation of resources—Pareto-optimal competitive 
equilibrium—than nonmarket solutions.  
 
 According to the neoclassical model, when there 
are many firms and consumers—and prices are allowed 
to respond to the forces of supply and demand—
competition will result in an equilibrium situation where 
it is impossible to make someone better off without 
making someone else worse off. This will result in a 
welfare-maximizing situation.  
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 The perfectly competitive Walrasian model, as it 
is sometimes called, requires a number of assumptions to 
be met. These include: 
 
• The goods involved behave like private goods (i.e.,  

rivalry, excludability, and rejectability (Box 1). 
• Rights can be perfectly delineated. 
• Transaction costs are zero. 
 

According to neoclassical theory, a breakdown 
occurs in both efficiency and equity when public goods 
or services with significant externalities are allocated 
through competitive markets. Likewise, as described 
earlier, significant problems occur in efficiency and 
equity when private goods are produced or provided by a 
public sector monopoly. 
 

Unfortunately, most health care goods and 
services do not behave like perfect private or public 
goods. Many are not perfectly excludable but are 
associated with complex externalities. Rights are often 
difficult to delineate, leaving residual claimants. And 
transaction costs are often high. Therefore, though in a 
Pareto-optimal state, it would be impossible to make 
someone better off without making someone else worse 
off, few situations meet such criteria in the health sector. 
 
 On one hand, although many public health 
activities (e.g., sanitation services, control and 
prevention of communicable diseases, and health 
promotion) generate significant externalities, they are 
not pure public goods. All have some element of 
excludability, rejectability, and rivalry. For example, a 
vaccine given to one patient cannot simultaneously be 
consumed by other patients. At will, patients can choose 
not to be vaccinated. And, vaccination programs can, in 
principle, compete with each other for market share. 
 

Box 1. Private, Mixed, and Public Goods 
 
 The neoclassical model classifies goods and service as 
private, mixed, or public. Private goods exhibit excludability 
(consumption by one individual prevents consumption by another—
no positive or negative externalities); rivalry (there is competition 
among goods based on price); and rejectability (individuals can 
choose to forgo consumption). True public goods have significant 
elements of nonexcludability,  nonrivalry, and nonrejectability. 
Mixed goods have some but not all of the characteristics of private 
goods (see Figure 4).  
 

The Nature of Goods
Based on Neo-Classical Economics

             Nature of Economic Good

Properties      Public       Mixed       Private

Excludability          --              +               +

Rivalry          --              +               +

Rejectability          --              +               +

Consumption Goods

Medical Clinics
Hospitals
Medical Suppliers
Pharmaceuticals 

Consumer Protection

Policymaking
Regulations
Setting Standards
Quality ControlFigure 4

 
 
 
 Likewise, even expensive diagnostic and 
therapeutic care—though often provided in publicly 
owned inpatient facilities at highly subsidized rates—is 
really private goods and hence marketable. The same is 
true for ambulatory and community-based care. Even 
when governments try to fully control the market for 
such services, preventing their sale in the informal 
economy is often difficult. 
 
 Therefore, although neoclassical theory is often 
invoked by mainstream economists to justify public and 
private roles in the health sector, consumption 
characteristics alone almost never indicate anything 
about the specific production processes needed to secure 
technical efficiency and equity. Neoclassical theory 
contributes little to the understanding of optimal 
organizational arrangements for service production. It is 
essentially “institution free.”28 Other theories are needed 
to fill this vacuum in understanding production 
characteristics. 
 
 
…to the Economics of Organizations 
 

Recently, much progress has been made in 
identifying the key factors causing wide variations in 
organizations’ performance. The developments most 
relevant for understanding the advantages and 
disadvantages of different arrangements for service 
delivery come from principal-agent theory, transaction 
cost economics, property rights, and public choice 
theory. These fields are often grouped together under the 
title “institutional economics.” Institutional economics 
directly addresses the issue of how best to structure 
organizations that consist of individuals pursuing 
multiple and often conflicting interests.29 
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Agency Theory 
 
 This framework highlights that social and 
political objectives may be more readily achieved 
through a series of explicit and transparent “contracts” 
for labor/services between an “agent” that undertakes to 
perform various tasks in an acceptable way on behalf of 
a “principal” in exchange for a mutually agreed award. 
Usually, the principal needs the agent’s efforts and 
expertise but has only limited ability to monitor the 
agent’s actions or evaluate whether the final outcome is 
satisfactory.  
 
 The agency literature surveys the range of 
contracts (e.g., payment and monitoring arrangements) 
observed in the economy as attempts to align incentives 
and reward cooperation between self-interested but 
interdependent individuals.30 Several studies have 
generalized the agency insight from the employment 
context to the full range of relationships that make up the 
firm—now conceptualized as a nexus of many 
contracts.31 The need for incentive alignment is 
pervasive in the health sector: relations between patient 
and physician or governments and contracting agencies 
are classical examples of principal-agent structure. 
 
Transaction Cost Economics 
 
 Transaction cost economics emphasizes the 
limitations of contracts and the need for flexible means 
of coordinating activities. Principals and agents are both 
opportunistic. Agents will seek to minimize the 
aggregate production and transaction costs and 
maximize the benefits (unless closely monitored, agents 
might be unreliable, engaging in behavior such as rent 
seeking, cheating, breach of contract, incomplete 
disclosure). Principals will try to maximize their benefit 
to the extent that the relationship could become unviable 
for the agent.  
 
 The extent of such opportunism varies 
drastically from country to country and from one cultural 
setting to another. In some settings, such as monopolistic 
national health services, opportunism may be less 
apparent than in other settings where providers are more 
accustomed to competing with each other. Although 
opportunism may appear to be greater in countries such 
as Chile, India, and the United States, there is good 
evidence that principal-agent relationships within 
national health services such as Costa Rica, New 

Zealand, Scandinavia, Sri Lanka, and the United 
Kingdom are also vulnerable to opportunistic behavior. 
 

This theory sheds most light on firm boundaries 
and the conditions under which activities are best 
arranged within a hierarchy instead of through market 
interactions with suppliers or other contractors. More 
generally, vertically integrated organizations, simple 
“spot” contracts, franchises, or joint ventures are 
interpreted as discrete structural alternatives—each 
offering different advantages and disadvantages for 
effective governance.32 Governance arrangements are 
evaluated by comparing the patterns of costs generated 
for planning, adapting, and monitoring production and 
exchange.33 
 

Unlike public organizations, private firms have 
the flexibility (indeed the requirement) to adjust their 
governance structure to changes in the market 
environment—making them fruitful sources of “better 
practices” for governance arrangements. Public agencies 
that have tried to adjust public organizations to changes 
in market environment (e.g., formation of NHS Trusts in 
the United Kingdom, establishment of the Hospital 
Authority in Hong Kong, and corporatization of publicly 
owned hospitals in New Zealand) have often run into 
problems with the underlying structure of incentives and 
its sustainability. Major policy reversals occurred 
recently in both the United Kingdom and New Zealand, 
adding weight to the argument of some critics of the 
original reforms that they would have been better off to 
privatize instead of settling for the imperfect middle 
ground of public sector corporatization.  
 
 
 
 

For example, vertically integrated (within firm) 
organizations arise as a response to problems with 
market contracting. The firm substitutes low-powered 
incentives, like salaried employment, for the markets’ 
high-powered incentives of profit and loss. Vertical 
integration permits the details of future relations between 
suppliers (including employees), producers, and 
distributors to remain unspecified; differences can be 
adjudicated as events unfold. Vertical integration (or 
unified ownership) pools the risks and rewards of the 
organization’s activities and can facilitate the sharing of 
information, the pursuit of innovation, and a culture of 
cooperation.  
 

Box 2:  Influence Activities 
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An important issue related to moral hazard and the structure of 
organizations is influence activities and the associated costs, known 
as influence costs.34 analysis has shed much light on the propensity of 
publicly owned service delivery organizations to capture inordinate 
portions of the sector budget as well as on their ability to influence 
sector policy to their benefit—often at the expense of the public 
interest. 

  
In the health sector, provider organizations expend effort to 

affect decisions regarding the distribution of resources or other 
benefits among providers to their benefit. These influence activities 
occur in all organizations, but countervailing forces are particularly 
weak in public service delivery structures—and influence costs are 
one of the most important costs of centralized control. Evidence of 
influence activities is seen in public utilities where monopolies are 
often maintained to protect low productivity of state-owned 
enterprises from competition from more efficient producers. In the 
health sector, the tendency to allocate resources to tertiary and 
curative care at the expense of primary, preventative, and public 
health is evidence of similar capture. 

 
The cost of these activities includes both the losses 

associated with poor resource-allocation decisions as well as the loss 
associated with efforts to capture rents. These costs can be reduced 
when no decisionmaker has the authority to make decisions that 
service providers can easily influence. This condition can sometimes 
be brought about by creating legal or other boundaries between the 
policymaker, the funder, and the service provider unit. Many 
organizational reforms have attempted to diminish these activities. 
Examples include reforms separating the policymaker from the payer 
from the provider in public service delivery as well as privatization 
of utilities.  
 

 Despite these positive features, vertical 
integration suffers from characteristic weaknesses as a 
mechanism of governance. The two most prominent are 
the weakening of incentives for productivity and the 
proliferation of influence activities (Box 2). The weak 
incentives come as individuals capture less and less of 
the gains of their own efforts as rewards and their losses 
are spread throughout the organization. Despite its focus 
on the contracting problems that motivate internal 
organization, transaction cost economics views vertical 
integration as the governance mechanism of last resort. 
Even in the many instances where policy objectives 
imply that spot market transactions are not desirable, 
contractual networks, virtual integration, franchising, or 
concessions will outperform unified ownership 
arrangements. 
 

Box 3:  High-Powered Incentives of Ownership 
 
Suppose a transaction involves several people supplying 
labor, physical inputs, and so on. If all but one party have 
contracted to receive fixed amounts, there is only one residual 
claimant. In that case, maximizing the value received by the 
residual claimant is the same as maximizing the total value 

received by all parties. If the residual claimant also has 
residual control, just by pursuing his own interests and 
maximizing his own returns the claimant will be led to make 
efficient decisions. The combination of residual control and 
residual claims provides strong incentives and capacity for an 
owner to maintain and increase an asset’s value. Firms often 
attempt to reproduce these high-powered incentives by 
allocating residual claims in the form of bonuses or shares to 
key decisionmakers in their firm. 
 
 Misalignment of residual rights and returns causes 
serious problems. The residual claimant to the returns from a 
state-owned enterprise is the public purse, but the residual 
decisionmakers are effectively the enterprise manager, the 
workers, and the bureaucrats in the supervising ministry. None 
of these has any great personal stake in the value of the 
enterprise. The resulting low productivity is well documented. 
Another example of misalignment comes from the U.S. 
Savings and Loan (S&L) industry. Those who had the right to 
control the S&L’s investment also had the right to keep any 
profits earned but were not obligated to make good on losses. 
That combination of rights and obligations created an 
incentive for risk taking and fraud that was not effectively 
countered by other devices during most of the 1980s.35 
 
 These fields of analysis have led to better 
understanding of the institutional sources of government 
failure. The framework has been used to design organizational 
reforms that seek to allocate to the holders of critical 
information the authority to make relevant decisions and the 
financial incentive to do so (in the form of residual claims on 
the outcome of the decision). 
 
Property Rights Theory 
 

Property rights theory looks at the same 
incentive issues from a slightly different perspective. 
Since private ownership appears to have strong positive 
incentives for efficiency, property rights theorists have 
attempted to find out why (Box 3). Explanations have 
focused on two issues: the possession of residual 
decision rights and the allocation of residual returns.36 
Residual rights of control are the rights to make any 
decisions regarding an asset’s use not explicitly 
contracted by law or assigned to another by contract. 
The owner of an asset usually holds these rights 
although they may be allocated to others.37 
 

The notion of ownership as residual control is 
relatively clear for a simple asset like a car. It gets much 
more complicated when applied to an organization such 
as a firm. Large organizations bundle together many 
assets, and who has which decision rights may be 
ambiguous. In addition to residual decision rights, an 
owner holds the rights to residual revenue flows from his 
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assets. That is, the owner has the right to whatever 
revenue remains after all funds have been collected, and 
all debts, expenses, and other contractual obligations 
have been paid out. 
 
Political Choice Theory 
 
 This field focuses on the self-interested behavior 
of politicians, interest groups, and bureaucrats, and 
studies its implications for effective government and the 
size of government. Individuals are viewed as rational 
utility maximizers. Bureaucrats, attempting to maximize 
their budgets, will acquire an increasing share of 
national income. As a result, the state will grow much 
bigger than necessary to deliver core functions. Powerful 
interest groups will capture increasing portions of 
resources. Institutional rigidities develop, reducing 
economic growth.38 This analysis has led public choice 
theorists to support conservative political agendas 
(minimizing the role of the state).  
 
Production Characteristics of Goods and Services 

 
The principles of institutional economics lead to 

a much more refined and useful understanding of the 
different kinds of institutional arrangements required for 
efficient and effective production of goods and services. 
A model along these lines can be developed, based on 
two different and often ignored goods characteristics—
contestability and measurability.39 
 
 A market can be said to be perfectly contestable 
if firms can enter it freely (without any resistance from 
existing firms) and then exit without losing any of their 
investments, while having equal access to technology 
(no asset specificity).40 Contestability allows 
competition for the market to substitute for competition 
in the market. 
 
 Contestable goods are characterized by low 
barriers to entry and exit from the market, whereas non-
contestable goods have high barriers such as sunk cost, 
monopoly market power, geographic advantages, and 
asset specificity. Investments in specific assets represent 
a “sunk cost” since its value cannot be recovered 
elsewhere.41 Two specific assets that are especially 
relevant in the health sector are expertise and reputation. 
Once incumbents have invested in activities that result in 
expertise or generate trust, they enjoy a significant 
barrier to entry for other potential suppliers, thereby 
lowering the degree of contestability. Opportunism, on 
the other hand, will lower such trust or barriers to entry. 

The degree of such opportunism will vary from one 
country to another and in different cultural settings. 
 
 Measurability in the health sector, as in other 
sectors, is the precision with which inputs, processes, 
outputs, and outcomes of a good or service can be 
measured. By definition, it is difficult to measure with 
precision the output and outcome of health services 
characterized by a high degree of information 
asymmetry. Information asymmetry is the extent to 
which information about the performance of an activity 
is available to users, beneficiaries, and contracting 
purchasing agencies (see discussion above under “The 
Nature of Government Failure”). 
 
 These theoretical underpinnings are used in the 
following section to understand some recent reforms in 
the public sector. 
 

D. TRENDS IN PUBLIC SECTOR REFORMS 
  
 Rarely does technical or systemic analysis alone 
influence the extent of public and private involvement in 
the health sector. In actuality, service delivery 
arrangements are the product of complex economic, 
institutional, and political factors. 
 
 Extensive reforms of public sector organizations 
and state-owned enterprises, implemented over the past 
15 years, addressed the same problems encountered in 
delivering public health services. In the realization that 
these organizational problems were structural in nature, 
using the analytical tools of organizational economics, 
these reforms have focused on altering the institutional 
arrangements for service. These developments shed light 
on similar problems in delivering public health services. 
 
  One way to understand organizational reforms in 
service delivery is to view the different incentive 
environments within which government’s tasks can be 
performed (Figure 5).42 The civil or core public service 
lies at the center (usually constitutional control bodies, 
line ministries), and the activities of the staff are highly 
determined. Job tenure is also strong. Budgetary units 
(government departments), autonomous units, 
corporatized units, and privatized units are four common 
organizational modalities that straddle these incentive 
environments in the health sector.43 
 



 

11 

Markets\Private
Sector

Broader Public Sector

Core Public Sector

Incentive Environments

Figure 5

 
 
 The broader public sector is distinguished by the 
relative flexibility of the financial management regime 
and by managerial freedom in recruitment and 
promotion. This sector may include special purpose 
agencies, autonomous agencies and, on the outer limits, 
state-owned enterprises. Beyond the public sector lies 
the domain of the market and civil society. Services may 
be delivered by for-profit, nonprofit, or community 
organizations. The incentives for efficient production are 
higher moving toward the periphery, where service 
delivery is often better.  
 
 Many reforms throughout the world have sought 
to move delivery away from the center of the circle to 
more arm’s-length contracts with public and private 
organizations. However, the nature of the outputs and 
the existence of mechanisms for public sector 
management of their delivery constrains moving 
delivery outward.  
 
 Increased autonomy or corporatization—moving 
from the center of the circle to the outer limits—requires 
accountability mechanisms not tied to direct control. 
These controls (e.g., contracts) take considerable 
capacity to write and enforce, especially for health 
services where outputs and outcomes are difficult to 
specify.  
 
 How far countries may go in pushing activities 
to incentive environments in the outer circles depends on 
the nature of the outputs (the services involved) and their 
capacity to create accountability for public objectives 
through indirect mechanisms such as regulation and 
contracting. 
 

E.  APPLICATION  TO HEALTH SECTOR 
 

 Looking at the health sector across the world, all 
health care goods and services can be categorized on a 
continuum from high-contestability and high-
measurability services to  low-contestability and low-
measurability services, and significant information 
asymmetry.  
 
 Factor markets and product markets will be 
discussed separately, since each has unique 
characteristics. Although the following discussion  refers 
mainly to curative and public health services, the 
analysis could be extended to some of the broader 
intersectoral determinants of good health such as water, 
sanitation, education, healthy lifestyle policies, and good 
nutrition. 
 
Production Characteristics of Factor Markets 
 
 For the production of inputs, this contestability 
and measurability matrix would look as follows (Figure 
6). 
 

Type I Type III

• Production of Consumables
• Retail of

• Drugs & Equipment
• Other Consumables

• Unskilled Labor

• Production
• Pharmaceuticals 
• High Technology

• Large Capital Stock

•

Type IV Type VI

Type VII Type IX

• Research
• Knowledge

• Higher Education
• High Skilled Labor

••

Production Characteristics of Inputs
(Factor Markets)

High Contestibility Low ContestibilityMedium Contestibility

Type II

• Production of Equipment
• Wholesale

• Drugs & Equipment
• Other Consumables

• Small Capital Stock

• Basic Training
• Skilled Labor

Type V

Type VIII

•
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 The production of consumable items and the 
retail of drugs, medical supplies, and other consumables 
would be the best example of highly contestable goods 
where outputs are also easy to measure (Type I). Many 
companies usually jostle for a share of the market, and 
barriers to entry are few (the initial investment capital is 
modest and there are few requirements for specialized 
licensing or skills). Unskilled labor also belongs in this 
category. 
 
 As we move across the first row, a number of 
factors begin to contribute to raising the barriers to entry, 
thereby reducing the contestability of the goods or 
services in question (Type I). Investment cost (sunk 
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cost) and increasing technical specifications create 
moderate barriers to entry in the manufacture of 
specialized equipment and supplies. Wholesale trade in 
drugs, medical supplies, and medical equipment has 
some entry barriers because of the larger investment 
requirements and more limited supply and distribution 
chains. The specialization and licensing of pharmacists 
contribute to these entry barriers. In the case of small 
capital stock (e.g., clinics and diagnostic centers), entry 
barriers are created mainly though certification and 
licensing. 
 
 Finally, as we move across to Type III activities, 
entry barriers are much higher, as in the manufacture of 
pharmaceuticals and high-technology medical 
equipment, due to large up-front investment costs that 
cannot be recovered later during sale of the assets (sunk-
costs). These production activities are also associated 
with costly and long lead-time for research, 
development, and registration of new products. Other 
barriers to entry under this category include product 
differentiation (specialized medical equipment) and 
copyright protection (brand-name drugs). Furthermore, 
because of the benefits conferred through economies of 
scope and scale, over time a significant global 
concentration of pharmaceutical and high-technology 
industries has occurred, giving them considerable 
monopoly power.  
 
 For all the activities in the first row (Type I 
through III), measurability of outputs remains high. 
There is little information asymmetry. 
 
 As we move to the second row, measurement of 
the outputs and outcomes become more problematic. 
Outputs and outcomes can be measured, but it is more 
difficult than in the case of activities in the first row.  
 
 Various barriers to entry reduce contestability. 
Training is almost always associated with special 
licensing and long lead times (Type V). The specialized 
labor market is usually associate with many professional 
barriers as well as subsequent restrictions in scope of 
practice and labor mobility. Contestability is even lower 
in the Type-VI—?why parens here) category. Most 
research and other knowledge-generating activities 
would fall under this category. So does the training of 
highly specialized staff in universities and other higher 
education centers. 
 
 There are no good examples of inputs for the 
health sector that would fit into the last row, with 

significant information asymmetry in addition to 
measurement problems. 
 
Production Characteristics of Product Markets 
 
 Interventions and services can also be 
categorized along a similar continuum from high 
contestability and high measurability through to 
interventions and other outputs with low contestability, 
low measurability, and significant information 
asymmetry (Figure 7). Whereas reduced contestability 
due to market concentration is one of the main problems 
encountered in factor markets (production of inputs), a 
key problem with interventions and other outputs 
(product markets) has to do with difficulties in 
specifying and measuring outputs and outcomes. 
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Type I Type III

• • 

• Non Clinical Activities
• Management Support
• Laundry & Catering

• Routine Diagnostics

Type IV Type VI

Type VII Type IX

•

• Policymaking
• Monitoring/Evaluation

• Ambulatory Care
• Medical
• Nursing
• Dental

Production Characteristics of Outputs
(Product Markets)

High Contestibility Low ContestibilityMedium Contestibility

Type II

• 

• Clinical Interventions
• High Tech Diagnostics

Type V

Type VIII

• Public Health Interventions
• Intersectoral Action
• In-Patient Care
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Figure 7

  
 
 As we move to the second row (Type IV to Type 
VI), measurement of the outputs and outcomes becomes 
more problematic. Although routine diagnostics such as 
laboratory tests may be highly contestable (many players 
in a competitive market with few barriers to entry), 
monitoring their performance in terms of effectiveness 
and quality of the activities undertaken is much harder 
(Type IV).  The same is true for various nonclinical 
hospital activities. 
 
 As we move across to the Type V category, 
contestability is reduced by various barriers to entry. 
High-tech diagnostics usually requires specialization, 
licensing, and large sunk costs, giving established 
players a marked advantage over new entrants. A further 
barrier to entry for these activities would be government 
policies that control or restrict the introduction of some 
new technologies (CAT or NMR scanners). Clinical 
interventions are usually outsourced only to certified 
providers. In each of these cases, outputs and outcomes 
can be measured, but it is more difficult that in the case 
of activities in the first row.  
 
 In addition to difficulties in measuring output 
and outcomes, most clinical interventions are 
characterized by an additional constraint of information 
asymmetry. At times, information may be readily 
apparent to patients (e.g., the quality of “hotel services” 
such as courtesy of clinical staff, the length of waiting 
periods, the cleanliness of linens, the palatability of 
food, and privacy. Without survey techniques, however, 
such information may not be readily available to the 
contracting policymakers or administrative staff. 
 

For these reasons, ambulatory clinical care 
would fall under the Type VI category (relatively low 
barriers to entry other than professional 

qualifications/certification of staff) but high information 
asymmetry and difficulties measuring outputs and 
outcomes. As we move across the third row, 
contestability diminishes due to specialization and cost, 
in addition to measurement problems. For these reasons, 
public health interventions, intersectoral action 
programs, and inpatient clinical care belong to Type VII 
activities. 
 
 This leaves a few clear-cut activities such as 
policymaking, monitoring, and evaluation under the 
Type IX category. The contestability and measurability 
of these activities is extremely low. These activities are 
therefore usually retained as a core part of an integrated 
bureaucracy. 
 

F. “MAKE OR BUY” DECISION GRID 
 
Set Priorities First … 
 
 In many countries “make or buy” decision are 
made before policymakers and providers have gone 
through an explicit priority-setting process. Priorities 
specified should include the range of interventions to 
finance through public resources (including preventive 
services) and should ensure that public subsidies are 
appropriately targeted (e.g., to the poor and other 
vulnerable groups).44 Countries often rush into “make or 
buy” decisions before setting priorities for needed and 
affordable interventions. Such prioritization is 
complicated by the fact that the cost of treating different 
illnesses varies greatly and often bears little relation to 
the effectiveness of available interventions.45 
Furthermore, for a whole rage of activities, information 
disclosure and coordination through a strong stewardship 
function may be sufficient. 
 
… then Decide Who Can Produce What 
 
 Based on the above discussion, it is now easy to 
map the goods and services that can be bought, those 
where coordination is enough, and those that are better 
produced in-house by the public sector itself (Figure 8).  
The size of the “make” in-house production triangle will 
depend largely on the effectiveness of policy instruments 
to deal with contestability and measurability problems. 
See section G for discussion.. 
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“Make or Buy” Decision Grid

Option to
Buy InputsOption to

Buy Services

Leave to Market

Retain Hierarchical 

Control
Figure 8

 
 
… finally From Whom to Buy and How to Pay 
 
 Once “make or buy” options have been settled, 
the next questions relate to: (b) from whom to buy; and 
(c) how to pay or structure the purchase. 
 
 From Whom to Buy 
 
• Consider all possible producers (public, 

nongovernmental and private-for-profit; domestic, 
and international). 

• Base purchase decision on best product at the lowest 
price responsive to specific needs—type of good, 
price, quantity, after acquisition support, timeliness, 
and so forth (consider international competitive 
bidding when possible). 

• If there is currently no market, consider stimulating 
demand rather than in-house production. 

• If contestability is low and there is no competitive 
market, consider using benchmark purchasing (based 
on estimated reference costs) so that suppliers have 
to compete for rather than in the market. 

• If there is a market, but it is dysfunctional, consider 
improving its function through appropriate 
incentives (strategic subsidies) or regulations 
(antitrust). 

 
 And How to Pay  
 
• Choose the contractual arrangement most suitable 

for a given purchase (spot market for unpredictable 
items, medium-term supply contract for predictable 
items, franchise arrangements for standardized needs 
at multiple locations, and relational contract for 
difficult-to-monitor purchases).46 

 Once a buying decision has been made,  all 
potential producers must be treated alike by creating a 

level playing field. This includes ensuring that there are 
no hidden competitive advantages such as tax 
concessions or access to subsidized capital. And it means 
ensuring that no unfair competitive advantage is given to 
any producer through privileged access to information.  
 

G. POLICY LEVERS AVAILABLE TO GOVERNMENTS 
 
 From the previous discussion, we can see that 
most goods and services have some degree of market 
imperfection in terms of reduced contestability and 
measurability. Governments have at their disposal a 
variety of instruments that they can use to address these 
problems. A few of these instruments—from least to 
most intrusive—include requiring information 
disclosure, introducing regulations, contracting for 
services, providing subsidies or direct financing, and 
beginning public production. In this section we discuss 
these instruments as “make or buy” decisions. 
 
Standard Policy Instruments 
 
 Factor markets. For some inputs—the 
production of consumables, unskilled labor, and the 
retail of drugs, medical equipment, and consumables—
there are few serious market imperfections such as 
reduced contestability and low measurability (Figure 9, 
upper left corner of matrix). With minimal government 
intervention such as good information disclosure and 
some quality or safety standards, competitive markets 
are best at producing these inputs. Public production of 
these inputs usually leads to low quality, lack of 
innovation, and inefficient production modalities. 
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 The other extreme—training very specialized 
labor and generating knowledge about rare health 
conditions and their treatment—is characterized by 
considerable market imperfections due to reduced 
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contestability and low measurability. A mix of strong 
regulation and in-house production is often needed to 
ensure adequate generation of these inputs. 
 
 Most other inputs can be bought. However, 
markets often give the wrong signal about the level 
(surpluses and shortages), mix, and distribution of these 
inputs. This is especially true of human resources and 
the production of pharmaceuticals and medical 
equipment with a long development or training phase. 
Skilled use of regulations and contracting mechanisms is 
therefore needed when purchasing inputs that have 
moderate contestability and measurability problems. 
 
 Large producers may try to severely reduce 
contestability by erecting strong barriers to entry through 
protective policies (patents and licensing requirements), 
benchmarking (manufacturing standards), large sunk 
cost requirements, collusion, and a high degree of 
specialization (R&D). For these inputs, stronger policy 
measures may be needed such as monopsony purchasing 
power and long term contracts.  
 
 Despite this complex landscape in goods 
characteristics, in many areas of reduced contestability 
and measurability, governments could achieve most 
equity, efficiency, and quality objectives through 
regulations and contracting.47 
 
 Product markets. As in the case of inputs, the 
production of interventions and other outputs can be 
“contracted out” (purchased) and do not in principle 
have to be produced in-house.  
 
 In practice, decisions about which interventions 
to make in-house and which to contract out are 
complicated by a number of factors. First, for some 
outputs (e.g., clinical interventions) what is to be 
delivered is much harder to specify than the inputs. This 
makes it difficult to manage the resulting contracts and 
prevent opportunistic behavior by providers (private 
health insurance is especially vulnerable to opportunistic 
behavior). Second, contestability is often reduced for the   
reasons described earlier in our discussion on inputs. 
Finally, complex health problems often require strategic 
coordination among different interventions and other 
outputs (integrated care, continuity of care, appropriate 
and timely referrals, and the like). 
 
 In the case of outputs, policymakers need to 
examine two critical questions in addition to the degree 
of contestability and measurability before arriving at 

good “make or buy” decisions. Is a strategic coordinated 
response needed? To what degree do the goods and 
services benefit from ongoing innovation and 
adaptability? 
 
 For example, nonclinical activities such as 
custodial services, catering, laundry, and management do 
not require special strategic coordination. They can 
usually be “unbundled” and “contracted out” as a 
standard service to firms that specialize in these 
activities without too much customization. In contrast, 
clinical and public health interventions often do need to 
be coordinated and tailored to the individuals and 
populations receiving them and the organizations 
providing them. Experience has shown that 
“unbundling” these activities often leads to many 
problems such as cost shifting, discontinuity of care, and 
poor quality.48 
 
Other Often Forgotten Policy Levers 
 

The contestability and measurability of goods and 
services is not static but influenced by elements of the 
systemic environment. Government policies directly 
influence this environment and the “nature of the good,” 
yielding alternative levers to take them closer to (or 
farther away from) the ability to use the indirect tools of 
contracting and regulation. These alternative levers 
include: 

 
• Governance: relationship between owner 

(governments) and health care organizations 
• Market environment: competition in or for goods 

and services markets 
• Purchasing mechanisms: funding or payments 

arrangements for the goods or services. 
 
 These three factors exert a powerful influence on 
the “nature of the goods” and hence on the ability to 
ensure delivery through indirect mechanisms. In the next 
three sections, we will see how these factors combine to 
determine the level of contestability in the market or 
measurability of a good. This will include a discussion 
of which instruments are effective in dealing with the 
related market and government failures. 
Governance and Internal Incentive Regime 
 
 Changes made in governance—the relationship 
between government and organizations— influence the 
goods characteristics of the health care goods and 
services in question. This relationship can be modified 
substantially in five different dimensions: (a) the 
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decision rights given managers; (b) the residual 
claimant status; (c) the degree of market exposure; (d) 
accountability arrangements; and (e) adequacy of 
subsidies to cover social functions.49 
 
 Contestability may be enhanced by: 
 
• unbundling large bureaucratic structures 

(modification in governance) 
• outsourcing other functions to specialized providers 

(modification in payment system) 
• leveling the playing field by exposing all the actors 

to the same potential benefits and losses due to 
market exposure (modification payment system) 

• decreasing barriers to entry due to political 
interference or unwarranted trust in public 
production (modification in market structure) 

• explicitly separating contestable commercial 
functions and noncommercial social objectives 
(modification in governance and stewardship). 

 
 Measurability may be enhanced by. 
 
• relying on quantifiable results (output or outcome 

measures) for accountability and performance 
targets rather than process (inputs and bureaucratic 
procedures) (modification in governance and 
payment system) 

• shifting from difficult-to-define, long-term 
relationships (employment or service arrangements) 
to shorter term, more specific contractual 
arrangements (modification in payment system) 

• using quantifiable monetary incentives instead of 
more difficult to track nonmonetary incentive 
payments such as ethics, ethos, and status 
(modification in payment system) 

• tightening reporting, monitoring, and accountability 
mechanisms (modification in governance and 
payment system). 

 
For example, by removing restrictive 

government monopolies from vaccination services 
(governance/market), such programs could be shifted 
into a Type II or even Type I position. It is easy to 
measure the number of children vaccinated, who 
contracts a given disease, and entry barriers for firms 
that want to provide vaccination services on behalf of 
the government. Similar action applied to other services 
could shift many away from the lower right corner of the 
grid toward the upper left corner (Figure 10). 
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Likewise, tertiary and quaternary care provided 

in university hospitals could be shifted from a low-
contestability/measurability grid to a medium-
contestability/measurability position through better 
information on outcome, policies that favor clearly 
defined contracts, performance benchmarks, and a 
tightening of reporting, monitoring, and accountability 
mechanisms. The same would be true for public health 
services and activities such as vaccination that are often 
part of the responsibilities of ambulatory care providers. 

 
Several factors may also alter the goods 

characteristics of pharmaceuticals, medical equipment, 
and consumable supplies. As recently as 10 years ago 
development costs, patent protection, and a small market 
share may have made highly specialized medical 
equipment or drugs (Type III goods) very expensive. 
Today, they may behave like ordinary goods (Type II or 
I). Examples include the quick production of generic 
drugs by many companies once patent protection expires 
or the rapid increase in use of sigmoidoscopes and 
transcutaneous surgical instruments once the technology 
was no longer new and prices dropped. 
 
 This shift in goods characteristics is not a one-
way street. The goods properties can also become less 
contestable and more difficult to measure. 
Organizational reforms do not always lead to increased 
decision rights, residual claimant status, market 
exposure, accountability arrangements, and explicit 
subsidies to cover social functions. In fact, during the 
past 50 years, many national health systems deliberately 
shifted goods and services in the opposite direction by 
nationalizing ownership and production. 

 
And market imperfections may contribute to  
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entry barriers instead of lowering them. Doctors, 
dentists, and pharmacists can and do collude to restrict 
entry by potential competitors. Hospitals have a natural 
monopoly for their services for patients living nearby 
and can create monopoly power through relations with 
other hospitals and referring doctors. Medical equipment 
distributors with licensing agreements for the top 
international companies can easily monopolize a 
domestic market. Pharmaceutical retailers can control 
their mark-up by forming professional cartels. The 
public and nongovernmental sectors have a competitive 
advantage over the private sector due to their access to 
subsidized or free capital from domestic and foreign 
donors. 

 
Market Environment 
 

A central argument in favor of exposing providers 
to market forces is that, in a functioning market, 
competitive forces will lead to a more efficient 
allocation of resources than a command economy or 
nonmarket solutions. The structure of the market to 
which organizations are exposed, therefore, has a critical 
influence on their behavior. It may directly determine 
what strategies make sense to generate more revenue. 

 
 Policies that influence the competitive 
environment through regulations or contracting can 
significantly alter the contestability of health care goods 
and services. Similarly, information asymmetry can be 
reduced by policies that increase the availability of good 
information on health services, enhance health care 
providers’ institutional capacity to deal with such 
information, and improve patients’ understanding about 
health problems.  
 
 Such policies not only address some of the 
underlying contestability and measurability problems, 
but they also shift both the contestability/measurability 
grid and the boundaries of needed government 
intervention to ensure favorable outcomes (Figure 11). 
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 Conversely, in a less competitive environment 
with weak policies and data to overcome information 
asymmetry, the grid for services that fall into the upper 
left corner (Type I, II, and IV) may contract, with the 
grid in the lower right corner (VI, VIII, and IX) 
expanding. 
 
Market Imperfections in Service Delivery 
 
 There are two related problems in the market 
structure of service delivery in most segments of the 
health sector. First, little or no competition may 
emerge—reducing the pressures on the provider to 
deliver “value for money” to maximize profits. 
Alternatively (or in addition), competition may emerge, 
but it may be dysfunctional. Both cases are discussed in 
this section. 

 
Some health services, especially tertiary and 

quaternary, exhibit scale economies in production. This 
relieves incumbent hospitals from pressure from new 
entrants. Geographic monopoly over certain services 
may leave buyers very little leverage to negotiate with 
service providers. There are many examples of strong 
collusion among medical doctors that creates a virtual 
monopoly, thereby shifting the grid for ambulatory 
medical care toward the left—and strengthening the need 
for direct provision or other policy intervention. Public 
monopolies and policies that prevent public funds from 
being used to contract services from the private sector 
have the same negative effect on contestability.  

 
Even for services where monopoly power is not an 

issue, providers may still capture market share or 
maximize profits through various forms of distortionary 
behavior (Figure 12).  
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In a competitive market, firms seek to maximize 
their profits—and by using any method that makes sense 
in that environment. In a healthy market environment, 
they will try to capture market share from their 
competitors by better pleasing customers, maximize 
profits by reducing costs through efficiency gains, and 
expand their product lines through imitation or 
innovation. Wherever possible, however, they will seek 
to exploit or construct advantages. Where this is 
possible, the pressures for efficiency and quality 
generated by the market may be weak. 
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Such distortionary features of health service 
markets often enable providers to: (a) counter the 
bargaining power of suppliers, patients, or purchasers; 
(b) ward off threats posed by new entrants and imitation 
products; and (c) control a large share of the relevant 
market. 
 

Information asymmetry in the health sector 
exacerbates these problems. For example, medical 
treatment is largely a “bundled” good where the seller 
(doctor) guides patients’ consumption decisions—which 
hospital to go to for surgery, which lab to use for 
diagnostic services, and so on. Thus,  providers can 
parley their information advantage into control over a 
rigid and lucrative referral chain. Doctors may “forward 
integrate” into diagnostic labs or pharmacies and steer 
their patients toward consumption where they have a 
financial stake. Hospitals may “backward integrate” by 
creating strong links with doctors, thereby cornering part 
of the market where they experience little or no 
competitive pressure. Medical professionals are 
frequently able to create cartels, limiting competitive 
pressures that strengthen the influence of patients and 
purchasers. 

 Since patients and payers know less than 
providers about the true value or cost of health services, 
providers can cream-skim, selecting patients who cost 
less to treat than other patients. Thus, providers can 
increase their profits, not by delivering better service to 
capture market share or cutting costs but by choosing 
more profitable patients. 
 
 Most of these market imperfections in service 
delivery can be corrected through appropriate 
regulations and contracting arrangements. 
  
A few examples will illustrate this point. Equal access to 
capital and antitrust legislation, limiting the power of 
professional cartels, can significantly decrease the entry 
barriers for some segments of the health care market, 
especially for clinical services that fall in the middle 
band of the contestability/measurability grid. The same 
would be true for contracting practices that are open to 
both public and private providers and which leave open  
possibilities for choosing alternative providers or 
exercising “exit” strategies. 
 
 In other instances, supplier cartels, combined 
with low quality-control standards, shift activities such 
as retail sale and distribution of pharmaceuticals and 
medical equipment into the lower right corner, even 
though such activities belong in the upper left area of 
high contestability and measurability. 
 
Market Imperfections of Private Health Insurance 
 
 Even if private health insurance is contestable, 
due to severe information asymmetry, such services are 
often deliberately crowded out for strategic reasons by 
restrictive policies and public financing. This topic is 
beyond the scope of discussion in this paper but is 
discussed in detail elsewhere and briefly in Box 4.50 
 
 
 
 
 
 
 
 
 
 
 
 
 

Box 4. The Intractable Market Imperfections 
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of Private Health Insurance 
 
Private voluntary health insurance is one area that is particularly 
prone to market imperfections, many of them related to information 
asymmetries. 
 
  Insurance may succeed in protecting some people against 
selected risks, but it usually fails to cover everyone who wants to 
subscribe to insurance plans and often excludes individuals who need 
health insurance the most or who are at greatest risk of illness. This 
happens because insurers have a strong incentive to enroll only 
healthy or low-cost clients (risk selection or cream-skimming). 
Private insurers also have incentives to exclude costly conditions or 
to minimize their financial risk by using benefit caps and exclusions. 
This limits protection against expensive/ catastrophic illnesses. 
 
 Because of these factors, individuals who know they are at 
risk of illness have a strong incentive to conceal their underlying 
medical condition (adverse selection). Individuals who are—or think 
they are—healthy will often try to pay as low premiums as possible. 
This prevents insurers from raising the funds needed to cover the 
expenses incurred by sicker or riskier members. Worse, the healthy 
may even deliberately underinsure themselves, in the hope that free 
or highly subsidized care will be available when they become ill 
(free-riding). When third-party insurers pay, both patients and 
providers have less incentive to be concerned about costs, and some 
may become careless about maintaining good health. This leads not 
only to more care being used (the reason for insurance), but also to 
less effective care, or care that would not be needed if people 
maintained good health (moral hazard).  
 
Purchasing Mechanisms 
 
 Finally, provider payment systems also 
influence goods properties by interacting with three of 
the five key elements of the internal incentive regime of 
health care organizations: distribution of residual claims, 
market exposure, and provision for social functions. 
Service providers, in particular, respond differently to 
alternative funding and payment mechanisms. For 
example, collective purchasing by a strategic social 
health insurance fund in Germany sends a different set of 
signals to providers than regulated competition in the 
United States, consumer-driven demand through out-of-
pocket payments in India, medical savings accounts in 
Singapore, and monopsonistic purchasing in the United 
Kingdom. 

 Although reforms in governance may endow an 
organization with formal claims to residual revenue in 
different categories, the structure of the payments system 
will directly determine whether this claim has any real 
meaning or incentive effect. If, for example, services 
must be delivered at prices below cost, there will be no 
residual to claim. Thus, the relation of costs to the price-
setting and capital-charging formula in the payments 
system is a critical determinant of the incentives of the 

model. The crucial factor is whether marginal cost-
saving efforts by the provider can generate revenue 
flows that the provider can keep without deterioration in 
quality or effectiveness. 
 

When reforms in organizations such as hospitals 
entail a shift in revenue earning by delivering services 
“in a market,” what kind of market emerges becomes a 
crucial issue. Often, government is the largest or only 
buyer. In this case, the process and terms on which the 
government purchaser engages the provider may well 
determine the degree of pressure on the provider to 
“deliver the goods.”  
 
 To gain maximum benefits from reforms that 
expose the public sector to competition with the private 
sector, it is crucial that adequate steps are taken to secure 
competitive neutrality. 
 
 Two sets of policies must be built into provider 
payment systems to achieve competitive neutrality: 
 
• moneterization of social functions such as explicit 

subsidies that cover the cost plus a reasonable 
margin in delivering services to nonpaying or 
uninsured patients  

• leveling of the playing field through a 
standardization of the fee structure and cost of 
capital for both the public and private sector. 

 
H.  GETTING FROM HERE TO THERE 

 
 We have presented a strong argument for a 
continued and even an enhanced role for the state in 
providing strong sectoral stewardship and securing 
equitable and sustainable financing for the health sector. 
But it challenges the principles and nature of public 
intervention pursued by many governments, especially 
in the area of the public production of health services. 
 
 Many countries today have large inefficient 
public sectors producing goods and services that could 
be bought from nongovernmental providers. Moving 
from one system to another will not easy (Figure 13). It 
will take time and must be accompanied by capacity 
building in areas such as contracting, regulation, and 
coordination of nongovernmental providers. 
 
 A three-step process can be used to move 
gradually from one balance to another in the public-
private mix in service delivery. First, when there is 
already a large private sector, the public sector can begin 
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by recognizing its existence and slowly increase use of 
these resources through better coordination, contracts, 
and a positive regulatory environment.   
 
 Once some learning has taken place in 
coordinating and contracting with existing providers, the 
positive lessons from this experience can be transferred 
to other priority areas where nongovernmental providers 
may not yet be active. Finally, in some cases where the 
public sector is clearly engaged in inefficient activities 
such as public production of many inputs, these can be 
converted through outright privatization and 
subsequently bought from the private sector.51 
 
 At the same time, the public sector may not be 
involved in areas of strategic importance such as 
securing financial protection against the cost of illness 
and failing to provide critical sectoral oversight in terms 
of its stewardship function. Parallel to moving out of the 
area of production of goods and services, a strong 
argument can be made for a more integrated approach 
and greater public sector involvement in health care 
financing, sectoral coordination, regulation, monitoring, 
and evaluation. 
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