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Introduction

"The political problem of humanity is to combine three things: economic effi-

ciency, social justice and individual freedom."

John Maynard Keynes, Liberalism and Labour, 1926

The welfare state plays a key role in the protection and promotion of the socioeco-
nomic well-being of its citizens. Public provision of basic education, health and in some
cases housing and social insurance are fundamental features of the welfare state. For
such a state, the equitable distribution of wealth and the responsibility for those unable
to avail themselves of the minimal provisions for a "good life" are matters of public con-
cern and justify progressive systems of personal taxation and anti-poverty programs.
Nonetheless, it is widely recognized—from both a theoretical and a practical perspec-
tive—that the welfare state as a form of socioeconomic organization is undergoing a cri-
sis. Liberal economists criticize it because they believe that it leads to loss of individual
freedom and economic efficiency. Furthermore, experience has shown that, while the
benefits of social services have been less than expected, fiscal deficits and debts have
grown, leading to macroeconomic instability and unemployment.

Explicit Value Judgments

"A society is rich when material goods, including capital, are cheap, and

human beings dear."

R.H. Tawney

This study is based on the belief that, despite its shortcomings, the welfare state is still
a valid socioeconomic model. For example, despite its current crisis, many developing
countries have made the establishment of some form of welfare state a goal. Basic
implementation of the welfare state can be seen in the United States. More extensive
forms can be found in Western European countries, in many cases featuring compre-
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2 What Do You Mean?

hensive health coverage and provision of state-subsidized tertiary education. In the
Netherlands and the social democratic governments of the Scandinavian countries, the
welfare state provides public aid for the individual in almost all phases of life, "from the
cradle to the grave." In socialist countries, the welfare state also covers unemployment
and administration of consumer prices.

Historically, a social system has been more likely to survive if it has achieved greater
development and a higher level of welfare through a democratic process. On the
economic level, the goal of a society is development, defined not just in terms of eco-
nomic growth but also by improved living conditions, such as life expectancy, health and
education (Sen 1994). On the political level, social systems increasingly aim toward
democracy, defined here as a political system where freedom and equality are achieved
to their highest degree (Bobbio 1995). The welfare state has proven to be a successful
model in achieving these goals; however, its social service delivery systems need reform.

The improvement of social service delivery, particularly education and health, is
justified on several grounds. First, democratic societies cannot avoid the issue of equi-
ty, at least as a principle of distributive justice. Education and health are basic entitle-
ments for all citizens and each person should have access to them regardless of race,
gender, social position or income. Second, the equal distribution of education and
health—being an investment in human capital—can yield significant gains in both equal-
ity and freedom, because it ensures and sustains the development process by reducing
gaps in income distribution, and increases active participation in modern dynamic
democracies. Third, the skills and capacities of healthy and educated citizens lead to
greater economic productivity and growth.1 As a result, income and welfare increase
and services are more easily financed. Fourth, since public finance is a scarce com-
modity, governments must spend it with the utmost effectiveness while expanding pri-
vate social service financing and delivery.

In order to progress in the theoretical analysis of social service delivery, it is imper-
ative to overcome the conflict concerning the leadership role between governments
and markets that is often present in the literature. For this analysis, the conflict is irrel-
evant because each sector has a role to play depending on its resources, organization
and incentives. The two forces complement each other and their interaction is needed
in the redefinition of the welfare state. Even if it is not possible to identify the social
benefits of education and health systems with the same degree of precision as pro-
duction benefits, market incentives can be included in social service delivery, allowing
private operators to offer services at a profit. This can improve efficiency and private
entities can achieve surpluses in activities in which public sector agencies have usually

1 The literature on endogenous growth has analyzed if and how markedly skewed income distributions can threat-
en economic growth possibilities (Shultz 1968; Becker 1993; Barro and Sala-i-Martin 1995; Londoño 1996; Perotti
1996; Persson and Tabellini 1997).
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Introduction 3

posted losses. In order for the private sector to be able to develop its potential for
generating wealth to the fullest, government must perform its role effectively by estab-
lishing a set of clear and stable rules that are fair to all social service providers, and by
performing regulatory, supervisory and evaluative functions. Whenever markets and
governments have worked together, the results have been spectacular (see Zuckerman
and de Kadt 1997).

The search for efficiency and equity does not lie in substituting private for public
delivery systems or vice versa. It lies in improving the delivery systems per se by mobi-
lizing social resources with funding from public or private sources or a combination of
both.2 The interaction of competitive markets and government can provide an efficient
system of production and distribution of goods and services and can take care of redis-
tribution within a framework of laws and regulations that are as essential for econom-
ic activity as they are for social justice. In order to accomplish these goals, conceptual
clarity is essential. This study attempts to provide this much-needed clarity.

Purpose of the Study

The objective of this study is to demonstrate that different ideologies lead to different
concepts of efficiency and equity, which in turn influence the policy design and con-
sequently the results of social service delivery.

Efficiency and equity are social priorities and, at the same time, they are the cor-
nerstones on which to build the redefined welfare state. Achieving social equity is as
important a goal as achieving economic efficiency, but there is confusion regarding
these concepts and their dynamics. In the formulation of social policy, clarity is sorely
needed to move forward. Two issues are particularly important. First, different ideolo-
gies yield different meanings of efficiency and equity. Second, in the provision of social
services, specifically education and health, the results of policy implementation differ
depending on which of these meanings inspired the policy design.

The analysis clarifies and defines the concepts in order to forecast the impact of
each concept on social policy. Clear definitions help to transport the issue from the ide-
ological plane into practice, from a normative approach to a positive one. In fact, the
analysis aims to introduce an analytical definition of efficiency and equity because these
concepts are essential in the reconceptualization of the welfare state. At the same time,
it attempts to provide a much clearer view of how different definitions of efficiency and
equity lead to different social policy options, which in turn have varied consequences

2 The state and the market are not the only agents for social service delivery. The family, the community and civil
society (nongovernmental organizations) are also important and social policy designers must also take these actors
into account when planning policy.
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What Do You Mean?

Efficiency and Equity in Indonesia and Sri Lanka

Education Policy in Indonesia

Indonesia, a chain of islands stretching 3,000 miles along the equator, is a former Dutch colony

that fought for independence in 1958. In the early 1960s, economic growth was slow and income

distribution was skewed. In 1965, gross national product (GNP) per capita was US$90; the upper

20 percent of the population held 52 percent of income and the lower 20 percent held only 6.8

percent (World Bank 2002). In the 1960s, few of the 60,000 Indonesian villages had primary

schools, trained teachers were scarce, textbooks were expensive, and many poor rural house-

holds were unable to afford school fees. Gross enrollment was 72 percent in primary and 12

percent in secondary school in 1965. In 1971,43.4 percent of the population aged 15 and older

was illiterate (World Bank 2002).

Policymakers believed that investing in the skills and capacity of educated citizens was the

key for social and economic development, and that a better education system could increase

both economic efficiency and equity in the country. In 1973, the government launched a program
funded through loans and oil revenues to improve access to schools for rural children by build-

ing primary schools in villages that did not have them. Improvement in the educational level was
expected to yield significant gains not only on the side of equity, but also in rural economic effi-

ciency, thus alleviating poverty and stimulating economic growth. The program hired newly
trained teachers at the primary level, provided textbooks, and abolished school fees. Parents in
rural areas responded to the improved opportunity by sending their children to school. By 1983,
after more than 60,000 new schools had been built and more than 100,000 existing schools had
been renovated, about 95 percent of children aged 7-12 were enrolled in school. By 1985,25

percent of the population was illiterate, GNP per capita was US$520, and enrollment at the sec-

ondary level had increased to 41 percent (World Bank 2002).

Health Policy in Sri Lanka

When Sri Lanka gained independence in 1948, the country already had high health standards.
Since then, the government has continued to place high priority on health, believing that 

healthy citizenry is critical in reducing poverty and inequality, stimulating economic growth, and
sustaining the democratic process in general. For these reasons, medical care has been free to

all from the beginning and the government has worked to extend the service network to all

parts of the island. However, a shortage of funds has continuously hampered these efforts. In
addition, the country's hospitals are always crowded and many physicians, seeking higher

incomes, emigrate to other countries.

4
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Introduction 5

In spite of the obstacles, the country's efforts to provide better health care have prevailed.

The provision of additional hospital beds ran ahead of population growth between 1950 and

1980. In the same period, the supply of nurses and paramedics nearly tripled in relation to the

population (World Bank 1998). This increase provided essential support for the extension of

primary care to rural areas. As a result, the measures of mortality and morbidity have shown

striking improvement in the past four decades. Epidemics have been eliminated and diseases

such as typhoid, tuberculosis and malaria have declined sharply as causes of death. Crude and

infant death rates have fallen, and life expectancy has climbed to 71 years.

for society. The ultimate purpose is to improve the delivery of social services through
understanding the link between efficiency and distributive justice problems.

This book offers an instrument that policymakers could use in redefining the wel-
fare state. The study attempts to show how different conceptualizations of efficiency
and equity lead to different assessments about the best options for government inter-
vention and market participation in social service delivery. Both descriptive and analyt-
ical policy studies use objectives of efficiency and equity in a rather general way,
although in practice they may refer only to specific and more limited concepts. The
study also seeks to show that in applied research and in actual policy practice, most
policy choices are strongly influenced by (often implicit) ideological preferences regard-
ing freedom and equality and by preconceived views as to whether market-based or
government-oriented solutions are likely to produce more efficient outcomes.

The analysis applies this hypothesis to the case of voucher systems in education
and alternative insurance systems in the field of health care. This analysis is important
because clarity regarding the relationship between concepts and options can improve
efficiency and equity not only in social service delivery, but also in the social system as
a whole. In this manner, social systems can become more sustainable, reach a satisfac-
tory standard of welfare and evolve toward democracy. Indeed, the efficient and equi-
table provision of education, health, housing, drains and potable water forms the
groundwork for a stable and durable social system.

In the process of redefining the welfare state, it is important to determine whether
a trade-off between efficiency and equity exists. Too often the debate on this point is
merely ideological. The economic literature is not always clear on the meanings of "effi-
cient" and "equitable." One of the contributions of this study is to show that trade-offs,
if any, depend on the definition assigned to these two concepts. In the economics of
social service delivery, there is a complex and intricate relationship between efficiency
and equity, and the existence of a trade-off varies with each particular case. On one
hand, efficiency and equity could be achieved together. A case in point would be that
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6 What Do You Mean?

of nations with low rates of socioeconomic development, where it is possible to achieve
both by stimulating a virtuous circle. On the other hand, efficiency and equity could be
in conflict. For example, in education and health, a trade-off often exists at the moment
of allocating resources among alternative programs.

Methodology and Examples

This theoretical analysis looks at the economic functioning of social policies from the
perspectives of alternative conceptualizations of efficiency and equity. It redefines three
well-known concepts of efficiency and applies them systematically in conjunction with
freedom and equality concepts to the analysis of social service delivery systems. In addi-
tion, the analysis includes specific case studies and examples to illustrate the hypothesis.

The analysis identifies three types of efficiency: in production, in coordination and
in allocation. The foundation for this differentiation comes mainly from the subjective
utilitarian economic theory inspired by liberal ideologies. To avoid confusion on the
concept of equity, this study proposes to break it down into three types: access, which
comes from liberal ideologies in the libertarian meaning; capabilities, whose conceptu-
al roots lie in that part of welfare liberalism that is concerned with an individual's abil-
ity; and results, from egalitarian ideologies in their main egalitarianist, socialist view.
Policy analyses appear to be restricted to very specific notions of efficiency and equity,
mostly without being aware that claims for enhancing efficiency and/or equity may
apply in one sense (efficiency in production and equity in access) but not in another
(efficiency in allocation and equity in results).

For example, policy designers in Indonesia and Sri Lanka wanted to improve both
efficiency and equity (see box). However, their policy choices were strongly influenced
by implicit preferences regarding freedom and equality. In Indonesia, public policies
were rooted in negative freedom. Accessible education was considered an important
factor in improving income and welfare distribution, which would also lead to greater
economic productivity. The implicit concept of efficiency was efficiency in production,
which shaped the policy goals toward income growth, while the implicit concept of
equity was equity in access, which led to an increase in public facilities and resources
for education.

In Sri Lanka, the implicit goals were to improve efficiency in allocation, which led
to the extension of free primary care in rural areas, and equity in capabilities, which led
to the promotion of equal opportunities through the provision of minimum standards
of living. These policies also increased long-term workforce productivity and thus effi-
ciency in economic activity. Although access was the main concern in both Indonesia
and Sri Lanka, the health policy in Sri Lanka was more concerned with increasing cit-
izens' capabilities, which shows a bias in favor of positive freedom.

At the moment of spending in education or health care, every policy designer
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Introduction 7

wants to achieve efficiency and equity. However, there are two main points of view
regarding spending and each is informed by a different concept of what amounts to an
optimal system (see box). According to the first, the best possible standard of educa-
tion or health care should be achieved independently of concerns about economic
resources. Policies with this goal are normally informed by equity in results; efficiency,
seen as efficiency in production, is subordinated to the achievement of equal results.

According to the second point of view, cost must be taken into consideration in
setting priorities. This perspective comes from the implicit prioritization of efficiency in
allocation and the concomitant concept of equity in capabilities, which focuses on the
provision of minimum standards. Of course, results are different for a policy designer
who implicitly thinks that social policies should serve everyone who asks for the serv-
ice (on a first come, first served basis) compared with a designer who prefers to set
clear priorities in advance.

Structure of the Study

Chapter 1 analyzes the concepts of efficiency and equity within the framework of
social policies. It shows that efficiency and equity can each be broken down into three
different types: efficiency in production, efficiency in coordination, efficiency in alloca-
tion, equity in access, equity in capabilities and equity in results. The relationship
between efficiency and equity has its conceptual roots (except when viewed from the
utilitarian perspective) in the more complex link between freedom and equality, which,
in turn, leads to the debate between liberal and egalitarian ideologies. Therefore, the
chapter begins by explaining how the concepts of efficiency and equity have been
influenced by political philosophy, in particular by the ideas of freedom and equality.
The chapter develops definitions of efficiency and equity and outlines their relationship
by studying the different interpretations in the political and economic literature.

The literature tends to debate the existence or the absence of a trade-off between
efficiency and equity in broad terms; however, a deeper level of analysis is necessary
in order to address the problem more effectively. The dual objective of increasing both
efficiency and equity is not always possible. Indeed, sometimes a trade-off between one
of the three types of efficiency and one of the three kinds of equity will be inevitable.
In other cases, a trade-off may not be necessary. Clarity of meaning at the moment of
analysis will reveal the existence or irrelevance of a trade-off. Throughout this analysis,
it is important to keep in mind that reality is always more complex than a priori rea-
soning; this fact is particularly evident in the examples of education vouchers and
health insurance that are discussed in chapters 2 and 3.

Chapter 2 analyzes the voucher system as a mechanism of financing education. It
shows how different concepts of efficiency and equity can yield different voucher sys-
tems and consequently different results in terms of policy, freedom of choice and
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What Do You Mean?

Two Positions on Expenditures for Social Services

Serving Those Who Ask

Many countries spend a large share of their total education budget at the tertiary level. For

example, India spends 19 percent of its total education budget on colleges and universities; in

Africa, 22 percent goes to universities; and in Brazil, 23 percent is allocated to higher education

(World Bank 1998). Aside from the fact that the more powerful political groups apply pressure

in that direction, there are several technically valid reasons for this phenomenon. Graduate train-

ing and research provide sustainability to the education system and yield externalities for soci-

ety, including suitably trained teachers, teaching materials and technological progress. In addition,

the cognitive skills of future generations have positive effects on income distribution and pover-

ty reduction. Market failures also justify public funding at the tertiary level: low-income students
receive financial aid for college training while public universities further their research efforts

and avoid selection based on ability to pay.

In the field of health care, from this perspective, expenditures are efficient if they offer the
best treatment to the patient, regardless of cost.3 Indeed, an optimal health care system provides

the highest possible standard of care to every citizen.This position considers the achievement of

equal results as the only way to achieve equity, and forgets productive and allocative efficiency.

Precedence Setting

According to the precedence-setting position, countries have limited resources and cannot

increase social expenditure indefinitely without eroding their long-term sustainability.The choice
in favor of tertiary education leaves the other education levels without the necessary financial
resources. If it is true that highly educated people are crucial for improvements in citizenship
and economic growth, then subsidized education for every citizen is equitable only if every indi-
vidual reaches the tertiary level. If not, the person who drops out at the primary level receives
less from the state than the person who reaches the secondary level, and even less than the per-

son who goes on to the university level. For example, in Colombia, 60 percent of all higher edu-

cation subsidies go to the highest income quintile and only 6 percent go to the bottom two quin-
tiles (Birdsall and James 1993).

a According to this view, health is one of the most important factors contributing to welfare; consequently, a con-
siderable amount of resources are (and should be) spent for its protection. It is often assumed that the higher the
health care expenditure, the better the achieved health care standard will be. "It is incumbent on the physician (...)
to practice not 'cost-effective' medicine but that which is as safe as possible for that patient under the particular
circumstances. Optimization of survival and not optimization of cost-effectiveness is the only ethical imperative. (...)
A physician who changes his or her way of practicing medicine because of cost rather than purely medical consid-
erations has indeed embarked on the 'slippery slope' of compromised ethics and waffled priorities." (Loewry 1980)
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Introduction 9

In many countries, enrollment at the primary level does not reach 100 percent; data for

the secondary level are even worse. In India, the majority of rural children do not finish primary

school. In Africa, only 2 percent of the relevant age group attends university. In 1990 in Brazil,

the average years of schooling were 5.1 for males and 4.9 for females, yet the expenditure per

student was US$526 at the primary level; US$621 at the secondary level; and US$5,258 at the

tertiary level. In the same year, only 9 percent of Brazil's public education budget was dedicat-

ed to secondary education (World Bank 1998). When policy designers take these disparities

into account, more money should be spent at the primary level in order to increase coverage

because it is not considered cost effective to allocate scarce resources to universities.

In terms of health care, the precedence-setting point of view considers that costs cannot

be ignored when making policy choices. For example, the allocation of resources should not be

based on keeping patients alive as long as possible if the survival possibility of one patient can

only be increased at the expense of the survival prospects of others.The fundamental problems

of resource allocation apply to health just as they do to any other area; for any given level of

social expenditure, the policymaker has to take into consideration results in relation to goals.

Resources have to be allocated for those actions that have the highest efficacy at the lowest

cost.Thus, an optimal health care system allocates its resources according to cost effectiveness.

Building hospitals, training doctors and nurses, and manufacturing drugs and technical equip-

ment consume scarce resources that could be used for curing low-budget mortal illnesses, such

as cholera or diarrhea, or for other social services, such as building schools, training teachers

or distributing food.

In this context, the idea that physicians should always provide the best possible treatment

regardless of cost makes little sense. Within this framework, access and the provision of mini-

mum standards of living are considered sufficient and necessary conditions for equity; efficien-

cy in allocation is considered more important than any other type of efficiency.

equality. By analyzing the case of market-oriented public support of education in 31
countries, the chapter investigates the effectiveness and legitimacy of voucher systems
as a demand-side financing tool. Worldwide, there is an unfinished education agenda
as far as efficiency and equity are concerned. Critics of existing education systems say
they are excessively supply-driven, causing a substantial lack of appropriate delivery.
Advocates of demand-oriented systems claim that they would ensure sustainability. The
chapter analyzes how demand orientation would resolve the difficulties found in sup-
ply-side education delivery systems. It focuses on the impact of introducing choice, in
particular through looking at voucher systems as education policy tools.

An education voucher is a payment made by the government to a school chosen
by the parents of the child being educated. The payment can also be given directly to
the parents to use in the education of their child. Schools are free to offer diverse edu-
cation packages in order to meet different parents' preferences. This system encourages
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10 What Do You Mean?

private nonprofit and for-profit schools, thereby introducing competition in the educa-
tion system. The analysis demonstrates how the design of voucher systems varies
depending on the designer's focus on different types of efficiency and equity. This, in
turn, will influence the system's overall performance. Four principles guide the analysis
of the intended objectives of vouchers: consumer choice, personal advancement, pro-
motion of competition, and wider access to private and religious schools.

Chapter 3 applies the hypothesis of the study to the field of health. It shows how
efficiency and equity lead to different results depending on the concept chosen as a
goal in the design of a health insurance program. In turn, this design will have different
impacts on the initial efficiency and equity. To illustrate this point, for the sake of sim-
plicity, the many existing delivery systems have been classified into three principal cat-
egories: free market, tax-financed public delivery and social insurance. The analysis
applies the reconceptualized definitions of efficiency and equity to the practice of man-
aged competition in industrial nations and to social insurance in developing countries.

The appropriate management of health insurance is a worldwide concern. In every
nation, considerable resources are devoted to the maintenance and preservation of
health. Most countries lack universal health insurance coverage, and the health insur-
ance systems that do exist are plagued by rising costs and opportunistic behaviors
(moral hazard and adverse selection). Thus, regulations in financing curative health, cal-
ibration of incentives, and the definition of rules are crucial activities in the policy
design of an efficient and equitable health insurance system and play a central role in
optimizing the health care achievements of a country.

There are many ways to design health insurance systems, and the literature on the
topic is clear on how they are organized. However, confusion is introduced in how the
concepts of efficiency and equity are applied to health care risk coverage.

The chapter details how implicit concepts of efficiency and equity have influenced
the design of each delivery system. For example, free market economists advocate pri-
vate delivery, which privileges a focus on efficiency in production. The positions of wel-
fare liberals and egalitarians influence social insurance and tax-financed public delivery,
stressing efficiency in allocation and equity in access. Managed competition derives its
design from a focus on efficiency in allocation, efficiency in coordination and equity in
access. In short, each system has its roots in different implicit concepts of efficiency and
equity.

Chapter 4 summarizes the main positions of libertarians, welfare libertarians and
egalitarians in terms of how they mean different things when they talk about efficien-
cy and equity. Since the initial concepts of their arguments differ, they design social
policies that yield different results. In the economic literature, eventual trade-offs have
been and will be the logical consequence of the priority given to the objective of one
concept over the other. The chapter concludes by discussing nine possible combina-
tions among the three concepts of efficiency and of equity. C
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Efficiency and Equity
in Social Policy

Social policies are running into problems. On one hand, countries have limited
resources and cannot increase social expenditures indefinitely without eroding their fis-
cal sustainability. On the other hand, as they confront growing needs, countries are
experiencing trouble in terms of coverage and quality in delivering social services. Cost
containment as much as targeting is necessary; both efficiency and equity are needed
in order to improve sustainability. However, there is some confusion on the meanings
of "efficiency" and "equity."

According to some economists, efficiency is the optimal use of scarce resources in
achieving production processes (that is, the biggest quantity with the highest quality at
the lowest cost). For others, the keys for achieving efficiency are incentives and trans-
parent information (that is, the optimal functioning of the market in the process of
resource allocation). Still others believe that lowering the overall opportunity cost is
what really matters in achieving efficiency (that is, the achievement of a first-best equi-
librium or Pareto allocation).

Although economists might agree that social policies should provide equal oppor-
tunities to every citizen, they lack consensus on how to define "equality of opportuni-
ties." Different ideologies assign radically different meanings to this expression. For
some, it could mean the provision of access to social services by building schools or
health centers. For others, it could mean breaking vicious circles of poverty and attack-
ing the causes that perpetuate them in order to allow all people to develop their own
lives. For still others, it could mean guaranteeing that all people achieve the same edu-
cation and health results.

What kind of efficiency and what type of equity should social policies pursue? Of
course, there is a plurality of positions on this topic due to the political dimension of
the economic problem. This dimension raises questions that cannot be answered in an
objective and scientific way because value judgments come into play. However, this
does not mean that explicitness is impossible to achieve; on the contrary, drawing a
clear and explicit map of every implication of these value judgments would definitive-
ly help the design of social policy. This kind of clarity can be achieved by defining what
efficiency and equity mean and by plotting the results of each concept's implications.

Different political ideas lead to different concepts of efficiency and equity. The
objective of this chapter is to investigate the dissimilar ideologies that are the basis of
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12 Efficiency and Equity in Social Policy

these different views. The main ideologies explored here are liberalism (libertarianism
and welfare liberalism) and egalitarianism (skipping its influence on socialist ideas). The
chapter also discusses utilitarianism because of its important influence on economic
theory.

The different concepts of freedom and equality that these ideologies espouse are
key to the analysis. For example, libertarianism favors negative freedom, a choice that
implicitly shapes its definition of equity: mere access is the only concept compatible
with negative freedom. Meanwhile, egalitarianism sets as its goal "equality for all in
everything," a view that influences its conception of efficiency. Efficiency per se is not
a goal for the social system but a quality of the process of achieving more equal results.
Understanding and explaining the relationship and the trade-off between efficiency and
equity require a discussion of ideologies, in particular, on the topics of freedom and
equality, which in turn leads to the relationship between the market and the state. This
consequential line of reasoning is central in understanding how efficiency and equity
have come to mean so many different things.

Efficiency and equity are key aspects of most economic problems and they play a
major role in most public policy decisions. In the political domain, concerns about equi-
ty—or at least distribution—often outweigh concerns about economic efficiency. Despite
this fact, when discussing policy alternatives, most economic analysis has paid much
more attention to issues of efficiency than to issues of equity.

There is greater consensus among economists about what constitutes efficiency
than there is about what constitutes equity. In fact, economics in general has confined
its attention to the allegedly value-free efficiency condition, claiming that questions
involving equity or the distribution of benefits are matters for the political process. In
welfare economics, enterprises and consumers freely pursue their own interests, acting
without restriction in the market. The government intervenes later to correct and/or
integrate the distorted effects connected to the market mechanism. During the past few
decades, the logic of this separation (with the market guaranteeing efficiency and the
public authority guaranteeing justice) has reached a major crisis with the realization that
frequently the achievement of the efficiency goal would bring about the simultaneous
attainment of values like equity and equality. Moreover, the pursuit of efficiency could
not be a value-free, technical matter because it implies the acceptance of a given
income distribution (often the existing one), which, in itself, involves a value judgment.
Both the libertarian basis of the various process-oriented positions and the welfare
foundation of the new welfare economics have experienced difficulties in accounting
for the new problems. This explains the renewed interest in this area, beginning toward
the end of the 1960s with the topic of distributive justice.

This chapter analyzes how, when applied to economics, different ideologies—with
different concepts of freedom, equality, efficiency and equity—present different policy
proposals and objectives. Economists inspired by these different ideologies also inter-
pret in a different way the relationship between efficiency and equity. For example,
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Chapter 1 13

compared with liberals and egalitarians, libertarians and utilitarians are more likely to
consider these concepts in a trade-off.

For instance, for libertarians and subjective utilitarians, the achievement of an
efficient allocation of resources implies that a reallocation of resources and/or a
rearrangement of production assignments cannot increase net social benefit. However,
for welfare liberals and egalitarians, although an efficient allocation is an important aim
for any economic system, it is not the only social objective. Indeed, an efficient system
does not necessarily imply a fair or equitable one, even if the efficient system produces
the maximum net benefit for society. In fact, the meaning of maximum net benefit only
refers to the overall level of net benefit for a given (often the initial) distribution of
assets; it does not concern itself with the way benefits are distributed between the indi-
vidual members of society. The notion of equity is not dealt with by the efficiency cri-
terion in the way economists generally use the latter.

This study does not attempt to cut the Gordian knot by indicating whether effi-
ciency or equity should be pursued as a priority. Indeed, it aims to show how alterna-
tive methods of economic organization influence policy design because of their implic-
it concepts of efficiency and equity. The goal is to increase the understanding of the
efficiency-equity problem in the delivery of social services.

The Conceptual Roots of the Efficiency-Equity Relationship

Efficiency and equity considerations are two different tensions—simple but extremely
strong—that affect every approach to social policies. On one side, analysts refer to an
efficient economic system as the modus operand! by which people organize their mate-
rial provisioning and whence society develops its welfare and economic growth. On the
other side, analysts point to the need for equality. Many societies share the belief that
in order to progress toward civilization, all human beings have to be equal. Are an effi-
cient economy and equality compatible? Can an economic system achieve equitable
outcomes and be sustainable in an economically viable and just manner? Different ide-
ologies answer these questions in different ways.

Relevant Positions: Liberalism, Egalitarianism
and Utilitarianism

The main doctrines relevant for this study come from political philosophy and are well
known: liberalism, egalitarianism and utilitarianism. The first is taken into account
because of its influence on free market theory and the concepts of efficiency, the sec-
ond because of its influence on the concept of equity, and the last because it is broad-
ly used in the economic literature due to its practical answers to technical dilemmas.
The selection of these three views is a reduction done for the sake of simplicity. The
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14 Efficiency and Equity in Social Policy

appendix to this chapter provides a more detailed description of liberalism, egalitarian-
ism and utilitarianism, and table 1.1 summarizes the three positions.

Liberalism, in both its nuances of libertarianism and welfare liberalism, might be
defined as the effort to organize liberty socially and to follow out its implications. By
contrast, theories that state the importance of equality as a primary objective of social
and economic systems are called egalitarian. According to utilitarianism, the value of
any policy is to be judged by its impact on human well-being. In its classical form, the
doctrine of utilitarianism is radically egalitarian because all individuals count and all
count equally. Liberalism focuses on universal and equal respect for rights; likewise,
utilitarianism is a doctrine that is both universal and egalitarian, and claims to provide
a way to answer most policy questions.

Individual Versus Common Characteristics

Liberal doctrines in general stress the importance of individual characteristics. Liberalism
sees every person as a unique being, and emphasizes the specific peculiarities that dis-
tinguish human beings from one another. There is an implicit value judgment: differ-
ences are important because the ultimate objective is the free development of the indi-
vidual personality. In addition, the "freedom to be different" is the main cause of civil
progress. Conversely, egalitarian ideologies center on the common characteristics of
human beings. Every individual is seen as a generic being, belonging to the genus of
humankind. Hence, the focus of speculation rests on the nonspecific traits of every per-
son. In egalitarian theories, the implicit value judgment is that equality is good or even
necessary for society.

Preconditions or Results?

Liberalism focuses not on outcomes, but on inputs and preconditions, on the situation
that individuals find themselves in, and on the right of free choice. Egalitarianism, as
much as utilitarianism (although in different ways), focuses on outcomes. Utilitarians
focus on the consequences of an act rather than its intrinsic nature or the motives of
the agent. However, for many, utilitarianism is too ruthless because within its frame-
work, ends do justify means. If equality is valuable, there is no limit on the extent of
redistributive taxation under utilitarianism; dissatisfaction with this logic often leads to
liberalism. Moreover, under utilitarianism, as long as the utility gains to the gainers are
greater than the losses to the losers, all such measures are acceptable. This would imply
that the few could be sacrificed for the many if there were enough utility gains.
Dissatisfaction with this logic often leads to liberal and egalitarian ideologies.
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16 Efficiency and Equity in Social Policy

Society and the Role of the State

Liberalism and egalitarianism have deeply different conceptions of society and the role
of the state. The egalitarian society is autocratic and monistic; every person is part of a
homogeneously developed community. The liberal society is individualistic, conflict-rid-
den and pluralist; every person is autonomous, rational and responsible for his or her
decisions and actions. Liberalism sees the state as limited to providing guarantees; egal-
itarianism views it as regulatory, interventionist and directive.

Nonetheless, it would be ambiguous to define liberalism as the doctrine that
prefers above all other values the value of freedom, without specifying the meaning of
"freedom" within the liberal (or neoliberal) doctrine. Similarly, it would be simplistic to
define egalitarianism as the doctrine that favors above all values the value of "equality,"
without defining equality and the degree to which it has to be applied within that
framework.

Positive and Negative Freedom

Egalitarianism and liberalism have different approaches to the idea of freedom (see
Berlin 1969). The core of the problem rests in the distinction between two relevant yet
conceptually different meanings within the idea of freedom: negative freedom and pos-
itive freedom. This distinction, in turn, enables our understanding of the difference
between positive and negative rights.

Negative freedom is freedom of action. There are two kinds of negative freedom:
the freedom to do and the freedom not to do (or freedom from). The so-called free-
dom to do is that a person is free when able to act without constraints. It is the free-
dom to do something because no law impedes the action.' Freedom from—or "not to
do"—occurs when a person can abstain from acting. It is the freedom to not do some-
thing because there is no law enforcing the action.

Negative freedom, which is advocated by liberal ideologies, calls for the establish-
ment and protection of negative rights through the provision of negative-right goods.
For example, in order to be free, a person needs protection against any kind of inter-
vention, must not be expropriated, and should not be restricted, especially in terms of
economic action. Thus, the establishment of these negative rights is necessary for a per-
son to enjoy negative freedom. Furthermore, the person needs to have access to
negative-right goods, the goods used to meet negative rights, which essentially are con-
stitutional boundaries, a stable legislative and judicial system, and protection of private
property.

1 Freedom is to do (or not to do) what laws allow (or do not prohibit). Hobbes: "Libertas is silentium legis" (De Give,
XIII, 15). Locke: "(...) the freedom of governed men consists (...) in the freedom of following my own will in every-
thing that is not prescribed by law, without being subject to the inconstant, uncertain, unknown and arbitrary will
of another" (Second Treaty on Government, IV, 22). The classical formulation of this view on freedom is by
Montesquieu: "freedom is the right to do everything allowed by law" (De 1'esprit de lois, XII, 2).
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Chapter 1 17

Positive freedom is the freedom of will.2 A free person has the possibility to make
decisions and to direct his or her will toward a goal without being influenced by others.
This form of freedom is also called autodetermination or autonomy. As advocated by
egalitarian doctrines, positive freedom requires the following: a minimum amount of
well-being and prosperity, positive rights and positive-right goods. The reasoning is that
in order to be free, a person needs to enjoy education, health, housing and employment.
Thus, it is necessary to establish rights to these needs. However, rights are not enough
because, in order to be free, a person also needs access to schools and teachers, doctors,
health centers and hospitals, food, shelter and jobs. These are considered positive-right
goods because they are the goods needed to meet positive rights and only by having
these rights can a person enjoy positive freedom (Aristotle, in Ostwald 1962).

In short, negative freedom is a characteristic of action whereas positive freedom is
a property of will. The two types of freedom are different and can be independent (a
person can enjoy one without having the other); however, the two freedoms are not
incompatible and consequently they can be integrated (a person can enjoy both at the
same time). For example, when the will is free (positive freedom), a person can deter-
mine his or her actions in an autonomous way. However, a self-governing will does not
imply that the action that results from that determination—free in the positive mean-
ing—is free in the negative one because it could be limited or compelled by law.
Basically, an action is free in the negative meaning when that action is not limited or
compelled. A person's will is free in the positive sense when it is autodetermined.
Positive freedom could exist even when there are limitations or compulsions from the
outside (that is, when a person is not negatively free).

The practical difference between negative rights (to the protection against aggres-
sive actions) and positive rights (to welfare) is that positive rights require equalization
and hence justify some kind of coercion in the redistribution of resources. For exam-
ple, if someone is born into extreme poverty, society should provide that individual
with positive-right goods, at least to equalize initial conditions. Thus, positive rights
require a positive action by the state in order to mitigate the deprivation of those who
are not free because they are in need. By contrast, an individual's negative rights are
honored when others—including the state—simply abstain from interfering. Thus, nega-
tive rights do not imply any equalization and redistribution is not an issue.

Negative-right goods are mostly public goods, that is, goods whose provision
requires public intervention because the market cannot offer them in an efficient man-
ner. Positive-right goods can be partially public (health and education systems) or pri-
vate goods (food and housing), that is, goods that the market can efficiently produce
but may not be able to distribute fairly.

2 Rousseau gave the classical definition: "The obedience to the law we want is freedom" Contrat Social, I, 8. Freedom in
the civil state is the possibility of human beings to want a set of laws for themselves and to obey these laws. Kant
echoed this concept in his "For perpetual Peace and Metaphysics of Behaviors," (II, 46), and Hegel echoed it in his
"Lessons on Philosophy of History," (vol. I).
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18 Efficiency and Equity in Social Policy

There are two main interpretations regarding the existence of a trade-off between
positive and negative freedom. First, according to the liberal individualistic point of view,
it is questionable whether an individual can be free in both meanings and, strictly speak-
ing, positive rights cannot be considered universal. It is not possible to assimilate positive
rights with negative rights because the satisfaction of positive rights necessarily entails a
redistribution of resources that would violate the negative rights of legitimate owners.
Consequently, there is a trade-off between freedom and equality because freedom
implies a protection against any kind of intervention in individual choice. Second,
according to the egalitarian perspective, the asymmetry between positive and negative
rights should not be demonstrated on the basis of logical-philosophical considerations,
but on a practical basis. For example, the right to life is not simply a command to abstain
from killing. Thus, positive rights in real terms call for a positive action by the state and
therefore some form of redistribution. According to egalitarians, there is no trade-off
because both types of freedom are necessary for social and economic well-being.

Concepts of Equality

The concept that "all human beings are equal" is present throughout a considerable part
of the spectrum of Western political thought. In order to maintain social harmony, it is
necessary that every part has a place assigned according to its merits and, once every
part gets its place, the equilibrium reached has to be respected and maintained through
universally respected laws. In other words, equality has a value and is good for society
only when it points to justice. Justice has the task of establishing (or re-establishing)
orderliness in society and of constituting a harmonic cohesion of the parts (the citizens)
to the whole (society).

In addition, the statement "all human beings are equal" underlies the value judg-
ment that "equality (to the highest degree possible) among human beings is desirable."
Equality is an important factor in the evolution of society. Overcoming discriminations
is viewed as a step toward development and the ideal of equality is considered a stim-
ulus for historic progress.

Different Views

As mentioned earlier, egalitarianism and liberalism endorse different interpretations of
equality. Historically, an egalitarian doctrine is one that defends equality for the major-
ity of human beings in the greatest number of goods.3 In the tradition of liberal

3 From a historical perspective, the common nature of human beings has both a religious and a philosophical inter-
pretation. According to the former, human beings are brothers because they are the sons of the same father. The
latter is based on the idea of a primitive or natural, substantial equality, which is corrupted by social institutions the
moment they introduce inequalities between rich and poor, governors and governed, dominant class and dominat-
ed class. Often both interpretations are merged in the same egalitarian doctrine, since the ideal of moral regenera-
tion goes pari passu with the idea of social revolution.
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Chapter 1 19

thought, what matters is equality before the law (libertarians) or equality in minimum
standards of living (welfare liberals). Liberals believe that full egalitarianism limits skills,
levels aspirations and brings about an unproductive equalization of the powerful ener-
gies of society.

The main difference between egalitarianism and liberalism is well known. As a
consequence of the freedom of economic initiative and the freedom of possession, lib-
eralism protects the freedom of accumulation: every individual can accumulate wealth
without limit. Egalitarian doctrines do not share this belief and always accuse liberalism
of promoting and supporting a society that is economically and hence politically
unequal.4 For egalitarians, if accumulation of economic goods has no restraint, huge dif-
ferences in wealth are allowed and, consequently, great social inequalities are created
and justified.5 On their side, liberals accuse egalitarians of sacrificing individual free-
dom, based on diversity of skills and attitudes, in the name of the uniformity needed
to make individuals as equal as possible.

The egalitarian and liberal points of view differ in their interpretation of the inher-
ent relationship implied within the concept of equality. To get to the heart of the mat-
ter, the definition of equality must specify "equality among whom" and "equality in
what." As shown in table 1.2, there are four possible positions (Bobbio 1995):

A. equality for some in something
B. equality for some in everything
C. equality for all in something
D. equality for all in everything.

Positions A and C are not egalitarian unless they eliminate a precedent inequality.
Position B implies equality in everything for a category of persons, which is partial egal-
itarianism, a view that is compatible with a nonegalitarian conception of society. For the
purposes of this work, the more relevant positions are C and D.

Equality for All in Something

Equality for all in something (position C) encapsulates the liberal position. It appeals for
equality, but only in something. Indeed, the liberal doctrine calls for a shared minimum
standard—fundamental human rights or natural rights—but not equality in everything.
Its lemma, "all men have to be (increasingly) free," refers to personal, civil and political
freedom. In practice, this position has often been translated into the following two
ideas: equality before the law and equality of initial conditions.

4 According to Marx, the French Revolution instituted the juridical equality of all citizens, without categories. The
bourgeois class used this equality as an instrument to make free and available (through the useful fiction of the vol-
untary contract among individuals who are equally free) the workforce necessary for nascent capitalism.
5 Not only within advanced capitalist societies, but also between industrial and developing ones.
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20 Efficiency and Equity in Social Policy

Table 1.2. Equality: Four Scenarios

Equality in what
Some things All things

Some
people

Equality
among

A, Partial equality/unequal treatment
Not egalitarian
(unless it eliminates a
precedent inequality, e.g.
affirmative action)

B. Partial egalitarianism
Nonegalitarian
conception
of society

All people C. Liberalism
Not egalitarian (unless it
eliminates aprecedent nequality)

D. Egalitarianism
Material equality
Equality in the
criterion of distribution
(satisfaction of needs)

Source: Author's elaboration on Bobbio (1995, p. 30).

Equality before the law is one of the basic principles of the liberal state.6 It prescribes
the absence of any arbitrary discrimination (by the judge or the legislator), where arbi-
trary means "not justified." The meaning of justified is that discrimination is justified
when there are relevant differences between individuals or groups of people that place
them in a given category. Differences between young and old or between women and
men are objective, but not necessarily relevant. The relevance or irrelevance is based on
value judgments and, therefore, the call for equality of all human beings has had vari-
ous historical interpretations. However, the only one that has been universally accept-
ed—under any constitution or ideology—is the one that states that all human beings are
equal before the law. In other words, the law applies in equal measure to all.

Social democracy hinges on the basic principle of equality of initial conditions. The
principle of equality of starting points, that is, equal opportunities from initial positions, in
its extended meaning is the application of the rules of justice to a situation where there
are people in competition to achieve a goal that can be achieved by only a few of them.
Consequently, this view of equality seeks to give all members of society equal opportu-

6 The idea is very old and it can be connected with the classical concept of "isonomia," which is a fundamental con-
cept in Greek political thought (see Euripides, Hiketides [Suppliants] in Coleridge and Landes 1999, pp. 429-34). In
modern times, the principle is affirmed in the French Constitutions of 1791, 1793 and 1795; in the 1814 Chart (Art.
1); in the Belgian Constitution of 1830 (Art. 6); and in the Albertinian Statute, the first of the Italian State (Art. 24).
The XIV amendment of the Constitution of the United States (1868) seeks to provide every citizen with "equal pro-
tection under the Law." The principle was reaffirmed, after World War I in the 1919 Constitution of Weimar (Art.
109 comma 1) and in the Austrian Constitution (Art. 7 comma 1). Since World War II, it has been seen in consti-
tutions inspired by different ideologies, such as in Art. 71 of the Bulgarian Constitution (1947) and in Art. 3 of the
Italian Constitution (1948). See Bobbio (1995, pp. 19-20).
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Chapter 1 21

Figure 1.1. Equity in Opportunities

nities by way of initial conditions, establishing uniform starting points. Formulated in this
manner, the principle remains very vague. In its evolution, along with the acceptance of
the concept of a competitive and conflictive society, the principle has acquired two differ-
ent meanings. The first is equality in the consumption of minimum standards for all, sat-
isfying a minimum level of basic needs without distinctions according to religion, race,
gender or social class. The second is equality in the right of people to have abilities and
capabilities to compete for the achievement of what is relevant to their lives (such as
their professions). The latter meaning extends the principle from equality in order to
compete to equality in economic and social minimums.

Suppose that in a two-person society (a and (3), agreement has been reached spec-
ifying a minimum level of opportunities—obtained through minimum levels of con-
sumption—below which no one should fall. This agreement indicates distributions that
would satisfy the equality-of-opportunity criterion as described in position C (equality
for all in something). In figure 1.1, this minimum standard objective is depicted in the
diagram by the two lines MAM'A and M^A'E. Only points to the northeast of their point
of intersection will satisfy the minimum opportunity constraints. These points will be
located inside the area enclosed by these two lines and the curve defined as the oppor-
tunity possibility frontier UU', which indicates a range of distributions along the fron-
tier. The line OE, running from the origin at an angle of 45°, shows how different total
amounts of opportunities could be distributed equally between a and (3 and thus indi-
cates distributions—obtained through empowerment—that would satisfy the full equal-
ity-of-opportunity criterion (equity in capabilities).
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22 Efficiency and Equity in Social Policy

Libertarians criticize a central assumption of this approach. In the example above,
it is assumed that the distribution of opportunities between a and P is independent of
the total amount of opportunities available, and that the redistribution does not reduce
that amount. However, libertarians stress that this may not be the case.

Equality for AH in Everything

Position D (equality for all in everything) summarizes the egalitarian position. A situa-
tion is more egalitarian the fewer differences there are among human beings. That is,
all human beings have to be (increasingly) equal in everything, and the tendency is to
reach that objective in successive approximations.

In this case, the criterion of equality is related to the satisfaction of needs through
the possession of economic goods. The request for material equality is what distin-
guishes this ideology from other social ideologies. The more egalitarian principle refers
to goods that satisfy people's needs because it assumes that human beings are more
equal because of their needs than because of their skills. Thus, equality exists only if
different needs are satisfied in an equal way, but not through the delivery of relevant
goods to everyone (which is equality in minimum standards). The equality is not in the
goods themselves, but in the criterion by which the goods are distributed. This position
raises the issue of how a criterion can be more or less egalitarian from an objective
point of view.7

Some egalitarian thinkers believe it is impossible to reach the ideal extreme of egal-
itarianism; they take the position of welfare liberalism. To begin with, the logic of the
full equality argument is defective: it is not rationally correct to derive a normative
statement from a positive one (Bobbio 1995). Consequently, even admitting that
human beings are, at least as a genus, more equal than unequal as compared with other
species of living beings (positive statement), we cannot conclude that all human beings
have to be treated in the same way (normative statement). The liberal position oppos-
es the egalitarian conclusion, aside from its illogical reasoning, for practical reasons. For
example, equality in its highest form—an equal consumption bundle for every con-
sumer—is unattainable for three reasons.

First, people could be equal but not necessarily happy. For example, everyone
might have exactly the same bundle of goods, but they might not all want to consume
that bundle. So they would trade and it is probable that the final allocation would take
individual preferences into account.

7 "Indeed, if the determination of what we understand by substantial equality did not raise so many questions, so
many diverse forms of egalitarian doctrines—often conflicting among them—would not have been proposed through-
out our known history, and, since egalitarianism is the more constant and characterizing aspect of communist and
socialist doctrines, we would not be facing so many diverse forms of communism and socialism, of which some are
totally, others partially, and some absolutely, others relatively egalitarian." (Bobbio 1995, p. 29)
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Chapter 1 23

Second, equality in its highest form could sacrifice diversity of skills and attitudes
and thus individual freedom, and may not take advantage of the creative and produc-
tive energy of individuals. Moreover, getting society to an equal allocation would
require transferring wealth from the more productive individuals to the less productive,
and the transfer mechanism itself could be a disincentive to the production of the more
productive individuals.

Third, an initially fair distribution may not remain fair. For example, take the case
of a bundle of goods to be divided in a fair way among n economic agents. In the
absence of any further information, the natural choice of allocation is equal distribu-
tion. However, if agents have different tastes, they will generally desire to trade the
goods among themselves. And although initially the equal division was a fair practice
due to symmetric allocation of the bundle, it may not remain fair; the final allocation
will not necessarily inherit this desirable property of the original division.

Analytical Definitions

"When / use a word," Humpty Dumpty said in rather a scornful tone, "it

means just what I choose it to mean—neither more nor less."

"The question is," said Alice, "whether you can make words mean so many

different things."

Lewis Carrol

This section examines the analytical definitions of efficiency and equity. First, it looks at
the definition of efficiency within the parameters of neoclassical theory. The notion of
efficiency has been polished in economics; however, every definition of the concept has
as its cornerstones technical efficiency of productive processes and Pareto efficient allo-
cation. Second, the section defines equity, which has no similar consensus or starting
point about the proper concept of equitable or fair allocations. Here, equity is defined
within the framework of equality as the guarantee of some equality for everyone.

Efficiency

Defining efficiency requires making a distinction among three related but different con-
cepts: efficiency in production (technical efficiency); efficiency in coordination;8 and

8 Efficiency in coordination can also be viewed as market process efficiency, efficiency in the distribution mecha-
nism or efficiency in transmission.
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Table 1.3. The Conceptual Roots of Efficiency

Concept of
freedom

Efficiency

Liberalism Egalitarianism

Utilitarianism

Subjective

Neoclassical economics

Negative freedom

Efficiency

in production

Efficiency
in coordination

Efficiency

in allocation

Pareto Second theorem of

(libertarianism) welfare economics

(welfare liberals)

Objective

Planning
Same

concepts

(mutatis

mutandis

and after

redistribu-

tion)

Note: The table reads vertically, so that the cells above influence those below them.

efficiency in allocation. The three concepts are interrelated, but, at the same time, inde-
pendent. Each one of these types can be more or less efficient; combined, they repre-
sent the efficiency of the whole system. In particular, production can be either efficient
or inefficient, independently from the degree of efficiency in coordination and alloca-
tion. Similarly, the mechanism through which the market coordinates information,
incentives and resources can be more or less efficient, independent of production and
allocation. Correspondingly, the final allocation of resources can be more (Pareto effi-
cient first-best equilibrium) or less efficient per se.

The first two concepts are related to processes, the productive process and the
market process; the third concept is related to a static situation, the final allocation of
resources. Liberalism and egalitarianism have similar concepts of efficiency, but differ-
ent conditions under which efficiency develops (table 1.3).

In the ongoing discussion, it is important to keep two things in mind. First, although
these definitions of efficiency make solid common sense and have the quality of
conceptual precision, they often have been incapable of capturing the diversity and
complexity of economic reality. Second, using such criteria does not mean having to
commit to being a utilitarian; instead, it means embracing a particular kind of subjec-
tive utilitarianism.

Efficiency in Production

Analyzing production separately from exchange and allocation simplifies the task of
defining the concept. In this case, efficiency means attaining optimal (and maximum)
output under the constraint of producing an additional unit of output at the minimum
cost possible. In particular, efficiency is described as a characteristic of the productive
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Chapter 1 25

process under one of the following two circumstances. First, a process is efficient when
there are no other means to produce at least one more unit of output, given that the
inputs do not change. Second, efficiency exists when the process yields the same out-
put as before, but uses less of at least one unit of input. For a given set of inputs, there
are several efficient processes. This definition of efficiency is purely technical and is
applicable to every production function for every economic agent. Furthermore, it is
strictly internal, related to the productive process, and does not take directly into
account its environment (for example, the exchange value of the output or benefits of
sales or externalities).

The matter is further complicated by fitting this definition of efficiency within the
framework of neoclassical welfare economics. According to that theory, the economic
agent produces and sells product Y; the agent will incur costs because of the purchase
of inputs X\,...,Xn and because of the costs of the productive process itself. Efficiency
requires not only that the value of the marginal product be equal to the marginal cost,
but also that the marginal net benefit associated with producing one more unit of any
good be equal to its marginal cost.

The relationship between inputs and outputs is called the firm's production function
and its slope is called the marginal product of the given input, normally "labor." The
slope of the production function reflects the extra output that is produced by an extra
hour of labor. Generally speaking, the economic agent will be efficient when on the pro-
duction possibilities line; otherwise, production is inefficient.9 Looking outward at the
mechanism of distribution of goods, services and information (which brings inputs to the
firm and distributes the output) requires going beyond the concept of efficiency in pro-
duction. What is needed is a different concept of efficiency: efficiency in coordination.

Efficiency in Coordination

Economic analysis has only recently (and informally) recognized the mechanism of
coordinating economic activities. As von Hayek (1945) points out, knowledge or infor-
mation, particularly in the context of prices and markets, plays a major role in coordi-
nating economic activity. In this context, the concept of efficiency takes into account
the organizational constraints on information processing and transmission without
dropping the assumption of perfect competition.

9 This reasoning is not only proper in microeconomics, it can also be applied at the macroeconomic level. To explain
why some countries grow more rapidly than others or why a country may grow more rapidly during one period of
history than another, economists find it convenient to think in terms of a production function. An equation can be
written that states that the rate of growth of GNP depends on the rates of growth of the labor force, the capital
stock and other variables. A common procedure is to assume that the influence of the separate inputs is additive,
that is, the increase in the growth of output caused by increasing the rate of growth of, say, capital is independent
of the rate of growth of the labor force.
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26 Efficiency and Equity in Social Policy

Neoclassical welfare economics argues that under free market conditions, the mar-
ket performs the function of coordinating information and incentives through prices.
The process that brings the economy into equilibrium is the coordination mechanism;
it distributes products and resources among the economic actors and generates gains.
The coordination is efficient when the process follows the more cost-effective path to
achieving equilibrium.

Information is the basic ingredient necessary to make efficiency in coordination
work. Information is spread equally at any given moment in time. Efficiency in coordi-
nation is thus related to the market mechanism because it is a characteristic of the
process of transmission and distribution of goods, information and services. Acquiring,
processing and transmitting information are costly activities subject to constraints
imposed by technological and resource limitations. In this process, the higher the trans-
action costs, the lower the efficiency; the final result is the equilibrium and not a tan-
gible product. Efficiency in coordination tends to be forgotten because it is an acces-
sory to the other two types of efficiency and carries on a service activity.

Efficiency in Allocation

When the coordination mechanism brings the economy to one of several different effi-
cient allocations, it reaches an equilibrium (each possible equilibrium being efficient in
terms of maximizing utility and benefits). At this point, gains are no longer generated
and each individual possesses some or no amount of wealth. Every allocation of
resources is Pareto efficient or Pareto optimal.

Given certain initial conditions, efficiency in allocation or allocative efficiency
means that the equilibrium is the best allocation possible in satisfying human wants by
providing goods, information and services, staying within resource and technological
constraints. All the resources of the system are at their lowest opportunity cost, which
is their most productive point. From the perspective of production, an efficient alloca-
tion occurs when production is allocated among the entrepreneurs at the lowest oppor-
tunity cost possible. Minimizing the marginal cost of every production factor will auto-
matically minimize the total cost. Assuming a given level of technologies for all agents,
an efficient allocation implies the allocation of production among the firms.

On the consumption side, efficiency is a characteristic attributed to the distribution
of consumption goods. This distribution is efficient when there is no other distribution
in which it is possible to increase the utility of at least one agent without, at the same
time, decreasing the ordinal utility of any other agent. Allocative efficiency is, in this
case, the result of the exchange of given quantities of consumption goods (final out-
puts) that were initially distributed in a different way among economic actors.

A utilitarian analysis has to consider how many resources are spent in reaching the
objective. That sum reflects the opportunity cost—what society has given up (in the
form of other goods and services that are not provided)—of production.
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Chapter 1 27

Summing Up

There is a close relationship among the three types of efficiency. Efficiency in coordi-
nation is a condition for efficiency in production: the market mechanism helps to deter-
mine the quantity of production (and hence sales). Market efficiency—coordinating
information, goods and services—is also a condition for efficiency in allocation: the mar-
ket is the mechanism that allows the necessary exchange of goods and services in order
to achieve an efficient allocation of resources.

Equity

...when the possession of earthly goods comes into play, it is difficult that men

will reason according to justice.

A dso Da Melk

The reality of daily life shows that not all human beings have rights and goods. Some
have many, some have few, and some have none at all. The concept of equality has
played a complex role in economics and its importance is increasing. However, as a
concept it is somewhat too strong and too demanding, whereas the concept of equity
offers a less stringent concept, which can be formulated as the search for some equal-
ity. "Some equality," when established for everyone, is the amount at which equity is
present. The idea normally used to define equity is "equality of opportunity." However,
even the word opportunity can have different interpretations. In general, equality of
opportunity is achieved when—given respect for the different conceptions of humani-
ty and society—all human beings are considered and treated as equals.

Equity is a principle of distributive justice. There are three different but related
concepts of equity: equity in access; equity in capabilities; and equity in results (table
1.4). Equity in access is related to negative freedom, and hence to the goods that bring
about negative rights, such as juridical capability and freedom of possession. Equity in
capabilities is strictly related to positive freedom and its goods, such as free use of rea-
soning, social dignity and political participation. It especially affects those who are at a
disadvantage because of gender, race, ethnic origin, age or physical disability. The third
concept of equity, equity in results, is most often linked to equality in its full sense. In
economics, it refers to equality in gains and wealth. In the social sphere, it can mean-
in its extremes—one social class. Equity in results is a more demanding definition of
equality in that it involves equality of outcomes rather than of opportunities.
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28 Efficiency and Equity in Social Policy

Table 1.4. The Conceptual Roots of Equity

Concept of
freedom

Equality of
opportunities

Equity

Liberalism

Libertarianism

Negative freedom
(positive freedom
is assumed by
agent rationality)

Equality before the law

Equity in access

Welfare liberalism

Negative and
positive freedom

Equality of
minimum standards

Equity in capabilities

Socialism

Positive freedom

Equality in everything

Equity in results

Note:The table reads vertically, so that the cells above influence those below them.

Equity in Access

According to this definition, when the access to processes is equal, there is equity.
Equity in access exists when every individual has rights, the law is the same for all and
everybody respects the procedures. Consequently, all can acquire resources through
the legal system of contracts. This type of equity coincides with equality before the law,
one of the basic principles of the liberal state: everyone is treated in an equitable way
when procedural justice is guaranteed. This concept refers back to negative freedom.
It is assumed that establishing the same procedures for everyone ensures access to the
procedures themselves; once access to social and economic processes is guaranteed
and the procedures are the same for everyone, then equity exists. This approach is con-
cerned with the rules and processes that govern the distribution of resources and rights
of individuals. It implies that the process justifies the final outcome, not vice versa.

Equity in Capabilities

This definition of equal opportunity is more sophisticated because it refers to wealth,
geographical location, physical ability, race, gender or ethnic origin, rather than simply
to access. Access is subordinated to a minimum level of ability. Capability is obtained
through the guarantee of a minimum standard of living, the means to give the same
opportunities to all members of society. According to this principle, no person should
fall below a socially specified minimum level of income or consumption because this
minimum enables all individuals to access equal opportunities. This is the criterion of
social choice called maximin: to maximize the welfare of the citizens at the lowest level
of society.

 Egalitarianism
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Chapter 1 29

Equity in capabilities holds that it is not enough to have opportunities; it is also
important to have the ability to access these opportunities. The final quantity of
resources received by each participant in the distributive process matters as much as
the ability to use them, especially because the latter heavily influences the former.
Here capabilities also become part of the set of opportunities. Lack of education,
health or income will limit the ability to choose and make use of the available oppor-
tunities. The concern is not merely availability of goods, it is also the actual capability
to use them, viewed not only in terms of utility and welfare, but also through the
wider concept of fullness and self-realization.

Indeed, the point is the ability to perform a function and as such this capability is
valuable regardless of the utility that the performance of that function may bring. The
value judgment that underlies this view is that every human being has to be an active
part of society and able to determine his or her condition. To be autonomous in defin-
ing their lives, individuals have to be capable of making a choice or at least of produc-
ing the conditions that put them in a position where they are able to make a choice.
This concept is related to the idea of positive freedom, freedom of will.

Equity in Results

According to this interpretation, everyone should receive equal treatment for equal
needs, for example, health care and education. The equality pursued is equality in out-
put distribution.

An allocation in which no agent envies another is known as an envy-free alloca-
tion. In theory, equal division is free of envy, but typically there will be many other allo-
cations that satisfy this symmetrical property and hence will accomplish the conditions
of equity in results. The argument can be further developed with the idea of coalition-
al envy-free allocation, which requires that there be no group of agents that unani-
mously prefers some other group's bundle to its own.

The Relationship between Efficiency and Equity

A major concern in the analysis of the efficiency and equity relationship is determining
whether the two concepts are independent of one another, that is, whether increased
equity diminishes efficiency. Another issue is whether the redistribution of opportuni-
ties or the concern for equal results will affect the total amount of opportunities. This
section analyzes the relations among the different concepts of efficiency and equity and
the consequences of these associations for social policy design. It shows how different
conceptualizations lead to different assessments of government intervention in the area
of delivery of social services (table 1.4). Examples from El Salvador and Sub-Saharan
Africa illustrate how the concepts may be related.
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30 Efficiency and Equity in Social Policy

Three Interpretations

Three interpretations of the link between efficiency and equity offer different perspec-
tives about their mutual reliance: the libertarian view, the utilitarian welfare liberal view,
and the egalitarian view. In short, the first interpretation stresses the existence of a neg-
ative relationship, the second admits both a negative and a positive relationship, and
the third highlights a positive relationship.

Libertarians see efficiency and equity as representing fundamentally distinct objec-
tives. As a result, a trade-off is unavoidable and necessary. According to Okun (1975,
p.87), "If equality and efficiency are both considered as values, and neither has priori-
ty over the other, then compromises are necessary whenever the two values conflic"
For instance, when the objective of the system is its own sustainability through macro-
economic efficiency and growth, efficiency is the objective. The primary concern in
judging alternative policies (that may have favorable effects on some people and unfa-
vorable effects on others) is the efficient allocation of resources. Equity stands as a sep-
arate point, where interpersonal comparisons of utility are needed.

Utilitarian welfare liberals view efficiency and equity as subgoals generated by
some other more fundamental objective. Possible conflicts between efficiency and
equity can therefore find only practical solutions with respect to the primary objec-
tive.10 For instance, if the maximization of social development is the objective (exam-
ples are for developing countries or investments in education or health), efficiency and
equity can increase together. However, once the efficiency-equity constraint is reached,
a negative relation starts; the subsequent trade-off must subordinate its solution to the
fundamental objective (maximization of social development).

According to the egalitarian interpretation, efficiency in itself is not an objective of
the economic system; efficiency can be calculated only in terms of the possibility of
achieving the primary objectives of the system. This view underlies the cost-effective-
ness approach and finds its setting in objective utilitarianism. For instance, if one of the
objectives is equity, efficiency acquires its significance only in relation to equity; effi-
ciency would be a characteristic of a process and equity a primary objective, and there
would be a positive relation (Sen 1995). Under this view, a given resource allocation is
efficient if it is impossible to further increase the degree of achieving equity, the pri-
mary objective. According to the concept of envy-free allocations, many envy-free
Pareto efficient allocations are possible and are competitive equilibria. The envy-free
characteristic means that equity exists without having the restrictions of being at an
equal wealth competitive equilibrium. Conceptualized in this manner, the possibility of
a trade-off between efficiency and equity loses all relevance.

10 This is the case of utilitarianism, according to which the maximization of the social welfare function is the only
fundamental value. In his defense of the neo-utilitarian statute, Harsanyi writes:"(...) for a consistent utilitarian, eco-
nomic and social equality is not an intrinsic moral value." (Harsanyi 1985, p. 124)
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Chapter 1 31

Figure 1.2.The Efficiency-Equity Constraint

The Trade-off: Different Views

A negative relation between efficiency and equity would mean that when equity
increases, the system loses efficiency. Figure 1.2 shows the trade-off, which can be rep-
resented as a nonlinear negative correlation known as the efficiency-equity constraint.
Graphically, the amount of equity and efficiency in the system depends on the shape
of the trade-off curve.

It is not clear what relative value should be assigned to a decrease in inequality as
compared with a decrease in efficiency. Egalitarians believe that inequality is the cen-
tral problem of society and that society should simply minimize the extent of inequal-
ity, regardless of the impact on efficiency (Rawls 1971). This position is represented at
point B in figure 1.2. According to this view, the marginal utility of equity is higher than
that of efficiency. Therefore, egalitarians prefer a basket (of equity and efficiency)
where there is more equity, as opposed to point C (the position of libertarians), where
efficiency is more desired, or to point A (welfare liberals).

The idea of equity is at a disadvantage when juxtaposed with Pareto efficiency. An
allocation X is Pareto optimal only if there is no Y that is Pareto superior to it. Kolm
(1972) establishes that in an economy that exchanges endowments only (there is no
additional production), there exist allocations that are both equitable and Pareto opti-
mal. A way to arrive at one of these equilibria is to start with an equal allocation of
goods and services and then to move via the market to a competitive equilibrium. Since
the equilibrium is based on equal allocation, every individual starts with the same
budget (goods and services) and ends with the same budget (which might be a differ-
ent combination of goods and services). At the end of the process, if individual a has
the same budget as individual [3, a cannot envy P's bundle because a could have
bought the same bundle.
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32 Efficiency and Equity in Social Policy

The concept of equality is tempered this way by the concept of equity, which is less
stringent because it does not require that people be equal in every imaginable sense and
because it allows for individual preferences. However, this seemingly equitable outcome
is not true in terms of equity in capabilities. In the example, individual (3 might not have
the minimum amount of education or health necessary to make rational choices. By
contrast, with equity in access, this theorem creates a link between equity and the more
traditional and fundamental notion of Pareto optimality. In a pure exchange economy,
there will exist allocations that are both equitable and Pareto optimal.

Examples in El Salvador and Sub-Saharan Africa

An education management program in El Salvador illustrates how equity in access fos-
tered equity in capabilities and improved efficiency in production and efficiency in allo-
cation. The case of health care in Sub-Saharan Africa shows how policies oriented to
improve efficiency in production and efficiency in allocation can increase (or decrease)
equity in access.

Education in El Salvador

In El Salvador, the peace agreements that ended the 12-year civil war were signed in
1992. At that time, not all children entered the education system and a significant pro-
portion of those who did enter did not pass from first to second grade. Furthermore,
only one in five children finished a secondary program. This situation led to the fact
that one in every three adults did not know how to read (IDE 1998).

To make matters worse, the education system operated in a highly inefficient man-
ner: the cost of graduating one student out of basic education (ninth grade) was twice
as much as it should have been. In the new economic and social program, which
emphasized poverty alleviation, economic growth and equity (Pastor and Conroy
1995), education became a central issue. It became clear that investing in the skills and
capabilities of educated citizens could increase both equity and economic efficiency in
the country. On one hand, improved education could yield better incomes and hence
more balanced distribution of welfare; on the other hand, an improved education level
would result in greater economic productivity.

In El Salvador, as in other countries, the level of education is associated with the
level of income: two out of every five people among the 10 percent of the population
with the highest income have 10 or more years of education. As would be expected,
among the 20 percent with the least resources, only two out of 100 have more than
10 years of schooling. Given this situation, an improvement in the education level could
yield significant gains in equity because it would increase the likelihood of achieving
higher incomes. With respect to economic productivity, the case of rural areas is para-
digmatic. Not surprisingly, in the poorest municipalities of the country, access to pre-
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Chapter 1 33

primary and lower primary education is a central problem. In El Salvador, members of
the urban population who were 15 years of age had completed, on average, seven
years of school; in rural areas, members of this same age group had completed only
2.8 years (IDE 1998). An improvement in the education level could yield significant
gains in rural economic efficiency and hence poverty alleviation and economic growth.

As a response to the above-described situation, the Ministry of Education devel-
oped EDUCO, an innovative plan of education management that would involve com-
munity participation. EDUCO began in May 1991 with the goal of expanding access
to pre-school education and to the first cycle of primary education in rural areas (the
first three grades of primary school). The central feature of the program was to have
community associations become the employers of teachers in rural schools. The par-
ents in the community would be organized into Community Associations for Basic
Education (ACEs), legal entities that could receive funds from the government in
exchange for the provision of services. The logic of the program was quite simple. On
one side, the Ministry provided each ACE with enough funds to hire teachers and to
buy limited school supplies. For their part, the ACEs hired teachers with one-year
renewable contracts, paid them and managed a small fund for school supplies.

The result of the program has been that EDUCO has contributed to the objective
of increasing access to pre-school and basic education in the most disadvantaged rural
communities. In the first year of the program, six experimental projects were started in
rural areas in three provinces: 96 pre-school and 141 first-grade classrooms were estab-
lished. In 1992, the program was extended to all 14 provinces in the country. The num-
ber of community associations increased rapidly from 237 in 1991 to 958 in 1992. The
number of classrooms opened under the program increased from 263 to 1,126 in the
same period, and the number of students went from 10,520 to 45,040. Thirty-one per-
cent of the students were in pre-school education; the rest were in the first three grades
of primary education. By 1993, the program operated in 78 municipalities with the
lowest health and education conditions (IDB 1998).

Pre-school enrollment rates in rural areas increased from 2 percent in 1990 to 10
percent in 1993, and enrollment increased in the first three grades of primary educa-
tion. In terms of infrastructure, in 1993 EDUCO supplied 37 percent of all chairs for
pre-school classrooms (IDB 1998). In this sense, the project has been a successful
example of targeting the provision of education to the most disadvantaged groups.
Children attending EDUCO schools have shown similar performance in standardized
achievement tests as children attending traditional schools. There are no significant dif-
ferences in repetition rates between EDUCO and comparable regular public schools.

Following the utilitarian welfare liberal approach, the policy design was oriented
toward equity in access, equity in capabilities and efficiency in production. The pro-
gram increased equity in El Salvador, especially in the rural areas, by offering more
equal opportunities. At the same time, it increased workforce productivity and conse-
quently efficiency in economic activity. A better-educated citizenry is critical in reduc-
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34 Efficiency and Equity in Social Policy

Box I.I. Communities Managing and Financing Health Care
in Sub-Saharan Africa

Cameroon

Seven public health facilities were studied in Adamaoua Province, Cameroon. Three facilities

introduced user fees with improved quality of services, two introduced fees without corre-

sponding increases in quality, and two were held as controls. The results showed that when

efficient low-cost care became available locally, people used it rather than going to a distant facil-

ity that might be free.

Central African Republic

Since 1991, the Central African Republic has adopted four different user-fee schemes: a charge

for services rendered; a flat charge for each episode of illness; a flat fee per visit; and prepay-

ment for a year of service.

Ghana

In 1986, most of the statutory exemptions to user fees that were granted were given to gov-

ernment employees and their dependents. Exemptions from user fees can pose a serious prob-

lem: the revenue that would have been collected if the exemptions had not been in place would

have been about 21 percent of total collections for that year.

Guinea-Bissau

Successful prepayment schemes currently operate in Guinea-Bissau. Seventy-five percent of the
villages studied in this country were enrolled in prepaid plans.Villages are participating in a pre-
payment scheme for drugs and basic services through annual collections made shortly after har-

vest when cash is readily available.

Senega/

Senegal adopted the Bamako Initiative in 1991 to help pay for pharmaceutical products through
user fees. A representative national sample revealed that the contribution of user fees to pub-
lic health facilities was distributed in the following manner: 5-11 percent for hospitals, 8-23 per-

cent for health centers, 14-35 percent for health posts, and 87 percent on average for health

huts.
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Chapter 1 35

Zaire

Successful prepayment schemes are presently functioning in Zaire. The experience of two dis-
tricts, Bwamanda and Kasongo, is particularly instructive.

More than 60 percent of the population studied in Zaire's Bwamanda health zone was
enrolled in prepaid plans. High rates, high premium levels and financial efficiency characterize
this district-based scheme. Since hospital fees are relatively high, diseases requiring hospitaliza-
tion pose real financial risks. However, the majority of the population can afford the premiums
even though the rates are increased every year to keep pace with inflation. Annual collections
for the prepayment scheme for hospital services are made when cash incomes are highest.The
revenues from premiums and co-payments in the zone are used to finance the operating costs
of the local facilities. All hospital costs for beneficiaries were covered by income from premi-
ums in the 1987-88 period. Cost recovery (revenues from cost sharing) in the district hospital
increased from 48 percent of total operating costs in 1985 (before the insurance system was
introduced) to 59 percent in 1986 and 79 percent in I988.a Between 1986 and 1988, user fees
accounted for 109 to I I I percent of the operating costs of the health centers. In general, peo-
ple feel that this scheme provides them with access to high-quality health services.

In Kasongo District, user fees have simultaneously reduced use of the district hospital as
a first point of service and increased attendance at local district health centers. The number of
patients using the hospital outpatient clinics as the first point of service fell from 11,800 in 1973
to 1,050 in 1989. There were corresponding increases in the number of people visiting health
centers (from 13,522 in 1973 to 54,400 in 1987).

2 In the case of Bwamanda Hospital, these statistics can be further broken down. Between 1986 and 1988, the share
of operating expenses covered by user fees was 24-30 percent. The fees were supplemented by insurance pay-
ments, which accounted for 22—33 percent of operating costs, and by employer billings, which accounted for anoth-
er 13—22 percent.

Source:Vogel (1990);Griffin and Shaw (1995).

ing poverty and inequality, in stimulating economic growth and in sustaining the dem-
ocratic process in general.

Investment in Health in Sub-Saharan Africa

The case of health care in Sub-Saharan Africa shows how policies oriented to improve
efficiency in production can increase (or decrease) equity in access, by making
resources available and bringing about a better allocation of resources (efficiency in
allocation).

Investments in health are critical to the formation of human capital and to the sus-
tainability of social and economic development. In Africa, there are scarce resources to
deal with changing epidemiological patterns and the growing need for health care.
Government expenditures are financed through imports, sales and income taxes, and
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36 Efficiency and Equity in Social Policy

account for 37 percent of total health expenditures. These funds normally privilege
public hospitals, neglecting the lower levels of health care service delivery. Private out-
of-pocket expenses account for more than 40 percent of the total. Most donations go
to capital or development budgets rather than to finance recurrent operating expenses
such as salaries, drugs, equipment and maintenance. As a result, free or low-cost health
care is not available through any of the sources cited above.

Self-financing is an option and cost sharing can give people an incentive to partic-
ipate. User fees and self-financing health insurance are preconditions needed to mobi-
lize this process and are important tools in moving toward the optimal delivery of
health services to Africa's underprivileged and poor population. In fact, such tools allow
governments to allocate scarce funds from medicinal services to preventive measures
in order to combat such epidemics as HIV, tuberculosis and malaria. There is some
potential for governments to reallocate resources to needed subsidies for the poorest
segments of the population, which often have the worst access to health facilities. The
strategies of user fees and self-financing health insurance are mutually reinforcing.

There are both supply-side and demand-side factors facilitating the development of
self-financed insurance in African countries. On the supply side, lower administrative
costs may be achieved by initially focusing on areas with denser populations and bet-
ter-developed infrastructures. There is also a need to reduce the negative effects of
adverse selection and moral hazard. This can be accomplished through the assembly of
sizable groups to pay for coverage and greater donor involvement in the health system
through incentives to invest in new financial systems for private sector development.
On the demand side, higher incomes are strongly correlated with higher demand for
insurance. In addition, there is greater potential for insurance providers in the private
sector where there is a high probability of losses for consumers and reduced prospects
for free care from the government.

The Bamako initiative, a cost-sharing scheme launched by the African Ministers of
Health in 1987, aims at involving communities in managing and financing health care
(see box 1.1). An important principle of the initiative is that everyone is expected to
pay at least a nominal amount; the revenues are used to improve primary health care
services. Evaluations of those who used medical facilities in the Bamako Initiative esti-
mate that only 10 to 30 percent of households have difficulty paying minor fees. Many
of the 29 African countries that have some kind of national system of user fees partic-
ipate in this initiative.

However, the results of the introduction of cost-recovery are not univocal: statis-
tics from the World Bank (1998) show an increase in attendance at health facilities in
four countries (Benin, Niger, Liberia and Zaire), mixed results in three countries
(Guinea-Bissau, Nigeria and Senegal) and across-the-board decreases in one (Ghana).
In general, progress has been slow in most countries. Nevertheless, with a 40-percent
recovery ratio, almost $ 1 per capita could be freed up for a total of more than $400
million, enough to provide essential drugs to all Africans (World Bank 1998).
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Chapter 1 37

Concluding Section

Social policy design often has a confusing interpretation of the concepts of efficiency
and equity. The roots of this occurrence lie in the differences among political ideas and
their different value judgments. Liberalism, egalitarianism and utilitarianism defend dis-
tinct interpretations of the idea of freedom (negative and positive), advocate opposite
significance for equality (for some or for all and in something or in everything), place
diverse emphasis on individual versus common characteristics, and endorse different
views of society and the role of the state. These disparities have significant implications
when applied to economic and distribution theories and to distributive justice.

The different political ideas lead to different concepts of efficiency and equity,
which in turn influence the design of social programs and their implementation. A
given concept of efficiency, for instance, will bias the understanding of social services
and consequently affect their delivery. In short, the choice of the underlying equity and
efficiency concepts may affect policy choices (see table 1.5).

To overcome this conceptual impasse, this chapter has proposed an analytical clas-
sification of the concepts of efficiency and equity. In order to formulate effective social
policies, it is important to define and clarify their exact meaning explicitly. Three con-
cepts of efficiency (efficiency in production, efficiency in coordination and efficiency in
allocation) and three concepts of equity (equity in access, equity in capabilities and
equity in results) are identified by modifying standard conceptions in the literature.

The main contribution is not so much the use of the three concepts of efficiency
(which are well known in economics), but in redefining them and systematically apply-
ing them in conjunction with the equity and freedom concepts to the analysis of social
service delivery systems. This book sets out these concepts systematically, where oth-
ers may either use them in isolation without adequate justification or forget their
theoretical and ideological foundations. It is important to analyze the dynamics and
interaction (negative and positive relations) among these concepts; this analytical
explicitness ameliorates and strengthens the process of decisionmaking, thus improving
the effectiveness of delivery of social services. The empirical evidence from El Salvador
and Sub-Saharan Africa supports this analysis.

The concepts developed in this chapter are applied in the subsequent chapters.
Chapter 2 analyzes education vouchers using the definitions as an analytical tool. The
main question the chapter addresses is: Do different concepts of efficiency and equity
promote different types of vouchers? Practical examples complement the theoretical
analysis, showing how concepts implicit in policy design shape the policy results.

Chapter 3 focuses on the delivery of health insurance. It outlines three approach-
es: free market, public, and managed competition delivery. The chapter investigates
how different concepts of efficiency and equity lead the policymaker to different choic-
es, and hence results. C
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Appendix. The Ideas below the Surface

Different Political Philosophies

Contemporary debate in Western political philosophy revolves around the ideas of jus-
tice, freedom and community, especially when evaluating institutions and policies.
According to the conventional view, people on the left believe in equality and hence
endorse an egalitarian society, while those on the right believe in freedom and hence
support free market capitalism. In the middle are the liberals, who believe in both
equality and freedom and hence endorse welfare capitalism (Kymlicka 1990). There
are, of course, many positions between these three points and many people accept dif-
ferent parts of different theories.

Although there may be some truth to this way of thinking, it has become increas-
ingly inadequate and it ignores issues of historical context (Kymlicka 1990). For exam-
ple, communitarians believe that evaluating political institutions cannot be a matter of
judging them against some independent ahistorical standard, and individuals should not
be considered as isolated, individual, moral actors. Communitarianism takes the view
that it is important to consider the implications of society on people to ensure citizens'
participation in a well functioning society and community. Communitarians also
believe that the appropriate norms for a community vary with its stage of development;
at any particular stage of historical development, there is a correct or appropriate set of
norms for any particular community to follow.

Multiculturalism, by contrast, advances a view based on intercommunity relativism.
It says that each community can legitimately seek to advance its own (divergent) norms
within the framework of a tolerant state. Indeed, different theories have different foun-
dational values. This is why their differences are not rationally resolvable.'' There is no
way to argue for equality over freedom or for freedom over equality because these are
foundational values, with no higher value or premise to which both sides can jointly
appeal.

Alongside the older appeal to equality (socialism) and liberty (libertarianism), polit-
ical theories now appeal to the ultimate values of contractual agreement (Rawls), norms
changing over time for the common good (communitarianism), intercommunity
respect (multiculturalism), utility (utilitarianism) or rights (Dworkin). So we now have
an even greater number of ultimate values between which there can be no rational
argument. This phenomenon raises an obvious problem for the design of social policy.
If there are so many potential ultimate values, should an adequate social policy be
based on just one or on a combination of them? A monistic theory of justice does not
stand anymore and has to accept bits from most of the existing theories.

11 "The left can argue that if you believe in equality, then you should support socialism; and the right can argue that
if you believe in freedom, you should support capitalism." (Kymlicka 1990)
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Chapter 1 41

Relevant Political Ideas

Although they have been considered directly opposite alternatives, liberalism and egal-
itarianism are only partially antithetic. In fact, both doctrines, as well as utilitarianism,
have their roots in the concept of equality. However, they rely on different under-
standings of equality.12

Liberalism

Liberalism is a basic approach to individual and collective living. Its locus has been
largely in the West since it came out of the intellectual and institutional history of
Western nations. The essence of liberalism aims at freeing—and thereby expressing and
fulfilling—the human spirit of the individual. Some important elements of liberalism are
an open society; the principle not of equality as such, but of access to equal opportu-
nity for all; the importance of consent; economic security without the sacrifice of free-
dom; channeling what might otherwise become deep class and social conflicts into
political conflicts, whose results are accepted even in defeat; and the principle that
every individual has a potential that he or she must have a chance to fulfill. The con-
cept that liberty itself is not absolute liberty is central to liberalism.13 Liberals have to
decide what rights individuals have. Within liberalism, there are two basic approaches:
libertarianism and welfare liberalism.

Libertarianism

A basic assumption of liberal thinkers is that individuals are endowed with reason and
goodness and it is the institutional frame into which individuals were born that corrupts
and enslaves them.14 The enemy is custom, tradition, institutions and social habit. If
interference with the natural order causes all the trouble, then it follows that the best
human course is to leave things alone. This view linked liberal intellectuals and the busi-

12 A theory is egalitarian in this sense if it accepts that the interests of each member of the community matter and
matter equally. Put another way, egalitarian theories require that the government treat its citizens with equal con-
sideration; each citizen is entitled to equal concern and respect. This more basic notion of equality is found in
Nozick's libertarianism as much as in Marx's communism. Dworkin (1977, 1983, 1986, 1987) and Nagel (1979)
suggest that modern political theories do not have different foundational values; instead, every plausible political
theory has the same ultimate value, which is equality.
13 As Locke (1690) wrote: "No government allows absolute liberty ( . . . ) [The individual] has the right to expect polit-
ical power to be used to preserve his property, in his own person and in his possessions, and the right to freedom
of thought, speech, and worship. In fact the one right that he gives up in entering a civil society is the right to judge
and punish his fellow man, which is his right in the state of nature. He quits his 'executive power of the law of
Nature' and 'resigns it to the public'; he himself makes himself subject to the civil law and finds his freedom in vol-
untary obedience."
14 "Man is born free," Rousseau wrote in the Control sociale "yet he is everywhere in chains." And in Emile: "God
makes all things good; man meddles with them and they become evil."
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Appendix Box I.I. A Practical Analysis: East Asia Versus Latin America,

1960-98

The countries of East Asia have achieved rapid and sustained growth over the past 30 years.

High rates of increase in income per capita began in Japan, spread to the "four tigers"—Hong

Kong, the Republic of Korea, Singapore and Taiwan—and became generalized across Indonesia,

Malaysia and Thailand. With an impressive expansion of its own in the past few years, even China

has joined the group of what had been called—until the crisis in 199&—the high-performing

Asian economies. These countries began to reform 30 years ago with relatively equal land and

income distributions and have succeeded in further reducing inequality. As a result, human wel-

fare and all its indicators (education, health and housing, among others) have improved dramat-

ically. Almost every analyst agrees that this remarkable experience has occurred over a period

long enough to rule out accident and with enough similarity of approach to rule out coinci-

dence.

An analysis of available data shows that between I960 and 1985, gross domestic product

(GDP) per capita in latin American countries grew at an average annual rate that was 2.5 per-

cent below that of Asian countries, excluding the Indian peninsula (World Bank 2002). In I960,

GDP per capita was 70 percent higher in Latin America than in Asia; by 1985, the reverse was

true (World Bank 2002), A partial explanation attributes such a reversal to the fact that the

share of physical investment in GDP has been, on average, 5 to 6 percent lower in Latin America

over the whole period. However, if the difference in growth achievements were to be explained

solely by differences in physical investment, it would be necessary to assume a marginal overall

return of capital close to 50 percent to explain the gap between Latin America and Asia. As

such, this figure is quite implausible and some specific factors must be found to explain the rel-
atively poor growth performance of Latin American countries since I960.

The main hypothesis analyzed by several authors is that economic growth in Latin America

is negatively affected by the comparatively high inequality in the distribution of productive assets
and personal income (Bourguignon 1994). Other economists have noticed a relationship
between the persistence of inequality and poverty and the dynamics of human capital forma-

tion. For example, in Latin America the slow expansion of education opportunities for young

people in the past 25 years has caused inequality in human capital to increase and has been a
major contributor to the slow growth of the economy (Londono 1996).

An important issue in searching for a comprehensive explanation is the need to integrate

two different streams of the empirical cross-sectional development literature: the determinants
of growth and those of income distribution.There are several interpretations as to why income

distribution matters in economic growth. One is that income distribution determines invest-
ment and growth through various mechanisms of the political economy (Alesina and Rodrik

1991). Another is that—when the sample is restricted to democracies—there exists a positive

relationship between equality in incomes and growth because growth is faster in countries with

more equal land and income distribution (Persson andTabellini 1991,1992).
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Chapter 1 43

Countries in Asia, Africa and Latin America have demonstrated the difficulties in imple-
menting redistribution before achieving economic growth. Redistribution measures have gener-
ally failed to achieve their objectives and have often stifled economic growth (Burma, Ghana and
Jamaica are cases), especially when undertaken by "soft states" that find it difficult to enforce
their own mandates. Bourguignon (1994) observes that income distribution characteristics
appear significant in explaining differences in the rate of accumulation of human and physical
capital: a more equal distribution of income creates, other things equal, a higher rate of sec-
ondary school enrollment and a lower rate of physical investment. Human resources appear as
a potentially powerful engine of endogenous growth and income equality. A better-educated
population leads to a more egalitarian income distribution, which in turn implies a higher rate
of school enrollment.

Greater GDP per capita implies more investment in education, which in turn implies faster
and more egalitarian growth. However, regional stylized factors remain extremely important in
explaining not only intercountry differences in factor accumulation, but also possibly overall
gains in the productivity of labor and physical and human capital. Some critics say that there is
a relationship between Latin America's idiosyncrasies in growth behavior, its performance over
the 1960-85 period, and its relatively high level of income inequality. Consequently, if income
inequality proves to have a negative influence on growth, then the investment gap between Latin
American and Asian Countries is, in fact, larger than it appears.

ness class, who wanted free markets, the removal of crippling restrictions on econom-
ic activity, and the chance to accumulate wealth and property. According to this view,
liberty means maximizing the individual's freedom to act. In economics, it means the
freedom to buy and sell commodities (including the individual's own labor) and to
keep the rewards. In politics, it means the freedom to choose leaders as well as the
form of government, and the ability to change both.

Libertarians believe primarily in negative freedom and negative rights. They focus
on the right of individuals to free choice and on their exercise of individual liberty. This
implies that individuals should be free from outside interference and, in particular, they
should be free from coercion by the state. This doctrine leads to a position in favor of
property rights and against redistributive taxation and, in its extreme forms, against gov-
ernment regulation. The only rewards that individuals can appropriately claim as their
own are those that depend on their own effort.

Welfare Liberalism

For some liberal thinkers, individuals are not completely good by nature, and it is nec-
essary to curb the majority will in favor of the protection of minorities. It is especially
necessary to provide for the separation of powers in government, so that the legislative
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44 Efficiency and Equity in Social Policy

and executive powers are not fused, and the judiciary can remain independent of both.
Thus, laissez-faire in itself is not the whole of the liberal program. It also includes repub-
licanism, popular sovereignty and education. In this interpretation, liberty means max-
imizing the individual's freedom to think, to believe, to express and discuss views, to
create or be part of political parties, and to find employment. This view inspired much
of European welfare state policies.

Unlike libertarians, welfare liberals believe not only in negative rights, but also in
positive freedom and positive rights. If individuals have to take their lives into their
hands, the welfare liberals argue, then they have to have the preconditions for effec-
tive choice. Thus, it follows that individuals have the right to satisfy basic needs: some
set of basic entitlements with regard to food, shelter, health, education and income. If
these positive rights are not satisfied, then real moral action is not possible. Twentieth-
century liberalism tended to make freedom responsible rather than anarchic; to move
away from the relativism and pragmatism of historical liberalism; and to invoke equal-
ity as a goal and slogan, as well as liberty.

In the second half of the 20th century, there were many liberals who would have
agreed with Hobhouse's (1911) remark that "liberty without equality is a name of noble
sound and squalid meaning." Hence, policymakers emphasized economic and social
context, and experimented with economic regulation and controls. Within this frame-
work, property rights are generally thought to be less important than within libertari-
anism. Instead, redistributive justice is seen as an appropriate goal for state action, gen-
erally through taxes, even if high rates are required.

Egalitarianism

Central to the egalitarian doctrine is the idea that much of the actual distribution of
wealth results from inheritance and social status or from the undeserved blessing of
having a genetic endowment that leads to marketable skills. Egalitarians (including wel-
fare or egalitarian liberals) see both of these factors (sometimes called the social lottery
or the natural lottery) as an illegitimate base for property.15 Modern egalitarianism has
its roots in the reflections of various socialist writers opposed to the social and eco-
nomic effects of the Industrial Revolution.

Although all egalitarians want to bring about a more equal distribution of national
income, some hope for an absolute equality of income, whereas others aim only at
ensuring an adequate income for all, allowing different occupations to be paid at dif-

15 Egalitarian ideas have their roots as far back as Plato (The Republic, in Jowett 1997), Thomas Moore (Utopia, 1516),
T. Campanella (City of the Sun, 1623), as well as a number of 17th and 18th-century social critics and some figures
of the French Revolution.
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Appendix Table I.I. Income Level and Income Inequality

Percentage of income
received by income group

Number of Lowest Highest Gini
Country group countries 40 percent 20 percent coefficient

Low income
Middle income
High income
East European

15
27
21
7

14.4
12.7
18.3
22.6

49.4
54.0
40.5
38.7

0.430
0.473
0.337
0.285

Source: Gillis and others (1992, p. 84).

Appendix Table 1.2. Regional Gini Coefficients, 1988 and 1993

Region 1988 1993

Africa
Asia
Eastern Europe
Latin America and the Caribbean
Western Europe, North America and Oceana

0.427
0.559
0.256
0.571
0.371

0.472
0.618
0.464
0.556
0.366

Source: Milanovic (1999).

ferent rates. Appendix tables 1.1 and 1.2 show some current income distribution pat-
terns. Appendix box 1.1 describes the effects of different income distributions on eco-
nomic growth in East Asia and Latin America.

"To each according to his need" has been a frequent battle cry of socialists, but
many of them would in fact settle for a society in which each would be paid in accor-
dance with his contribution to the commonwealth, provided that society would first
assure all citizens minimum levels of housing, clothing and nourishment as well as free
access to essential services such as education, health, transportation and recreation.
They believe in a system of social organization in which private property and the dis-
tribution of income are subject to social control, rather than to determination by indi-
viduals pursuing their own interests or by the market forces of capitalism, (see appen-
dix box 1.2) This system opposes establishing private or real property to the utmost
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46 Efficiency and Equity in Social Policy

Appendix Box 1.2. Northern European Egalitarianism

The welfare state exemplified by Sweden, Denmark and Great Britain—where socialist parties

won power by parliamentary means and constructed systems of tax-based social services—

intended to guarantee a minimum standard of living to all. Sweden, a modern welfare state pur-

suing quasi-socialist policies, assures cradle-to-grave security and an egalitarian distribution of

income for its people. Sweden has built one of the world's most comprehensive networks of

social services, financed by means of some of the world's highest tax rates on personal incomes.

The country's most important political party, the Social Democratic Labor Party, which is close-

ly allied with the trade unions, held power throughout much of the 20th century (1932-76 and

1982-91).

Denmark has one of the world's oldest and most extensive social welfare systems; it cov-

ers all citizens and provides benefits for education, health, old age, disability, maternity, death and

sickness. The Social Democratic Party (mainly representing workers and public servants) has

been the country's dominant political organization, although a coalition of nonsocialist parties

(the Conservative People's Party and the Liberal Party) held power for a decade beginning in

1982.

During the 20th century, the United Kingdom underwent a quiet revolution with the

advent of the Labour Party and the creation of a welfare state. The first Labour ministry was

established in 1924 under Ramsay MacDonald. In the 1945 elections, the party, espousing a

socialist platform, won an overwhelming majority in Parliament and at once embarked on a

nationalization program. The state bought out shareholders in the Bank of England, the coal

mines, all inland mass transport, aviation, gas and electricity. It passed a cradle-to-grave social

insurance plan and also set up the National Health Service to provide free medical care to all.

physical extent possible, and favors the distribution of income as a role of the state. In
this aspect, it is at odds with liberalism, where private property is cardinal and distribu-
tion is left to ensue from the play of free contract and selfish interest on that basis, no
matter what anomalies it may present.16

16 In order to define egalitarianism, it is useful to define unegalitarianism. Egalitarianism and unegalitarianism are
antithetic: unegalitarian theories positively value inequalities (among individuals with different degrees of physical
strength, intelligence or abilities and/or among races or nations); the value judgment under them is opposite to the
egalitarian doctrines: inequality is good or even necessary for society and civil progress, so civil order has to respect
and not abolish the inequalities among human beings, which are socially and politically important for social progress.
Unegalitarianism denies the egalitarian point of view, mainly because of the word "all" in the statement that "all
human beings have to be (increasingly) equal in everything." Unegalitarianism asserts that only a few men are equal,
or that no man is equal to the other. Liberalism denies the egalitarian point of view not because of the word "all,"
but because of the word "everything."

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapter 1 47

Utilitarianism

The fundamental principle of utilitarianism is that an action is right if it tends to pro-
mote happiness, and wrong if it tends to produce the reverse of happiness. This refers
not just to the happiness of the performer of the action, but to that of everyone affect-
ed by it. In normative ethics, utilitarianism belongs to a tradition dating from the late
18th century. The leading proponents of utilitarianism were the English philosophers
and economists Jeremy Bentham and John Stuart Mill.

Utilitarianism is among those moral theories, often called teleological (concerning
ends or purposes), that derive what is right or wrong from judgments about the quali-
ty of certain states of affairs, for example, the quality of people's lives. Mill saw justice
as utilitarianism's largest problem and that opinion persists. Among the varieties of con-
sequentialism, the simplest form is classical utilitarianism, which holds that every action
is to be judged good or bad according to whether its consequences do more than any
alternative action to increase (or, if that is impossible, to limit any unavoidable decrease
in) the net balance of pleasure over pain in the world (Moore 1903, 1912). Classical
utilitarianism is often called hedonistic utilitarianism.

Many utilitarians have defined new forms of the theory. The classical form is hedo-
nist. Ideal utilitarianism employs values other than or in addition to pleasure. More neu-
tral and popular in economics, preference utilitarianism regards anything as valuable
that appears as an object of (rational or informed) desire. Furthermore, negative utili-
tarianism regards the avoidance of disutility as morally more important than the pro-
motion of utility. Direct utilitarianism applies the test of utility maximization directly to
single acts. Rule utilitarianism applies this test indirectly through rules of conduct
(Bentham 1789; Mill 1861; Sidgwick 1874; Moore 1903, 1912).

In addition to these schools of thought, there are two main approaches to utilitar-
ianism: objective and subjective. Objective utilitarianism attempts to devise a numeri-
cal measure of well-being, offering the (perhaps false) promise of turning policy choice
into an objective, technical matter. Such a theory is in opposition to egoism, the view
that individuals should pursue their own self-interest, even at the expense of others, and
to any ethical theory that regards some acts or types of acts as right or wrong inde-
pendently of their consequences. The choice of a particular index for measuring edu-
cation or health outcomes is ultimately an ethical, as well as technical, decision.

In subjective utilitarianism, individuals make their own evaluations from a utilitari-
an point of view in which using resources efficiently is important. No matter how the
gains of a policy are defined, reaching those gains at minimum cost is most desirable;
this is called "technical efficiency" and it allows individuals to do more of what they
desire. The criterion that economic activity should maximize utility as defined by indi-
vidual consumers is called "allocative efficiency." Thus, selecting criteria by which to
judge policy invokes ethical as well as technical beliefs. C
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Vouchers in Education

Worldwide, expenditures on education historically have subsidized inputs but not
demand. Governments allocate public funds to finance supply and distribute resources
based on the preexisting endowment of inputs: the budget is distributed according to
school size, number of classrooms and number and classification of teachers.

Although education does not have the characteristics of a public good, govern-
ments perceive it as essential because of its externalities. It generates externalities in
production because—by training and allocating the future workforce—it improves pro-
ductivity and economic development. Education generates externalities in consump-
tion because an educated population enhances the quality of social life.

Two substantial reasons support active government interest in the field of educa-
tion policy: equity and social development. First, education equalizes opportunities, off-
sets the tendency for increased social stratification, and enables people to shape their
own future. Government intervention is necessary because the private sector alone
would not grant education to all members of society. Second, education creates social
development by building human capital. Cultural evolution brings about respect for
diversity and freedom, and at the same time it propitiates the conditions for social
cohesion and political stability. In this way, education strengthens democracy and rein-
forces the social contract by consolidating cooperative principles and common values.
It creates both a sense of belonging to a community and the understanding of society,
elements that are indispensable conditions for effective governance.

The state has assumed primary responsibility for financing and providing education
services in the majority of industrial and developing countries. As regards financing,
governments in general recognize the importance of education in their budget alloca-
tion; in the past few decades, almost every country has devoted an increasingly signif-
icant amount of resources to education. In terms of provisioning, supply-side delivery
dominates worldwide. The public system extends from pre-primary (nursery education
for children under age five) through primary and secondary schools, to colleges, poly-
technics and universities.

In recent years, the supply-driven expansion of schooling has run into trouble
because of factors that are both internal and external to the education delivery system.
The internal factors are predominantly poor resource management and inadequate
institutional organization. On the one hand, the public sector does not meet the
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50 Vouchers in Education

increasing demand, although the education field absorbs large sums of public money
and employs many professionals and administrators. Tax revenues are insufficient to
cover the needs and several countries are becoming less able to bear the increasing
costs of expanding public education systems. For example, the education system in
Latin America has about four million teachers and more than 130 million students
(IDB 1998).

On the other hand, institutions—perhaps because of their structures—do not have
enough flexibility to articulate the delivery of service, and calls for decentralization fur-
ther complicate the issue. For example, the education ministries in Latin America are
frequently the largest institutions in their countries. In Mexico and Venezuela, the edu-
cation ministries have more than 340,000 employees. This number exceeds the aver-
age size of the top 10 firms in the United States and Japan (Scherer and Ross 1990).
Urbanization, demographic patterns, and the need to renegotiate with unions present
additional challenges.

Factors external to the education delivery system encompass three main issues.
First, technological and political revolutions have taken place during the past few
decades (Friedman 1995). These revolutions not only promise a tremendous increase
in world output, but also pose a threat: serious social conflict may arise from a widen-
ing gap between the highly skilled and the unskilled. Second, differences among eth-
nic groups call for different methods of delivery. Third, the curriculum should include
the needs of disadvantaged minorities and marginalized ethnic clusters. For example,
the former Soviet Union must take into account six ethnic groups: Koreans, Germans,
Jews, Cossacks, Buriats and Georgians.

Disparities affecting individuals based on gender, indigenous heritage and under-
privileged status will presumably persist if the environment within which education
decisions are made fails to offer them the necessary consideration. For example, a fam-
ily's costs and benefits of educating daughters may differ from those associated with
educating sons. Specifically, many of the benefits of educating women in developing
countries are public, whereas many of the costs are private. This leads to underinvest-
ment in women's schooling and to a persistent gender gap (Magnoli 1998). Children
of poorly educated parents are more likely to be left out of the education system and—
because of opportunity costs—more likely to be working.

Different economic points of view offer different perspectives on how to solve
these problems.1 The traditional position is to subsidize inputs. According to state inter-
ventionists (mainly welfare liberals and egalitarians), public expenditure should keep
supplying education inputs. Worldwide, education is financed largely by public funds;
in many countries, even private schools are heavily dependent on public assistance. In

1 More than a hundred years ago, British economist Alfred Marshall wrote: "... there are few practical problems in
which the economist has a more direct interest than those relating to the principles on which the expense of edu-
cation of children should be divided between the State and the parents." (Marshall 1980, p. 180)
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Chapter 2 51

most countries (especially the developing ones), the central government is responsible
for education decisionmaking. Central government participation in the education agen-
da is used to enforce minimum academic standards or language requirements nation-
wide. Similarly, concern about uneven allocation of education opportunities across
population groups and unequal management skills and school financing throughout the
country call for government intervention. According to the supporters of public inter-
vention, if local governments or parents were given the responsibility for providing
physical facilities and instructional materials, then youths residing in poor areas could
have access only to underfinanced schools, or perhaps to no schools at all.

Economies of scale in purchasing, revenue procurement or institution building (for
example, national assessment systems) may also require central government sponsor-
ship. Moreover, central authorities often have serious concerns about losing control over
budgetary allocations and the setting and enforcing of standards in the education system.
Intermediate positions maintain that the state should subsidize both supply and demand
because only certain combinations of them would attain the necessary flexibility.

At the other extreme, libertarians (mainly neoliberals) believe that demand should
be subsidized because changes in the delivery per se would hardly be effective.
Supporters of financing mechanisms as a tool believe that school choice could improve
the operation of individual schools by delegating control over input allocation and
strengthening local control over the use of resources. Education services are ultimately
delivered on a personal level through the interaction of teachers and students in the
classrooms, often with parent and community involvement in the schools. Moreover,
the unequal allocation of public expenditures on education systems often leads to
unequal achievement of the students (see the appendix to this chapter for details).

Excessive control has been a problem worldwide: the degree to which the central
government dictates the way schools operate—not only at the macro level but also at
micro levels—determines school effectiveness. In centralized systems, administrators,
students and parents play only a marginal role in determining how school resources are
allocated. Typically, school administrators are accountable not to parents and students,
but to central authorities, such as the ministry of education. Since the costs of moni-
toring, inspecting and enforcing detailed guidelines for individual schools are likely to
be high, the ministries set norms; for example, norms guide the distribution of budget-
ary allocations between teachers' salaries and other inputs. If the norms do not match
a school's needs or the community's preferences, as is often the case, school adminis-
trators have neither the financial power nor the incentive to change them. As a result,
the use of school resources is inefficient.

The libertarian or laissez-faire point of view traditionally holds that the social
service provisioning model is experiencing problems because it has been oriented to
deliver services to people rather than to respond to their demands. The procedure for
allocating resources based on their historic supply does not establish any link between
output and future financing; hence, service providers have no incentives to increase
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52 Vouchers in Education

either the quantity or quality of their service. Since inputs are independent of produc-
tivity, the school principal has no incentives for striving to increase coverage or improve
the quality of education. Such efforts would lead only to more students per classroom
or more hours devoted to preparing lessons, without bringing in more resources.

According to the libertarian view, the consumer's role cannot be ignored if systems
are to function better; consequently, the alternative system of resource allocation is to
finance demand. Stimulating the demand side of the education system would create
competition and would decentralize decisions and expenditures.2 Moreover, formal
participation would have the advantage of increasing the transparency of decision-
making processes and it would help to educate the population regarding important
trade-offs and budget constraints in the provisioning of services.

The topic of vouchers arises because of the difficulties in education delivery.
Voucher schemes are not intended to resolve all of the above-mentioned problems, but
only a specific set. In particular, the objective of this device is to link resources directly
to the beneficiaries of the service because consumers can have a significant impact on
the service by affecting the flow of financial resources. With vouchers, rather than allo-
cating the budget in accordance with the way inputs have been assigned in the past,
funds are distributed based on the number of students. When consumers have a choice
(the ability to select among providers), they have the capacity to reward the better per-
formers with their business.

This procedure for financing demand, called capitation, generates better incentives
for service providers. It gives clients a voice and formal participation in decisionmaking
through school choice. School choice is not an entirely new concept. In the 1970s in
the United States, public schools known as "magnets" offered enrichment programs as
an incentive to pull children away from neighborhood schools. Originally, magnet
schools were a way to improve racial balance voluntarily. The advantages of the capi-
tation mechanism are that consumers have strong incentives both to seek out higher-
quality services and to express their preferences regarding the services they wish to
receive. The disadvantages are that in many cases consumers are poorly informed
regarding the full range of options and the nature of their own particular needs.

When the use of vouchers introduces the element of choice, it raises several fun-
damental questions about efficiency and equity. Education systems must face the prob-
lem of identifying their optimal size. In general terms, efficiency is reached by mini-
mizing the amount of resources invested in education while maximizing the aggregate
net social benefit; consequently, resources must be allocated where their opportunity
cost is lowest. To attain efficiency, both the costs and the benefits of providing educa-
tion need to be identified. Although the costs (teachers' salaries, books and materials,

2 According to Friedman (1995), this reform can come about only by privatizing a major segment of the education
system, a gradual yet substantial transfer from government to private enterprise achieved by implementing a vouch-
er system.
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Chapter 2 53

and school and college buildings) are relatively concrete and easy to identify, the ben-
efits are less tangible and hence more difficult to weigh. However, it is possible to
distinguish two categories of education benefits that any system will be expected to
produce: production benefits and social benefits. In most cases it is not possible to iden-
tify the social benefits of an education system with the same degree of precision as the
production benefits. The former assumes diffuse and less perceptible forms. According
to the objective approach to utilitarianism, general indicators—such as literacy, enroll-
ment and dropout rates—measure the aggregate net social benefit.

Proponents of the voucher system believe that vouchers can increase efficiency in
the system. They think that private sector delivery could increase cost effectiveness and
improve efficiency in allocation. According to its supporters, the voucher system
increases efficiency in production and equity in access. One of the attempted objec-
tives of a voucher system is to promote school competition. Choice generates greater
competition, thereby improving school efficiency and achievement and encouraging
nonprofit and for-profit private (and religious) schools. Introducing competition into
the public system by removing the direct government subsidy puts public schools in
competition for students with every other school. Schools are free to offer diverse
education packages to meet the different preferences of parents. Good schools attract
many students, redeem many vouchers and prosper. Inferior schools, avoided by par-
ents, are stimulated to improve or must close down. Competition stimulates efficien-
cy in general.

Opponents of the voucher system generally agree that the element of choice has
merit in theory, but they argue that it is extremely difficult to make it work optimally
in practice. Libertarian opponents fear that voucher-receiving independent schools will
be regulated out of recognition. Welfare liberals and egalitarians would go as far as say-
ing that vouchers would destroy the public system, aggravate the poverty problem and
encourage segregation. They say that the basic conditions for school competition to
occur would not be present for several reasons: the impossibility of correctly estimat-
ing costs; reduced quality due to lack of regulation; the absence of enough schools to
fuel competition; and the fact that bad schools would not go out of business. The costs
of running and attending a private school could be underestimated because studies do
not calculate the free services given by clergy, nor do they take into account contribu-
tions from fundraising (Sullivan 1981). Some economists have argued that private
schools hire less-experienced teachers and pay lower salaries (Chambres 1985). As far
as open enrollment, where the family can choose schools across extensive areas, it is
sometimes contended that such choice can exclusively be provided within the public
sector because, for example, in a given region there is only one private school. And
"disproportionate" applications to enroll in a popular school often lead administrators
to declare the school full. The excess students would have to attend unpopular schools,
which would therefore not face the serious cost of undercapacity and would typically
continue to survive.
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54 Vouchers in Education

Equity has always been one of the strongest arguments raised in favor of public
expenditures on education. This perspective views education as a primary instrument
in providing equality and raising awareness about it; hence, education is not just a con-
sumer service, but a process that has fundamental effects on people's lives. Voucher
design must address specific problems and find practical answers. For example, is equi-
ty achieved in education systems by providing the same level of investment per child
or by ensuring an equal amount of inputs (that is, textbooks) per child? Or should equi-
ty be considered in terms of equality of results, which are generally associated with dif-
ferent levels of spending per child? In order to obtain equal results with populations in
different social and economic conditions, resources must be focused on those groups
that need them most (by means of targeted education programs). In general, voucher
supporters think that this instrument would expand access to education by improving
resource allocation.

Another consideration is that the chance to provide education opportunities to the
population diminishes to the extent that public funds are poorly distributed. Accordingly,
considerations of equity are another important argument for improving efficiency in
resource allocation. Opponents of vouchers believe that a market system cannot be
expected to realize the objectives of the education plan, in particular because of the
absence of efficiency in coordination in voucher policies and their effect on equity in
capabilities.

Financing Mechanisms

Some governments are exploring new ways of channeling available funds. The first
objective is to improve the enrollment and performance of those groups excluded by
supply-driven education systems. The second objective is the optimal use of resources
in the production of education and the optimal allocation of public funding. An impor-
tant issue is the division of responsibilities between the central government and the
local authority. Governments try to reach the appropriate balance of control by divid-
ing responsibilities for decisionmaking and revenue generation between central and
local governments. Previous decentralization experiences indicate that the success of
these shared responsibilities depends on the extent to which the partnership is a mutu-
ally advantageous one.

In Ghana, Nigeria and Cote d'lvoire, decentralization was viewed as a failure. The
impetus for the reform was not mutual agreement, but an effort by the central gov-
ernment to shift the burden of funding to local government units while maintaining
control over resource allocation through mandated programs. Without real authority
for local governments to allocate resources, the potential gains from decentralization
were not realized (The Forum 1993). There is evidence that schools that rely more heav-
ily on parents or other local sources of finance operate more efficiently (Jimenez,
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Chapter 2 55

Paqueo and de Vera 1988 for the Philippines; James, King and Suryadi 1993 for
Indonesia). More favorable results have been cited in Latin America, although the
results differ somewhat by country.

Matching grants in which local revenues are complemented by increased central
government funding appear to have been a successful means of effecting the partner-
ship. Such joint funding mechanisms represent mutual commitments to education
improvements without creating the suspicion that the central government is simply
attempting to shift responsibilities to the local authorities (Prawda 1993). However,
problems exist. The division of responsibilities among levels of government is often
poorly defined; revenue transfers to local governments are ad hoc in nature and fre-
quently politically negotiated; and local governments are ill-prepared to assume their
new functions. In addition, little attention is paid to the design of mechanisms that pro-
mote accountability and consumer voice (Winkler and Rounds 1993).

By enhancing flexibility, local funding can improve school efficiency through two
channels. First, local school authorities can select a more appropriate input mix than
can the central ministry because local authorities are more informed about the relative
economic cost of labor and nonlabor inputs in the community. Second, regardless of
where management rests, locally financed schools may perform differently than state-
financed schools simply because those providing the funds may have different objec-
tives. For example, the central government may be more concerned with political
support from teachers and teachers' unions and may require that new funds be used
to increase teacher salaries, while parents and local communities may be more con-
cerned with providing culturally relevant curricula or school amenities.

Education control can be shifted from the central government to the local levels
by expanding the capacity and numbers of private schools. Private schools already rep-
resent a large share of education capacity in many developing countries (James 1993).
Because their resources are more sensitive to student demands, private schools may be
more responsive to parents' influence and students' needs. However, specific concerns
arise in both industrial and developing countries.

The literature on the relative outputs of private and public schools in industrial
countries has found that private schools attract a more homogeneous group of stu-
dents. In general, private school students are more able and come from wealthier and
more highly educated families; they tend to be more oriented toward academic pur-
suits and do better on standardized tests of verbal and mathematical ability. However,
the extent of this advantage of private schools over public schools is subject to debate.
Although a simple comparison between private and public school students reveals that
private school students perform at a higher level, it is less clear how much this higher
level of achievement is due to the school or to other factors. After controlling for fam-
ily socioeconomic background, time spent on homework, and curriculum differences
between public and private schools, most or all of the achievement differences disap-
pear (Witte 1992). Even so, some of the gap in achievement can be attributed to high-
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A stipend is a cash payment that is given to a family by a public agency in order to offset school-

ing expenses for a child. It covers core expenses (such as books, tuition and transportation) and

incidental expenses (such as materials, game fees and clothes). A stipend is also used to com-

pensate families for the loss of the child's labor. In many cases, there is no school choice

involved. Rather, the stipend becomes a mechanism that enables poor children to attend school.

This mechanism is particularly effective in enabling girls from poor rural families to attend

school. For example, Bangladesh's Female Secondary School Assistance Project uses this financ-

ing mechanism. Guatemala provides targeted stipends for low-income female students aged

7-14 years. Similarly, Morocco and Mozambique provide scholarships for girls in rural commu-

nities.

Community financing can occur through monetary contributions or through nonmonetary

support in the form of land, labor, materials and social marketing for the benefit of education.

In Chad, community financing is used to build parent-teacher associations that play a vital role

in towns and villages to strengthen basic education.

Torgeted bursaries are cash payments that may go directly to schools, municipalities or

provinces and are earmarked for specific purposes, such as improving the curriculum or

increasing school access for minority, indigenous or poor children. They are not given to the

students or their families, but are made available to the financial officer or the relevant bursars.

In China (the Basic Education in Poor and Minority Areas Project), funds are directed to the

bursars of these areas to be used specifically for poor and minority education needs. Guatemala

uses this mechanism for correcting gender discrimination. In Mexico (the Second Primary

Education Project), bursaries are targeted to help indigenous students pay for textbooks and

other learning materials.

School improvement funds are related to targeted bursaries and are used in education proj-

ects in Armenia, Chile, India and Paraguay. Such funds are usually provided on a competitive basis

to initiatives locally designed to promote increased school participation and autonomy.Allowing

schools to decide on whom, where and when to spend additional resources accomplishes these

goals.

A voucher is a cash payment given by a public entity either directly to students or to the school

they attend. Stipends are given to students or their families to pay for school-related expendi-

tures; vouchers provide an additional element of choice because students (or their families) can

use the voucher at a school that they prefer. Students are free to choose the school, voting with

 Based on World Bank data.

Box 2.1. Types of Demand-Side Education financing

56 Vouchers in Education
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Chapter 2 57

their feet, and the money follows the student. The voucher mechanism can help a student from

a nonprivileged background to escape a poor-quality neighborhood school or to move to a
school that is more culturally appropriate.

In Bangladesh, vouchers are given to females in grades 6-10 under the condition of mini-

mum attendance and progress. In Belize, the government, in partnership with churches, offers

vouchers to 75 percent of students at the primary level and 50 percent of students at the sec-

ondary level. Chile gives vouchers worth 4,359 pesos (1991) to low-income elementary and

secondary school attendees. In Colombia (the Secondary Education Project), a voucher pro-

gram promotes opportunities and choice for poor children by giving them direct funds in the
form of vouchers. Vouchers are used in Gambia. In Guatemala, vouchers worth approximately

US$50 a year are given to selected 7-14 year-old low-income girls in 13 local communities,

under the condition of minimum attendance and progress. Lesotho's government-—in partner-
ship with churches—provides vouchers to all attendees at the primary and secondary levels. In

Poland, vouchers are given to families associated with sponsoring organizations. Until 1995

Puerto Rico used vouchers (US$ i ,500 per year)—valid in private and public schools—for fam-

ilies with school-age children and income below US$18,000.

In several Canadian provinces—Alberta, British Columbia, Manitoba, Quebec and

Saskatchewan-—-vouchers are given to families that make use of independent schools, mainly pri-

vate. The value and regulation of vouchers vary depending on the province (see table 2.2), In

japan, vouchers are used for students over age 15 who are in public and private high schools.

As long as financial statements are submitted, the government finances private schools up to 40

percent of the cost per child. In the Netherlands, all students subject to compulsory education

in municipal areas receive a voucher to go to any school of their choice: public and private

schools are financed on a completely equal basis, Sweden follows a similar criterion and the

Zealand are provided to all school-age children; the value of the voucher takes into account the

student's socioeconomic status. In the United Kingdom, vouchers are distributed according to

merit and income; however, they apply specifically to private schools and only if the Education

Department has approved them. The vouchers* per-year value in 1992 was approximately

US$3,500. In the United States, there are two types of vouchers: tax-funded and privately f
ed. The former is used in HiSwaukee for low-income students in private nonsectarian schools

Their value in 1994 was US$2,900 per year and participating schools had to limit voucher st
dents to 65 percent of their student body. The latter is used under the Golden Rule model f

low-income families in at! reputable nongovernment schools.Their value in 1995 was US$6,383

and they were accorded on a "first come, first served" basis. Some programs require parents to

makeh tuition payments.

(Sox continues or! next £Nsge.)

make tuition payments
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58 Vouchers in Education

Box 2.1. (continued)

Public assistance is like a voucher but is given to private schools and institutions depending on

the number of low-income students they take in. It can increase choice and improve equity if

combined with measures that increase access to private schools for low-income students.Thus,

it is also like a capitation grant Public assistance to private schools can come in many forms. In

some countries, public assistance is in the form of teacher and staff emoluments, and in others,

it comes as subventions for materials, maintenance, transportation and equipment in the

Dominican Republic (the Second Basic Education Project), the government subsidizes private

schools that serve children from low-income families.

Student foans are used to help defray costs to the government and also to help a greater num-

ber of students receive higher education. Student loans can take the form of commercial

private loans or government-guaranteed loans. The government may take an active role by

selecting candidates or establishing regulations. In Jamaica, the government makes funds available

for students by enlisting the help of commercial banks (the Student Loan Project) and provides

the necessary loan guarantees.

Capitation grants are grants given to schools based on the number of students, socioeconomic

status and geographical location.They are used in Brazil and in Chile, where they (in conjunction

with vouchers) cover the cost of more than a third of all students enrolled. In Gambia and

Tanzania, capitation grants are given to all students. In Canada—Alberta, British Columbia,

Manitoba, Quebec and Saskatchewan—capitation grants are used in secular and religious private

schools under the constraint of public inspection. In the Netherlands, the state finances schools

for each religion where local demand is demonstrated. Sweden uses this tool in municipal areas

for ail children subject to compulsory education. Schools must follow the national curriculum

and the National Assembly of Education performs the supervision.

Community grants are given to a community of students in a lump sum but are tied to attend-

ing a community-created institution. The term 'Voucher-like" is sometimes used because the

amount of money is related to tine number of students and the approach has an element of

choice. Parents choose to send their children to the community school, thereby making this

school eligible for cash payments, Payments may cover some expenses or the full cost of school-

ing. In Baluchistan (Pakistan) payments take the form of grants for girls to attend community

schools. In this case, grants are used to address gender equity issues; the scholarships are lump

sums given to schools attended by girls. Related to community grants are social funds, special

agencies that have the power to make investments. Social funds solicit proposals from public, pri-
vate or community groups. By definition, this approach to development is demand-driven.
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Chapter 2 59

er private school productivity because some of the differences in homework and cur-
riculum are clearly associated with the school (Jencks 1985).

In developing countries, differences in education outcomes between public and
private schools indicate a private school advantage, even holding constant differences
in student attributes. Studies of school systems in Colombia, the Dominican Republic,
the Philippines, Tanzania and Thailand find that private schools deliver education serv-
ices at lower cost than public schools do (Jimenez, Lockheed and Paqueo 1991). If
these results hold generally, then subcontracting to the private sector will allow a fixed
government budget to accommodate more students than will direct government pro-
vision of education services. However, the reported cost advantage for private schools
is not universally accepted. If existing private schools chose to locate only in areas
where it is relatively less costly to provide education services, and if these schools avoid
additional costs by selectively admitting only the better students, then comparisons
between public and private school costs may be biased in favor of private schools.

This chapter analyzes 31 countries that have explored demand-side financing
mechanisms as a pragmatic choice for introducing reforms according to the local situ-
ation, the resources available and particular needs.3 Table 2.1 describes demand-side
financing mechanisms in the developing countries in the sample. Table 2.2 describes
the mechanisms in Organisation for Economic Co-operation and Development
(OECD) countries. The analysis focuses on education finance and state subsidies; box
2.1 defines the demand-side financing forms. However, the analysis would not lose
validity if subsidies (without major changes in their functioning) were funded from pri-
vate sources. Other forms of state intervention may be relevant (service delivery and
regulation), but will be discussed as subsidiary to the finance mechanisms.

State Transfers: A Formal Analysis

Demand-side delivery of education gives people the capacity to choose. Neoliberals
believe that such empowerment is possible through cash transfers that do not specifi-
cally restrict the recipients to using these funds on education. Welfare liberals and egal-
itarians believe that choice should be kept within the education system and, as a
consequence, spending the funds on education should be compulsory. The debate has
hinged on whether the state should provide transfers in cash or in kind. This issue
requires a formal analysis.

3 The 31 countries include 23 developing countries (seven from Africa: Chad, Gambia, Ghana, Lesotho, Morocco,
Mozambique and Tanzania; five from Asia: Bangladesh, China, India, Pakistan [Baluchistan] and Thailand; nine from
Latin America and the Caribbean: Belize, Brazil, Chile, Colombia, Dominican Republic, Guatemala, Jamaica, Mexico
and Paraguay; and two from Eastern Europe: Armenia and Poland)-the case of Puerto Rico is taken into account
as a reference—and eight industrial (OECD) countries (one from Asia: Japan; two from the Western Pacific: Australia
and New Zealand; two from North America: Canada [six provinces: Alberta, British Columbia, Quebec, Manitoba
and Saskatchewan] and the United States; and three from Western Europe: The Netherlands, Sweden and the
United Kingdom).
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64 Vouchers in Education

Figure 2.1.Two Commodities: Education and Other Goods

Figure 2.1 presents the simple case of a person whose purchasing ability is limited
to two commodities: X (education) and Y (the set of all other goods). Price line FC is
the geometric counterpart of the budget constraint and shows all possible combinations
of X and Vthat the consumer can purchase. The rational individual desires to purchase
a combination of X and Ythat will provide the highest level of satisfaction, which must
be a point on FC. At the same time, the individual desires to reach the highest indif-
ference curve possible, which is the curve that has at least one point—the tangency
point—in common with FC. Assume that without public intervention the person would
choose set A, given budget constraint FC. The resources would be allocated in pur-
chasing the quantity represented by the segment CbcA of education (suppose this rep-
resents second grade in primary school) and the quantity represented by the segment
OyA of all other goods.

It is necessary to distinguish between two scenarios because the person could have
either of two different sets of preferences: the set a with a bias toward education or
the set (3, preferring the set of all other goods. Suppose that the person's natural con-
sumption in absence of state intervention is the second grade (in figure 2.2, (bcA).
Further assume that education policy compels primary education until the fourth grade
(in figure 2.2, CbcB) and this is made possible through government transfers. There are
two possibilities for financing consumption. In case 1 (figure 2.2), the state subsidizes
only the two-year term from second grade to fourth grade; the transfer is QxB - QxA. A
fixed level of consumption of X (the segment OxB, equivalent to the fourth grade), supe-
rior to the optimal consumption of the person, is now mandatory. In the case of map
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Figure 2.2. Case 1: Government Finances Third and Fourth Grades

Figure 2.3. Case 2: Government Finances First through Fourth Grades
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66 Vouchers in Education

a, the consumer's preferences follow the transfer (moving from A to B in map a in fig-
ure 2.2). Thus, the subsidy can be the cash value of two grades of primary school, the
third and the fourth (CbcB - QxA).

In the case of map (3, the preferences do not follow the transfer and the consumer
will use the cash transfer to get additional Y. If preferences do not follow the transfer,
then there is substitution: the transfer is used to replace consumption of X (the amount
xA ~ xv) wim Y- Th£ problem of fungibility (the money can be used in several ways)

implies that a restricted transfer might be needed. The same constraint could apply for
choice between public and private schools. The education policy would be imple-
mented in two ways depending on the person's preferences: the transfer could be cir-
cumscribed to the consumption of education (a tied transfer) or unrestricted.

In case 2 (figure 2.3), the state subsidizes primary education through fourth grade;
the transfer is CbcB. For several reasons, case 2 is easier for the government to carry out:
there is no need to discover preferences, there is no need to set administrative control,
and it avoids the possibility that the person reduces consumption to a quantity between
0 and XA. In this case, a fixed level of consumption of X, which is superior to the opti-
mal consumption of the person (the segment QxB, equivalent to the fourth grade), is
mandatory. In the case of map a, given that the consumption of QxB does not need to
be compulsory and is offered free of charge, the budget constraint becomes FEZ.
All of the available budget will be spent on Y (F = yB).

There is no substitution effect because the price of X does not change and the per-
son does not move along the given indifference curve. However, there is an income
effect because the person's purchases of X change with changes in income, prices
remaining constant. In the case of map P, the consumption of QxB has to be made com-
pulsory because the point M, with less education and more Y, would be chosen
(figure 2.3).

To sum up, a person could have one of two different sets of preferences: map a
or map p\ Under FBZ (the new budget constraint in figure 2.3) and depending on the
person's map, there are two possible situations. First, in map a, the person prefers a
higher consumption of X. Equilibrium will not be reached in the corner (B) of the new
budget constraint, where the person achieves the utility level measured by indifference
curve a1. Since optimal consumption of X is superior to CbcB, the equilibrium will be
reached at point L, where the utility level is measured by (higher) indifference curve
a2.

Second, in map (5, the person does not prefer a higher consumption of X and the
equilibrium would be reached in the corner (B) of the new budget constraint, where
the person achieves the utility level measured by indifference curve (31. If the state
transfers to the person an amount of money equal to the value of 0.xB, the budget con-
straint will be PZ and the person can reach a superior level of welfare, M, on indiffer-
ence curve (32. If the state wanted the person to consume QxB by using a monetary
transfer, it would have to be much higher in order to reach a higher indifference curve.
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According to its supporters, demand orientation ensures sustainability and shows
evidence of commitment.4 The ability to choose and decide stimulates interest, partic-
ipation, enthusiasm and dedication. In addition, many government programs subsidize
individual recipients with services such as social security, welfare, health programs and
student loans. Demand-side instruments, such as education vouchers, extend this prin-
ciple to education. A way to empower girls, indigenous children, students with disabil-
ities, and minorities in general is to allow them to ask for the services they prefer.
Moreover, demand-side financing mechanisms could bring about a more efficient
method of spending, either by achieving better education results with the same amount
of resources or by using less public finance for the achievement of the same results.

Vouchers are mainly transfers in kind because the government gives a certification
note that acknowledges an education credit. Liberals would prefer transfers in cash
because transfers in kind hamper freedom. Transfers in kind do not require the state
to discover citizens' indifference maps. Therefore, according to welfare liberals and egal-
itarians, transfers in kind are valuable and increase efficiency and equity.

Demand-Side Financing in Theory and Practice

Choice is part of the conceptual framework of demand-side financing in education and
the focus is on the individual or on parents (in the case of basic education). In fact, the
calls for parents' choice are usually directly related to efforts to improve education out-
comes. However, even when the money is delivered to communities, demand-side
tools can encourage choice.

Communities may on their own terms decide on some type of voucher program.
In such a scenario, it is up to the community to ensure that the right schooling invest-
ment is made in order to encourage parents' support and participation. According to
the World Bank's Participation Sourcebook (World Bank 1996), efforts to make the pro-
vision of education more responsive to community needs should include education
vouchers for families. World Bank (1995) highlights the importance of improving edu-
cation outcomes, and calls for greater participation in the financing and governance of
education and in decisionmaking.

These types of financing mechanisms channel public funds directly to individuals
or institutions on the basis of expressed demand. The use of demand-side financing
mechanisms in the education sector is increasing in both developing and OECD
nations. Of the demand-side financing mechanisms listed in this section, developing as
well as industrial countries have adopted a type of school-choice voucher system (tables
2.1 and 2.2).

4 Voucher system proposals go back to Friedman (1980).
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68 Vouchers in Education

The Voucher System

Two main problems exist in a decentralized education system, where public, private
and religious schools compete. The first is the problem of selection: parents must
choose the education institution that best matches the family's expectations. The sec-
ond problem is the implementation of that decision, or how parents carry out their
choice. In recent years, vouchers have been widely used in developing and industrial
countries precisely to address these two issues.

The objective of all voucher plans is to provide families with maximum choice and
a practical tool for accomplishing their aims. Parents of school-age children receive the
voucher in the form of a certificate. They use the voucher to pay for tuition or other
admissions costs at any eligible and participating school (public, private or religious).
Under this scheme, children are not assigned to schools by attendance zones or other
criteria of the school system. Education is compulsory up to a legal school-leaving age
and parents are free—as with compulsory third-party automobile insurance—to choose
among the different suppliers of the compelled service.5 Parents choose a school from
those approved by the government. Once this choice is made, the government pays for
the education of the child. The funds go to the selected school either indirectly through
the family or directly from the public entity (see figure 2.4).

When the government gives the voucher to the families, it is as a certification note,
which acknowledges an education credit. Parents present the voucher to the school
they have chosen. The school then presents all vouchers to the relevant government
authority and receives the value in cash. The school uses the money it receives to pay
for expenses such as teaching materials and salaries.

When the voucher goes to the school, government funds are directly transferred
to the school selected by the parents. The government transfers a given sum (the value
of the voucher) for each child enrolled. This arrangement, in which funds follow the child,
is in fact the most common application of the voucher principle throughout the world.
In general, the value is the sum needed for a specific term in school (one month, one
semester or one year).

All public subsidies to private schools are forms of the voucher system. However,
the term has been most commonly associated with the use of coupons, which partial-
ly or fully compensate parents for the cost of private school tuition. One feature of
voucher systems is that instead of determining which private school to subsidize (focus-
ing on the supply side), the government transfers this power to parents by allowing
them to use their voucher in the school of their choice (focusing on the demand side).

5 A version of the voucher system can also be seen operating in post-secondary education. Since governments pro-
vide grants to universities and colleges in strict proportion to enrollment, funds follow the student. This situation is
the essence of the voucher principle, especially when students have a number of institutions from which to choose.
West (1996) provides further analysis of the case of higher education and explores the additional unintended vouch-
er effect of several disguised subsidies within the student loan system.
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Figure 2.4. Indirect and Direct Transfers

Since the level of funds allocated to public schools usually depends on enrollment size,
the choice that parents make directly affects even the survival of the public schools.

Voucher plans have been praised as a means of using market forces to force pub-
lic and private schools to provide better quality education efficiently. Traditional sys-
tems of public education allow parents a limited choice of where their children may
attend school. In the absence of private schools, local public schools have monopoly
power and lose no resources if they provide a poor education. Another claim made by
voucher proponents is that by allowing parents to choose where their children attend
school, vouchers will force schools to compete with one another for students. Schools
that provide poor education services will be forced to improve or will close, and schools
that use resources inefficiently will have to improve or face bankruptcy.

Perhaps the strongest objection to voucher plans is that schools will exercise choice,
as will parents. Through the use of selective admissions policies, schools will be able to
avoid higher-cost students, those with mental or physical disabilities, the less able and
the disruptive. High-cost students will be relegated to public schools that will have
fewer resources to deal with such students. In addition, to the extent that poorer chil-
dren will have greater difficulty meeting entrance requirements at selective schools, the
true choices available to poor parents may not expand.

Therefore, the danger is that vouchers may result in greater segregation of students
and simply be a means of shifting resources from public schools educating the relatively
poor to private schools educating the relatively wealthy. Critics also contend that
over-reliance on vouchers would lead to a loss of civic values and weaken a country's
common social background by allowing students to select schools with specialized cur-
ricula or specific cultural orientation or that serve a particular constituency.
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70 Vouchers in Education

Different Frameworks, Principles and Vouchers

The general literature is not always clear about the implications of a particular vouch-
er program in terms of education outcomes. Vouchers are assessed in terms of various
criteria, the most common of which are parents' freedom, cost effectiveness, diversity,
innovation, level of total education expenditures, and equality of education opportuni-
ties. Blaug (1984) proposes that these six criteria could be grouped into three cate-
gories—choice, efficiency and equity—in the following manner: parents' freedom
(choice); cost effectiveness (efficiency); and diversity, innovation, level of total educa-
tion expenditures, and equality of education opportunities (equity). Some other econ-
omists believe vouchers should be classified under the following three dimensions:
finance, regulation and information (Levin 1980, 1991).

In practice, tax-funded voucher systems operate under many different regulatory
frameworks. Blaug's (1984) voucher tree is probably the first attempt to categorize the
various interpretations in a systematic scheme (figure 2.5). The top of the voucher tree
contains one extreme, the restricted voucher. The other extreme, the income-related
unrestricted voucher, which includes fees, costs and transport, is at the bottom of the
voucher tree. (However, Blaug warns that the voucher tree does not capture all the
nuances that may be conveyed by a particular interpretation of the concept of educa-
tion vouchers.)

Figure 2.5 shows how vouchers differ from one another in fundamental ways.
Different vouchers have different effects on children whose families have limited
income. For example, transportation allowances may help the poor, whereas add-ons,
as proposed by Friedman (1962), may adversely affect the poor if information about
them does not reach all people equally to ensure fair choice. Add-ons are private funds
added to the value of vouchers given by a public entity. In Blaug's (1984) terminology,
these are called supplementable vouchers. This study analyzes the voucher as an instru-
ment for financing education under the following five criteria: financing, regulation, tar-
geting, value and choice.

Financing

Vouchers can be financed in three ways: by public entities, by private entities or by a
combination of the two. Key questions are who should pay for schooling and whether
the state should support public and private education (Cohn and Geske 1990). These
questions logically lead to a discussion of whether public subsidies, if justified, should
be given directly to education institutions or indirectly to individuals in the form of
vouchers. Vouchers are tax funded when the government finances payments through
fiscal revenues. In this case, it is important to define what share of the total cost should
be borne by the taxpayer instead of the direct beneficiary. In a privately funded vouch-
er system, industry voluntarily donates funds to finance scholarships for a wide choice
of private schooling.
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Figure 2.5.The Voucher Tree

Limited • fixed-value

• uniform fees • restricted

Unlimited • supplemental

• uniform fees • restricted

Unlimited • supplementable

• cost fees • transport-included

• restricted

Unlimited • supplementable

• cost fees • transport-included

• income related • restricted

Unlimited • supplementable

• cost fees • transport-included

• income related • unrestricted

Source:Blaug(l984,p. 164).

Regulation

Neoliberals are strong believers in negative freedom; therefore, they oppose regulation
and want to see more competition in the education system. Moreover, they fear that
voucher systems would seriously threaten the autonomy of independent schools.6

By contrast, welfare liberals and egalitarians (and, to some extent, utilitarians) think
that some guidelines are necessary. Welfare liberals and egalitarians normally want gov-
ernments to set up specific criteria that schools must follow if they want to be eligible

6 In the United States, Richman (1994) writes: "It is likely that before schools could accept vouchers, they would be
required to meet a raft of standards that before long would make the private schools virtually indistinguishable from
public schools." Voucher initiatives that insisted on zero regulation would stand no chance of acceptance because,
"as the opposition would inevitably point out, the voucher plan would appear to authorize appropriation of 'public'
money to institutions not accountable to 'public authorities.'" Expressing a similar opinion in the United States, North
(1993) argues: "We will have federal guidelines operating in every voucher-using school, equal opportunity policies
and quota systems of every kind, teaching hiring and firing policies, racially and religiously mixed student bodies.
There will be a whole army of federal bureaucrats, not to mention state bureaucrats policing every 'private' school."
In response to the government's regulatory take-over threat to private schools, Henderson (1994) points out that
these institutions do not have to accept vouchers with all their tie-ins. Others also argue that the recipients of vouch-
ers can and will lobby their government against heavy regulation, but political objections to funding both public and
private schools will create increased regulation, in particular for public schools (Lieberman 1991b). Consequently,
Lieberman observes, supporters of vouchers must argue that in order to approach parity, what is needed is to
decrease regulation of public schools, and not to increase regulation of private schools.
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72 Vouchers in Education

in a voucher program. These criteria usually involve controls on curricula, personnel
and admissions. Curriculum controls impose a minimum common background and
allow the government to inspect the schools receiving the vouchers. As far as person-
nel controls, governments permit vouchers to operate only under the condition that the
teachers be government licensed. The regulation of admissions procedures confers two
options: restricted or unrestricted vouchers. In the former, schools operating under the
voucher system can restrict admissions based solely on academic grounds; in the latter,
admissions are also based on nonacademic factors, such as income, race or gender.
Restricted vouchers have been classified in the literature as an open-door policy
because the only selective criterion is merit. An information policy designed to offer
regulations necessary to guarantee efficiency in coordination and hence equal access to
information on school alternatives is a prerequisite to allow the market mechanism to
work properly (figure 2.6).

Targeting

Vouchers can be available either to all families or exclusively to low-income families.
When vouchers are targeted, the targeting is not likely to be perfect. There are likely to
be households in the eligible neighborhoods who belong to an income group slightly
higher than the targeted group; similarly, there are likely to be poor households in
wealthier neighborhoods who would have been eligible for the program had they been
located in eligible neighborhoods. To receive vouchers, individuals must live in quali-
fied neighborhoods within a qualified municipality. Furthermore, they must apply for
the voucher and be accepted into a qualified private school.

Selective vouchers can be made available only to families receiving less than a
given income level. This is done mostly to increase equity and it is achieved by taxing
the voucher or reducing its value in direct proportion to declared family income.
However, in targeted programs, where there is a need to measure the effectiveness of
the voucher program, some municipalities will be given additional vouchers (the treat-
ment group) and some will be given no additional vouchers (the control group). This
scenario decreases the possibility for any particular child to get a voucher in a control
municipality. There will be variation across municipalities in the number of funded
vouchers because the municipality chooses the amount. This will yield variation in the
intensity of the treatment across municipalities, which should affect the probability of
getting a voucher.

Compared with an education tax rebate, vouchers help even those who pay little
in direct taxes. Such vouchers can of course be found outside the context of education.
Examples of noneducation selective vouchers are selective housing vouchers, health
vouchers, and the U.S. federal government's food stamp program. Food stamps are
selective food vouchers. The federal government uses an income test to determine eli-
gibility for food stamps. Recipients of food stamps use the stamps instead of cash to
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Chapter 2 73

Figure 2,6. Government Regulation: Curriculum, Personnel,
Admissions and Information

buy groceries. The grocery stores then return the stamps to the federal government and
receive cash. This method is similar to the version of education vouchers distributed as
certificates. However, the food stamp system is seriously threatened by black market
operations; school vouchers would largely avoid this problem because it would be quite
difficult to transfer or sell the rights to education.

Value

The value of a voucher varies widely (figure 2.7). It starts from a minimum, which can
be equal to or somewhat less than government expenditure per student in public
schools. Schools may take the voucher as the only form of payment. However, in many
cases the costs of private and even public schools are higher than the revenues (public
unit cost multiplied by the number of students). Consequently, schools may want to
charge more than the value of the voucher. When private schools charge fees that
exceed the public unit costs, parents will have to be allowed to complement the value
of the voucher by means of supplementable vouchers. The state also allows public
schools to charge fees to cover these additional costs. This can be done in two ways:
with fixed supplements, called uniform fees, or by allowing parents to complement
vouchers with their own money. This second option is known as cost-fees vouchers, a
scheme that is similar to the supplementable vouchers used in private schools.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



74 Vouchers in Education

Figure 2.7. The Value of aVoucher: Different Increasing Levels

Public
unit
cost

Private
(supplementable)

Public

Fixed
(uniform fees)

Adjustable
to cost

(cost fees)

Transport

Add-on's
(Friedman 1962)

Income
related

However, in the case of students who live far from school, a system of supplementable,
cost-fees vouchers would not increase choice for parents unless transportation costs
were also covered. Furthermore, in those cases where the opportunity cost of sending
a child to school is too high, the value of the voucher could be made to vary inverse-
ly with family income.

Choice

Vouchers can provide access to public schools only, private schools only, or to all types
of schools (public, private and religious schools). A limited voucher means that parents
can only choose among public schools. In effect, it amounts simply to the dezoning of
schools. An unlimited voucher allows parents to choose among public, private and reli-
gious schools (figures 2.8 and 2.9).

In the United States, choice does not include religious schools. Choice is consid-
ered mostly in the context of public schools. This situation curbs parents' preference for
certain kinds of influences and values, especially for poorer families, who do not have
the option of opting out of the public school system. However, experiments launched
during the 1996/1997 academic year allowed parents to choose private and religious
schools. Due to constitutional provisions, earlier school choice experiments did not
include religious schools. Because the U.S. Constitution upholds the separation of
church and state—a constraint not present in some developing countries—caution is
needed in transferring lessons from the United States to other countries.
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Figure 2.8. Choice: Limited Versus Unlimited Vouchers

Vouchers in Chile and Colombia

Latin American countries are increasingly implementing education reforms to promote
accountability and consumer participation. Reforms introduce elements of school
choice and competition and decentralize the responsibility for providing primary and
secondary education. At present in many countries, these experiments are still in the
planning stage. However, Chile and Colombia are ahead of schedule with respect to
the rest of the region.

Chile

In the early 1980s, Chile introduced both voucher mechanisms and the decentraliza-
tion of the provision of education services. The major caveat in using the Chilean
reform as an example is that the reform took place in a nondemocratic political con-
text. This case is not applicable in countries where the design and implementation of
the reform have to take into account freely expressed political opposition, especially
among teachers. However, the availability of data from Chile is sufficient reason to
attempt a systematic assessment of the policy change and measure its effects.

The 1980 Decentralization Act assigned new revenue sources and new expendi-
ture responsibilities—the largest of which were primary and secondary education—to
municipalities and transferred to them all school property from the Education
Ministry. Teachers were terminated as central government employees, given severance
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Chapter 2 77

pay, and transferred to municipal payrolls. A sound institutional environment was a
very favorable factor in implementing the reform. By the standards of other develop-
ing countries, management capacity at both the central and municipal level is rela-
tively high, and the degree of public corruption is perceived to be low. As a result, it
was possible to implement a financing mechanism that requires accurate counts of
numbers of students in the classroom and that effectively penalizes schools for inac-
curate reporting.

Chile is the only country in Latin America to have a national system of student
testing. In principle, this can provide both municipalities and parents with information
on their schools' performance. In practice, the results are not widely disseminated and
parents seldom know either the results for their schools or for their children's per-
formance.

All levels of government in Chile use the same standardized government accounts
for budgeting and expenditure reporting, with municipal expenditure reports submit-
ted on a monthly basis to the Finance Ministry. This financial information system pro-
vides the basis for periodic audits of municipal accounts by the country's Controller
General, and helps ensure that central government grants are used as intended. Sound
financial management has also been important in implementing the decentralization
component of the reform as well as the specialized expertise that the Chilean public
sector has contracted over the past two decades. For example, municipalities contract
consultants to develop the detailed plans required to obtain central government financ-
ing of capital investment.

The central government introduced school attendance grants (or vouchers) to
finance primary and secondary education. The grants provide a minimum expenditure
level that municipalities may choose to augment through transfers from their other,
nonearmarked revenues. Municipalities receive vouchers based on the number of stu-
dents attending class each month, with the base voucher level adjusted for differences
in costs. In addition, the Education Ministry directly provides textbooks to schools and
directly contracts for the provision of school lunches to poor children, while munici-
palities may also receive grants for school construction and rehabilitation from the cen-
tral government's Regional Development Fund. In the early stages of decentralization,
the Ministry provided municipalities with a 3-5 percent overhead grant on salaries to
cover administrative expenses. Municipalities were expected to supplement the school
attendance grants they received.

Vouchers can be used in any school, public or private, that does not charge tuition.
Municipal and private schools obtain attendance vouchers of equal value: when the
reform was initiated in 1980, the voucher was set equal to the Education Ministry's
expenditures per student. By directly tying school revenues to school enrollments, they
provided schools with an incentive to compete for students.

Municipal schools receive three additional types of financial assistance: in-kind
transfers of school buildings from the Education Ministry to the municipalities; cash
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78 Vouchers in Education

transfers from the Regional Development Fund for municipal school construction and
rehabilitation; and cash transfers from municipal general funds. The result is that munic-
ipal school revenues per student exceed subsidized-private expenditures. Private
schools have considerably greater flexibility than public schools in setting teacher pay
and employment conditions and in removing teachers for poor performance. In gener-
al, private schools pay lower teacher salaries than do the public schools and often
employ public school teachers on a part-time basis.

When the full-cost voucher was introduced, all paid-private schools (those charg-
ing tuition) that were spending less than the voucher amount had a clear incentive to
accept the voucher and become subsidized-private schools. The percentage of all pri-
mary and secondary school students in municipal schools has continuously declined
since the introduction of the reform, and the share of all students in subsidized-private
schools has continuously grown. Between 1979 and 1982, subsidized-private enroll-
ments increased 35 percent. In the early 1990s, private school enrollment represented
about one-third of total enrollment (Winkler and Rounds 1995). Meanwhile, the share
of students in paid-private schools initially decreased (by about 27 percent between
1979 and 1982) and subsequently increased. Interviews with subsidized-private school
directors suggested the trend of conversions from subsidized-private to paid-private sta-
tus would continue (Winkler and Rounds 1995).

However, as the real value of the voucher declined throughout the 1980s (by
1990 its real value had decreased by almost 40 percent), paid-private school enroll-
ments grew. The main variables that influenced this growth were heterogeneity in tastes
associated with socioeconomic status or education levels of households, households'
ability to pay, and school quality. Of these variables, the most difficult to measure is
school quality. Among the perceived indicators of quality in Chile are the school name,
the presence of school uniforms, and the background of school peers (Winkler and
Rounds 1995). By 1989, paid-private enrollments were larger than they were prior to
the reform and were 50 percent higher than they were in 1982.

The decrease in the real value of the voucher has also caused rapid growth in
municipal finance of municipal schools: by 1991, municipal finance represented 10.5
percent of total municipal school revenues. There are two possible reasons for the large
increase in private market share between 1982 and 1989 at a time when the real
voucher level was decreasing. First, the demand for private education shifted suffi-
ciently rapidly to offset the reduction in supply resulting from reduced real vouchers.
Second, input prices, especially teacher salaries, decreased even more rapidly than
voucher levels, resulting in continued supply increases.

Excess demand, as measured by comparing the size of the age cohort with the sup-
ply capacity of the public sector, is likely to explain demand in many developing coun-
tries. However, it is unlikely to be an important factor in Chile, where 80 percent of
the primary and secondary school-age cohort is enrolled in school and where public
supply is most deficient in rural municipalities. The relatively homogeneous cultural and
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Table 2.3. Student Characteristics and Achievement by Type of School
in Chile, 1990s

Indicator

Subsidized Paid-
Public private private
school school school

Characteristic

Household size*
Monetary income2 (thousands of pesos

per month)
Percentage of households not receiving any school meals3

Average socioeconomic level of parents (I low, 4 high)b

Years of education of head of household3

Average education level of parents (I low, 5 high)b

5.1 5.1

110.6
58.3
0.94
7.8
2.18

153.3
76.7

1.27
9.3
2.41

-
-
2.16
-
3.63

Achievement

Average repetition rateb

Average fourth-grade math score, by socioeconomic
level of schools' jurisdiction0

4 (highest)
3
2
1 (lowest)

Average fourth-grade math scoreb

Average fourth-grade Spanish score11

9.7

-
56.7
48.4
47.2
49.86
55.46

7.8

65.3
58.3
51.8
49.6
60.26
61.47

2.2

74.9
67.2

-

-

77.06
77.41

- Not available.

a. For 72 municipalities in the CASEN 3 (1990) sample (Winkler and Rounds 1995).The validity of the data is constrained

by three factors. First, the observations were at the municipal and not the individual student level. Second, the sample con-

sisted of only the 70 largest municipalities in the country.Third, the measures of current (grade 8) and lagged educational

achievement (grade 4) were for different students within the same municipality, and the researchers had school input data

for only one year (1989).

b. For 325 municipalities from the 1990 SIMCE test and teacher questionnaire (Winkler and Rounds 1995).

c. In metropolitan areas, 1988 (Morales Frias 1990).

religious composition of the population also suggests these taste factors are likely to
play a relatively unimportant role in explaining demand for private schooling. Table 2.3
presents household and school characteristics and levels of achievement for children in
public, subsidized-private and paid-private schools in Chile. These data show that pub-
lic and subsidized-private schools appear to be more similar than do subsidized-private
and paid-private schools. Moreover, household income, education and socioeconomic
status are all higher in private schools than in public schools. Finally, students in private
schools have higher socioeconomic status and higher education achievement levels
than do students in public schools.
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80 Vouchers in Education

Disaggregating these data by the average socioeconomic status of the jurisdiction or
school, public schools perform on average about the same as subsidized-private schools
in jurisdictions with high poverty rates and less well than private schools in jurisdictions
with low poverty rates. The relative performance of public and private schools is meas-
ured here by the ratio of the fourth-grade score of public school students versus the
fourth-grade score of private-subsidized school students in the same municipality.

The supply of private education is larger in densely populated areas that are likely
to have the following characteristics: greater ease of market entry; households of high
socioeconomic status, which are more likely to prefer private schooling; and group
characteristics, whether measures of achievement or economic status, that affect school
choice. In Chile, education outcomes would appear to be a better indicator to parents
of the quality of schooling than would public school spending, which does not always
reflect the quantity of school resources received by public school children.

Colombia

In the past 20 years, Colombia has invested poorly in education. Its investment was
among the lowest per capita in Latin America in the 1970s and was no more than 7.5
percent of gross domestic product (GDP) throughout the 1980s (World Bank 1999).
Although the country has nearly reached universal primary education among its urban
labor force, less than half of its children go on to acquire secondary schooling.
Currently, there is insufficient public school capacity to accommodate all fifth-grade
graduates. Only a few cities have a sufficient number of public secondary schools, but
the poor neighborhoods within those cities do not. Most public schools operate on two
and even three shifts, and 40 percent of the country's secondary schools are run by
church groups or other private voluntary organizations (IDE 1999).

In 1991, Colombia's government undertook a program that grants individual
students the use of vouchers in private schools. The purpose was to increase the edu-
cation opportunities open to the poorest children, and to alleviate the country's sec-
ondary education deficit. The school voucher program aimed to provide poor students
with access to private schools. It was designed to increase enrollment by 546,000 in
1991-94, thus raising secondary school enrollment from 46 to 70 percent (van der
Gaag 1995).

Administration and financing of the voucher program are a partnership between
central and local authorities. The municipal government bears 20 percent of the
voucher costs; the central government pays the remaining 80 percent. Municipalities
are given more responsibility to plan and allocate resources; they determine the num-
ber of vouchers they need and can afford to co-sponsor under the secondary school
voucher program, up to the maximum set by the central government. Central and local
authorities share the promotion, collection/dissemination of information, and monitor-
ing aspects of the program. Private schools also participate.
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Chapter 2 81

In order to qualify to participate in the voucher program, private schools had to
have adequate health and education facilities and needed to be licensed by the
Secretary of Education to grant the baccalaureate degree. Additional requirements
include giving achievement tests in mathematics and language skills to all students at
the beginning and end of the academic year. If their students' scores on national exams
were at least equal to those achieved by students in public schools, then private schools
were judged to provide an adequate quality of education.

Consumer and Producer Surplus

The voucher works as a uniform pricing scheme and its differential welfare effect can
be illustrated with standard economic techniques. This section discusses areas and gains
associated with consumer and producer surplus.

Definitions

The consumer surplus is the area under the social demand curve for good q (educa-
tion). The producer surplus is the excess of revenue over what is minimally required
(in the short run, the total variable cost; in the long run, the total cost) to induce the
producer to keep producing. Producer surplus depends on whether the system
achieves full capacity. The sum of consumer surplus and producer surplus is the wel-
fare of society. Losses of welfare are losses of efficiency.

For this example, assume that prices are zero for primary education because
vouchers are delivered. Private (Dp) and social (D5) demand for education are not
equivalent for reasons such as externalities, failures in related markets and concerns
about equity. The total social marginal cost of providing the service is assumed to be
constant at c. This unit cost is the sum of directly incurred private costs (cp), exclusive
of prices, and the unit cost (value of the voucher) borne by the government provider
(ccp). Public provisioning may have price-insensitive supply; hence, the supply curve is
vertical. Of course, if full capacity is achieved, the producer surplus does not increase.
Conversely, private providers are price sensitive. The aggregate supply curve here is
supposed to be positively sloped. This assumption, probably wrong for public schools,
is due to the underutilization of private schools. Overall, the example assumes that full
capacity is not achieved.

The socially optimal amount of the education service that should be provided and
consumed is that amount at which the additional gain to society from another unit of
consumption would equal the additional cost. In figure 2.10, this is q*, where Ds is
equal to c.7 In figure 2.10, the presence of private costs inhibits demand too much, and

7 Although for some countries q* may be equivalent to declared social objectives, such as universal primary educa-
tion, these objectives may imply magnitudes beyond q*. They are frequently formulated without regard to c, the
cost to society of providing them.
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82 Vouchers in Education

Figure 2.10. Underutilization of Free Education

consequently vouchers are needed to avoid an inefficiently low use of the service.
Thus, q0 is less than q*. This figure might depict the case for primary education, partic-
ularly in rural areas. Transport and opportunity cost would be the principal components
of private costs. The area ABF in figure 2.10 represents the social loss.

Gains (or losses) in producer and consumer surplus are gains (or losses) in effi-
ciency. The dimension of these gains (or losses) depends on the slope of the demand
and supply curves and has an impact on equity issues. For example, one of the assump-
tions underlying efficiency in production is that an increase in consumer surplus (which
is an efficiency improvement) frees resources for alternative uses. Of course, the equi-
ty improvements depend on who receives that additional surplus. On the other side, if
producer surplus increases and the producer is the public sector, the efficiency
improvement (decreased expenditure) makes resources available for investment, for
example, in targeted programs, improving equity in capabilities.

Figure 2.11 gives a graphical explanation of efficiency in production and efficiency
in allocation, in which vouchers result in overutilization of the service. Some services,
such as secondary and tertiary education, may have substantial externalities, and pri-
vate costs are a small proportion of the total cost because of scholarships. In figure 2.12,
this results in overutilization so that g/ is greater than q*. Other services may imply high
private costs, but with little externalities. Area AFB in figure 2.12 depicts the service
losses if the service is not rationed.
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Figure 2.1 I.The Effects of Vouchers on Supply

Figure 2.1 2. Overutilization of Free Education with Low Private Cost
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84 Vouchers in Education

The Effects of Vouchers on Choice, Enrollment and Achievement

Vouchers are expected to increase private school enrollments both by easing the supply
constraint and by lowering the price of attending private schools for children of less afflu-
ent families. Whether the vouchers will indeed increase total enrollment depends on
how well they are targeted. In the case of voucher recipients who would have elected
to go to private school anyway, the voucher is simply a cash transfer, with no impact on
the choice of attending a public or private school. For voucher recipients who would
have gone to a public secondary school without the voucher, the voucher causes private
school enrollments to go up and public enrollments to decline, with no change in total
secondary enrollments. Some voucher recipients would not have attended school at all
without the voucher and their enrollment will increase private school enrollments as well
as total enrollments. Table 2.4 sums up this logic, assuming that funds follow the child.

With vouchers, there are additional benefits when students transfer from public to
private school. To the extent that public secondary schools are oversubscribed, espe-
cially in developing countries, such transfers will relieve the enrollment pressure in
those schools, raise teacher-student ratios, and reduce textbook shortages. If these shifts
signal an improvement in public school quality, some students who might otherwise
drop out may remain in school longer as a consequence. Therefore, transfers induced
by the voucher plan may not have neutral effects on total enrollments.

The effect of vouchers on achievement is likely to differ for each of the six groups
outlined in table 2.4. For recipients who would have attended the same school even in
the absence of vouchers, the voucher plan will have no effect on achievement (other
things equal). Students who switch from public to private school as a result of the
voucher plan have a strong incentive to improve achievement due to the threat of los-
ing the voucher if they fail to meet the requisite grades. In addition, students who
switch to private schools may improve their achievement to the extent that their new
private school offers a better education than their old public school. Conversely, stu-
dents who switch from private to public school would have improved achievement if
public schools offered a better quality of education. The voucher plan is clearly associ-
ated with higher achievement for students who would not be in school at all (due to
no enrollment or dropping out) without the help of the vouchers.

Efficiency and Equity: How Different Concepts Yield Different
Voucher Programs

In the literature on vouchers, the terms efficiency and equity have different meanings in
different contexts. This section attempts to clarify these concepts by scrutinizing the
objectives of different voucher programs in several education systems in terms of the six
main categories of efficiency and equity developed in chapter 1. The analysis addresses
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86 Vouchers in Education

whether different kinds of efficiency and equity influence the design of a voucher sys-
tem and examines the effect of the voucher instrument on efficiency and equity.

Efficiency

This study aims not only to evaluate whether vouchers increase efficiency in the sys-
tem, but also to look at the kind of efficiency and the objective of the voucher policy.
In short, it examines whether the original objectives have shaped the voucher design
and have eventually been met. This section describes efficiency in terms of efficiency
in production, efficiency in coordination and efficiency in allocation (see chapter 1).

Efficiency in Production

Vouchers in Belize, Canada, Chile, Colombia, Japan, Lesotho and the Netherlands have
been designed mainly to increase efficiency in production and hence improve efficien-
cy in allocation. The underlying assumption is that efficiency of education production
functions will increase. It is possible, under a voucher system, for children to score high-
er on tests with less input; in this way vouchers can improve the quality of education
delivery. The key of the argument is the promotion of competition. Vouchers present
an incentive that might lead to competition, which in turn brings about lower costs,
increased average quality of education, and dynamic innovation. Proponents of this
view generally agree that private schools are more efficient at producing private bene-
fits through more effective teaching of the basics such as reading, writing and
arithmetic. The reasoning is that private schools are motivated by competition and
therefore produce greater output (in terms of the basics) per dollar spent than public
schools, which are usually monopolies.

However, forgetting all other types of efficiency, it could look as if competition
would have negative effects.8 In Chile, Colombia, the United Kingdom and the United
States (privately funded vouchers), one of the most frequent arguments of teacher and
administrator unions within the government sector is that a voucher system will destroy
the public school system. According to Wilkinson (1994), this kind of argument rests
on the questionable assumption that the public school system will refuse to adjust in
the face of competition from private schools.9

8 For example, a forerunner of the voucher system was in place in England from 1862 to 1897. In this program,
school resources were tied to student attendance and measured achievement. As a result, school enrollments
increased, more students passed standard ability tests, and several schools closed due to bankruptcy. However, the
policy led to significant rote learning based on the need for students to master the information covered on the stan-
dard tests. Better students were ignored, as teachers spent more time trying to get the weaker students up to stan-
dard (Rapple 1992).
9 Holmes (1990), another supporter of this view, maintains that, "there is no reason why inner-city schools of the
future, where alternatives are available [with vouchers], will be worse than the ones at the moment where there is
no choice."
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Chapter 2 87

Bearing in mind the great variety of cultural aspirations present in modern societies,
family consumers of private benefits from education could claim that the education
quality that they seek is not adaptable to a common curriculum.10 The transaction costs
of delegating such a colossal task to the government are prohibitive and make such a
delivery of varied services impossible. Advocates of vouchers claim that private schools,
as well as public schools, are direct producers of externalities (Hettich 1969), although
they also generate them indirectly (West 1991). The indirect assistance provided by pri-
vate schools in the production of public benefits is just as important as the immediate
and direct production of education, such as increased workforce productivity, eco-
nomic growth and reduced poverty and inequality.

A further concern of voucher opponents is that the use of vouchers in education
might result in fraudulent practices, thereby decreasing productive efficiency. Murnane
(1983) makes the analogy with food stamps in the United States, where experience has
shown that unscrupulous parties make claims for fictitious individuals. However,
Schmidt (1995) shows that serious shortcomings of fraud and dishonesty are already
present in the public school system.

In Chile, municipal schools and subsidized-private schools improved efficiency in
production. Municipal (public) schools often had excess physical and teaching capaci-
ty; thus, enrolling an additional student generated revenues (the voucher) in excess of
marginal cost and permitted reductions in municipal finance. Subsidized-private
schools, whose recurrent costs were lower than those of the public schools, could also
maximize profits (in the form of director/owner salaries) by enrolling students up to the
school's physical capacity.

Private education in Chile differs because of ownership and price. The traditional
private school has an affiliation with some nonprofit (religious or civic) organization,
often has an elite clientele and charges high tuition levels. In addition, its access to
donated capital and volunteer labor reduces its costs. The supply of education at tra-
ditional schools is likely to be relatively inelastic with respect to input prices and vouch-
er levels, although vouchers are likely to influence decisions about accepting tuition.
The new, nontraditional private school is sectarian, frequently owned by former teach-
ers in the public system, and typically receives most of its revenues from the govern-
ment voucher. Although it is required to be a nonprofit institution, it may be de facto
profit seeking with surplus revenues captured by the owner/director of the school.
Hence, the supply of education by new schools is likely to be more elastic with respect
to input prices (mainly teacher salaries) and the voucher level. Since public schools
already exist in all municipalities, private supply is also affected by the opportunity for
market entry, which is likely to be easier in larger metropolitan areas that could sup-
port both public and private schools.

10 Some economists contest this claim. Cohn (1979), for instance, observes that, in practice, public schools in the
United States have successfully resisted attempts to homogenize their procedures so that "a student in one school
district might receive an entirely different set of common values than his counterpart in another school district."

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



88 Vouchers in Education

Efficiency in Coordination

Efficiency in coordination has often been forgotten because it is assumed as a given;
however, this is where voucher systems have failed the most. Proponents of the vouch-
er system claim that vouchers will make education delivery more efficient because
schools will attract students with the appropriate vocational aspirations, qualities and
backgrounds. In terms of economic theory, this is the process that brings the appropri-
ate inputs to producers. It is often argued that vouchers and school choice will help
increase vital access to information. Proponents claim that vouchers will increase mar-
ket transparency and therefore access; every student (or the parents) will know about
every school and will have the possibility to enroll in the chosen one. At the end of the
process, the marginal cost to the school will be equal to the value of the voucher.

Some opponents of the voucher system believe that this mechanism would not
achieve efficiency in coordination. For example, Krashinsky (1986) focuses on what he
calls the transaction costs of obtaining the public benefits of education. His position is
that since the public benefits are so subtle, the transaction costs are disproportionately
high and the government cannot afford to contract out to private suppliers. Others
would say that this argument is weak because the central government still faces similar
transaction costs in issuing instructions to thousands of school districts, which in turn
face even higher costs in supervising tens of thousands of individual public schools.

Opponents think that maintaining the conditions for efficiency in coordination
(avoiding market failures and distortions and, in particular, providing information) would
be expensive and infeasible. Market-oriented choice may require unusual amounts of
regulation that would be costly and unmanageable to maintain and enforce (Murnane
1986). Under the market system, more information is necessary and, because of the ele-
ment of change, the dissemination of this information is necessarily costly. The overall
costs of sustaining information, regulation and other parts of the market system while
providing at least a minimum level of social protection could be very high relative to the
public-choice approach (Levin 1991).

Proponents observe that low-income families are residentially stratified and their
children are typically sent to the schools nearest their homes. Therefore, if low-income
parents want to choose a better public school in a middle-class area, they are obliged
to purchase a home there. Usually, however, the housing prices are so prohibitive as to
prevent the move. Middle-class families have greater mobility because they are less
financially restricted. Under this system, public schools deliver education regressively
and the provision is heterogeneous, with the poor, on average, receiving the worst qual-
ity. Vouchers would help remove the barriers to mobility by allowing the poor to attend
schools outside their neighborhood without having to buy a house.11 This would

11 Friedman and Friedman (1980) assert that the voucher system also promotes the reduction of poverty and the
promotion of equal opportunity. They claim that liberty, equality of opportunity and the reduction of poverty are
complementary and not competitive goals of the voucher system.
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Chapter 2 89

improve the coordination mechanism, leading to an efficient process of allocating stu-
dents (inputs) to schools (the producers of education).

Efficiency in Allocation

Allocative efficiency means that the system is at the point where every child is enrolled
at the school that matches parents' preferences and that best enables the development
of the child's potential. Allocation is efficient when the opportunity cost of a child
receiving a given education is at its lowest level. According to voucher proponents, con-
sumer choice allows the achievement of allocative efficiency. In the field of education,
consumer choice is parents' choice because parents choose schools for their children.
Under a voucher plan, government caters to the consumers of education, parents,
rather than the suppliers of education, schools. Vouchers provide a means for changing
the way the central government allocates funds to local agents, and vouchers increase
the participation of the private sector. According to voucher proponents, allowing local
agents to influence the allocation of funds will result in more efficient use of the funds
than in a traditional, centrally directed project. This line of reasoning corresponds to the
need for institutional innovations that lead to decentralization and privatization.

When vouchers are designed to improve efficiency in allocation, they have to solve
the public good problem. The belief that public school possesses an absolute advantage
in producing the benefits of public goods remains strongly entrenched among educa-
tion policymakers as well as among some economists. They emphasize that the edu-
cation of a child provides not only private benefits to the child's family (mainly by
increasing income or the expectation thereof), but also public (or external) benefits to
society (Krashinsky 1986). Public benefits include poverty reduction and the pursuit of
common values, which bring about greater social well-being and a population more
open to democracy.

Some participants in the voucher debate, such as Krashinsky (1986) and Levin
(1991), claim that public schools have a unique ability to produce common values.
Some economists object to school choice provided by vouchers because they believe
families will not trade private for public benefits, but will allocate their expenditures on
the basis of their private benefits exclusively. This is the famous public good problem:
maximization of private benefits does not coincide with maximization of public bene-
fits. Consequently, the system will produce less than optimal public benefits.

Other economists claim that there is a trade-off between private and public bene-
fits. If the education system adopts the economic model of joint supply, then increased
public benefits would lead to fewer private benefits. In the allocative efficiency debate,
the costs involved in tax collection are a key concern that swings the pendulum in favor
of private schools (West 1991). According to the Reason Foundation Study, these costs
amount to 50 to 80 cents per dollar. Most studies find that public education is more
costly than private education (Lott 1997).
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90 Vouchers in Education

In the Reason Foundation Study conducted in 1992, 52 percent of the respon-
dents said that they would use a voucher to send their children to private schools. If
those parents were to carry out their intentions, the savings to the state of California
would equal $3 billion, almost 14 percent of the state education budget (Beales 1992).
The reason for such big savings would be that fewer students would attend public
schools, lowering their costs. Furthermore, according to this study a voucher program
would break even if only 17 percent of students crossed over to private schools.
However, it is important to point out that the savings are all earned at the state level,
not at the district level. For a voucher program to be efficient at the district level, the
number of students who leave district schools to attend private schools must be large
enough to reduce fixed costs (buildings, transportation, libraries and debt repayments).

Some opponents claim that instituting a voucher system would inefficiently allo-
cate public funds because the element of rational choice would not be present among
poor people due to their lack of awareness, that is, they would not be able to make a
wise decision about where to enroll their children. This suggests a case of possible
asymmetric information. Other opponents of the voucher system focus on what they
call the inequitable windfall gains for families (usually the wealthy) who customarily
purchase private education. In other words, state expenditure would increase by the
extension of vouchers to rich private school clients currently not financed by the gov-
ernment (Gemello and Osman 1983); the case of Chile is a clear example. However,
West (1985) and Seldon (1986) point out that total costs to government could fall
depending on the value of the voucher as a proportion of per capita public school costs.
According to Friedman (1993), government savings would occur if the voucher value
were 75 percent of public school costs. The implication of this reasoning is that the cost
of the windfall gain to accustomed users of private schools would be offset by the sav-
ings generated by public-to-private-school migrants who would now cost the govern-
ment 25 percent less than before.

Voucher supporters emphasize that private schools can deliver education at lower
cost than public schools. Consequently, their argument in support of vouchers looks
more consistent if private schools receive vouchers valued at less than 100 percent of
the average cost per pupil spent in public schools. The windfall gains problem could
also be handled by making vouchers subject to tax. Moreover, the choice of a selective
voucher restricted to low-income families would be even more effective. In such cases,
high-income families now patronizing private schools would automatically be prevent-
ed from enjoying windfall gains. Every action focused on improving the organizational
design brings about an improvement of efficiency in allocation, which does not always
come along as automatically as Friedman asserts.

A final pro-voucher argument is the organizational issue. Friedman separates the
voucher issue into three levels: whether education should be compulsory, whether it
should be financed by the government or privately, and how it should be organized.
His position is that, whatever the answers on the first two levels, a voucher scheme will
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Chapter 2 91

undoubtedly produce a better and more effective organization than the present one.
Friedman's position indicates that he (as well as Richman and North) believes that there
are also benefits in eventually removing compulsion and government finance. But
Friedman is concerned with the question of how to get there from here. He believes
that vouchers are still a practical transitional measure (Friedman 1993). For Friedman,
vouchers remain a superior alternative to a system of schools that the government runs
and finances.

Equity

In the literature, the term equity can mean equal access, equal resources, student
achievement or future income. Moreover, often it is not clear whether equity should
be achieved among persons, regions or states. This section describes equity in terms of
equity in access, equity in capabilities and equity in results (see chapter 1).

Equity in Access

Vouchers in Chile, Guatemala and New Zealand are designed to achieve equity in
access. This kind of equity is achieved when a student—who is willing and able to ben-
efit from a particular type of education—does not have to face a higher-than-normal
burden because of irrelevant or discriminatory criteria such as income, region, race,
gender or religion. In this context, an equitable distribution of education does not nec-
essarily mean that everyone should receive exactly the same amount of education
because needs and capabilities may vary. Rather, it usually means that there should be
universal equality of access to the education process, even if it is true that some stu-
dents get more out of it than others.

According to proponents of voucher programs, one of their objectives is to provide
low-income families with access to private schools and the programs achieve this objec-
tive by providing choice. West (1994) and Becker (1995) advocate selective education
vouchers that enable low-income families to gain increased access to private schools.12

Furthermore, by increasing access to information, vouchers would promote access to
willing and able students. Coleman (1990) shows that racial segregation in the public
school system is greater than in private schools. Lieberman (1991) finds that the single
largest group of for-profit schools in the United States caters to the disabled.

12 Becker's recommendation is based partly on fiscal considerations, "but mainly because the bottom quarter or so
of the population are most in need of better education." He quotes various studies that show that "students from
disadvantaged backgrounds tend to gain the most from attending private schools." These studies also find U.S. pri-
vate schools to have higher performance than public schools. This better performance is not necessarily because pri-
vate schools are better, but because students going there come from richer and better-educated families. This hap-
pens, he observes, "in light of the more extensive choices available to middle-class and rich students;" vouchers
would give the same option of choice to low-income families.
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92 Vouchers in Education

Meanwhile, Blum (1985) provides evidence that urban private schools maintain a high-
er level of discipline than do public schools. Consequently, children from low-income
sectors, minorities, the disabled, and those with disciplinary problems would greatly ben-
efit from voucher systems that provide them greater access to more suitable schools.

Opponents agree that choice has merit in theory, but they have several reservations
regarding its practical application. Some opponents object that vouchers will create two
standards of education delivery: the private, which would cater to the best students, and
the public, which would be burdened by the excessive cost of education to all the rest.
Such a situation would aggravate poverty and racial segregation because of the logic of
the free market. Krashinsky (1986) argues that with the introduction of vouchers, mid-
dle and upper-class parents would desert the public system in favor of private schools
that discriminate in various ways against poor, disadvantaged or minority applicants. The
poor would be left in gutted, underfunded and decaying public schools.

In particular, opponents believe that low-income families would not benefit
because the poor are not able to make the best choices; therefore, a voucher-based
education finance system would increase social stratification. Shanker and Rosenberg
(1992) argue that, under a voucher system, for-profit schools would reject difficult-to-
educate children. Others fear that independent schools receiving vouchers will be over-
ly regulated so as not to be independent anymore.

Equity in Capabilities

Welfare liberalism supports the concept of equity in capabilities. According to this view,
the objective of providing full education to every citizen is desirable but not always pos-
sible to achieve because available resources are limited. Thus, a less stringent definition
of equity is adopted: equity is achieved when everyone is given the same minimum
amount of education that guarantees equal opportunities. Welfare economists believe
that this should be a basic right. In practice, some students may obtain more education
than others, but none should be denied the basic minimum amount because it is not
only essential in enhancing personal positive freedom, but it is also a social necessity.

Proponents claim that vouchers should be designed to provide the minimum
amount of education necessary for equal opportunities. In fact, vouchers would not
only increase negative freedom, they would also foster positive freedom, which is a
prerequisite for equity in capabilities. The goal of the education system is to enable indi-
vidual will and the provision of more general social skills. Positive freedom would be
achieved because vouchers provide the minimum guaranteed education, stimulate per-
sonal advancement, and give people the ability to shape their own destinies.

An example of the achievement of equality in capabilities through voucher plans
is when the value of the voucher is adjustable to situational needs, for instance, trans-
portation, access to information, admissions criteria and family income. This helps the
poor because all of these adjustments are made specifically to alleviate problems that
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Chapter 2 93

they encounter in gaining a minimum amount of schooling. A practical example of
how the targeted use of vouchers increases equality of opportunity is seen with selec-
tive vouchers, which can be allocated on the basis of gender as well as income. In
Bangladesh, for instance, vouchers are supplied exclusively to females in grades 6-10.
Another case is Guatemala, where the government provides vouchers to selected low-
income families with females aged 7-14 years.

As usual, proponents and opponents of vouchers have different views on the issue.
According to the proponents, the voucher system attempts, in general, to increase citi-
zens' choice, in particular, parents' awareness and discretion. Parents who have until
now been denied choice will, after some initial experience, become more savvy when
making choices. Given that consumer choice is a type of personal advancement, vouch-
ers would improve positive freedom and equity in capabilities. In a democracy, if there
are serious impediments to decisionmaking by parents, such problems will also show
up at the ballot box when parents choose political representatives that will make deci-
sions on education. Moreover, empirical studies have shown that parents who them-
selves have only modest amounts of education make rational choices for their children
(Fossey 1994).

Opponents agree that choice has merit in theory, but disagree on its practical
effects. Some opponents object that vouchers will invalidate public delivery and aggra-
vate the problem of finding opportunities. A common argument against vouchers is
that parents cannot be expected to make sound choices for their children (Carnegie
Foundation 1992; Levin 1991; Bridge 1978; Wells and Grain 1992). This suggests a case
of possible asymmetric information.

Parents' education plays an important role in average education levels among chil-
dren. In Latin America, the average increase in school attainment for a child whose
mother has secondary or greater education, as opposed to a mother with no educa-
tion, is 3.5 years in nonindigenous areas. Similar differences exist in indigenous areas.
Where comparisons are available, the impact of parents' education is greatest in less
indigenous areas. The employment of the head of the household also has a clear impact
on a child's average education attainment.

Opponents of vouchers argue that this tool is irrelevant in poor areas or rural
regions because often, with only one school (or few schools) available in a rural village,
there is no choice to be made. Therefore, there is no point in instituting a voucher sys-
tem. However, pro-voucher economists respond by saying that even in such areas, par-
ents still have a choice to make. Given the high levels of poverty and the low quality
of education, parents may choose not to send their children to school at all. In some
rural areas, enrollments decline continuously and public school teachers continue to be
paid, even when they do not show up for classes. Therefore, the issue of choice is not
irrelevant in rural areas because of opportunity costs. Moreover, vouchers would give
parents awareness of the fact that they have the right to send their children to school
and that they are entitled to funds that will finance this right.
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94 Vouchers in Education

Given the paucity of experience, most empirical studies simulate responses based
on estimates of private school demand. For example, Lankford and Wyckoff (1992)
predict that religious school enrollment in New York would more than double if tuition
were set to zero, the equivalent of a voucher plan that paid tuition in full. More-
educated, higher-income parents were found to be more likely to participate in the
voucher program, although the school composition effects were small. Manski's (1992)
simulations show that wealthy families have a greater propensity to send their children
to private schools, with or without voucher plans, but vouchers do tend to increase the
share of poor children in private schools.

Equity in Results

The concept of equity in results is the most complex one because of the need to define
the results. According to voucher proponents, if results are student achievement and
costs, then access to private schools will provide greater equality in results. Generally,
studies of the relative performance of public and private schools in developing coun-
tries appear to match those in the United States. For instance, an analysis done by
Lockheed and Jimenez (1994) of private and public secondary schools in five devel-
oping countries reveals a significant private school advantage in terms of both student
achievement and unit costs.

Moreover, according to voucher proponents, results should take into account per-
sonal preferences, and narrow assumptions about self-interest should be abandoned
because individuals maximize welfare as they conceive it.13 This view is supported by
the Reason Foundation study conducted in California, which found that 52 percent of
those surveyed would use a $2,600 voucher to send their children to private schools
because they would get better "results" (Beales 1992). The greatest support expressed
for such a program came from households earning less than $25,000 a year. Two-thirds
of African-American parents with school-age children and about 58 percent of all
minorities (including Latinos and Asians) indicated that they would use the vouchers.

Voucher supporters say that this tool would increase the possibilities of low-income
groups getting better education results. In fact, Krashinsky's fear that middle-income
parents would desert the public school system with the aid of vouchers would have no
basis if vouchers were allotted exclusively to low-income families. This is the case in
such widely different places as Bangladesh, Chile, Colombia, Puerto Rico, the United
Kingdom and the United States. By most reports, these systems are improving the con-
dition of the poor relative to the rest of society.

13 One pertinent example is the case of the members of the Polish Civic Education Association in the late 1980s
objecting to the national school system inherited from the collapsed communist regime. Their position was that they
wanted to maximize welfare as they, as individuals, perceived it, and this was to be a welcome change from hav-
ing welfare defined and imposed by "totalitarian authorities or highly-centralized bureaucracies." (Glenn 1995)
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Chapter 2 95

According to opponents, vouchers would exacerbate differences in results: the
poor would go to the public schools with lower quality, texts, teachers and infrastruc-
ture, and would thus receive a lower quality of education. The middle and upper class-
es would attend private schools that would provide them with greater education results.
Moreover, opponents say that a voucher program would bring about an inequitable
allocation of public resources because private schools would make money from it, and
this would increase education differences among the population. Market-oriented
choice may require an additional cost to society in ensuring adequate education results.
For example, Krashinsky's (1986) implicit assumption is that the public school system
benefits the poor in a way that is superior to any alternative.

Williams and Echols (1992) examine the effects of moving to a system of limited
parent choice in Scotland. In 1979, the United Kingdom passed legislation that gave
parents the right to request placement of their children in schools outside their home
district. This decision essentially meant choosing one public school or another. The
study shows that parents with higher education and more prestigious occupations were
more likely to request transfers for their children. As a result of the program, schools
that had a net gain in students tended to have higher average test scores and students
from higher socioeconomic groups. Moreover, students did marginally better in the
chosen schools than they might have been predicted to do in their home school.

Colombia has taken action in order to progress toward equity in results. One of
the goals of the secondary education project is to expand access to quality schools. To
upgrade the quality of schools, the national government also established incentives for
commercial lenders (similar to guarantees offered for lending to small businesses) to
encourage lending to finance improvements in private schools. In this way, the private
sector has helped the government to find a solution to the problem.

Concluding Section

In the majority of countries, expenditure on education has historically subsidized inputs
but not demand. The state has assumed primary responsibility for financing and in most
cases for providing education services. In recent years, both internal (mainly poor
resource management and inadequate institutional organization) and external (preva-
lently technological and political revolutions and multicultural issues) factors have
caused supply-driven expansion of schooling to run into trouble. These difficulties in
education delivery correspond with increased interest in vouchers, which supporters
believe will generate better incentives for service providers and give clients a voice and
formal participation in decisionmaking through school choice.

Nonetheless, the real effectiveness of vouchers as a policy instrument is unclear,
especially because economists' underlying value judgments influence their main find-
ings in the literature. For example, the design of a voucher program as an instrument
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Chapter 2 97

for financing education has to take into account the following five criteria: financing,
regulation, targeting, value and choice. However, the interpretation of each of these cri-
teria depends on implicit concepts of efficiency and equity. In fact, a voucher can be
financed by a public entity, a private one or a combination of the two.

Regulation may be considered necessary or detrimental. For example, neoliberals
oppose regulation because they fear it will compromise the autonomy of independent
schools. By contrast, welfare liberals and egalitarians want governments to set up spe-
cific criteria (usually controls on the curriculum, personnel and admissions) that schools
must follow if they want to be eligible in a voucher program. As far as targeting is con-
cerned, vouchers can be available either to all families or exclusively to low-income
families. Moreover, the value of a voucher can vary widely from a minimum of the gov-
ernment's expenditure per student to a maximum related to income. Finally, vouchers
can provide access to public schools only, private schools only, or to all types of schools
(public, private and religious schools).

Despite these difficulties, a clear and explicit map of every implication of these
value judgments can illuminate policy analysis and debates on voucher design, and at
the same time define guidelines for policy decisions. Table 2.5 uses the criteria of effi-
ciency and equity established in chapter 1 to plot the results of each concept's impli-
cations. Table 2.6 assesses the implications of different types of vouchers.

This chapter has described the voucher programs in Chile and Colombia. Notable
examples of school choice through vouchers are also found in Bangladesh, Belize,
Guatemala, Lesotho, Poland, Sweden, the United Kingdom and the United States
(Milwaukee). However, it is important to note that the issue of choice differs in funda-
mental ways at each education level. Moreover, these cases involve not only increases
in classrooms or textbooks, but also reforms in the way central government funds are
allocated to schools and in the participation of local governments and the private sec-
tor in the education process.

Therefore, it is important to consider the country as a whole and to introduce a
financing mechanism according to the country's needs. For example, in Bangladesh, as
well as in Guatemala, it was appropriate to provide stipends for girls at the secondary
level. In the United States, the G.I. Bill, a financial incentive for discharged military per-
sonnel to pursue higher education, has been successful in enabling veterans to afford
college education. Different systems have different problems. For example in the
United States, the problem is quality (at every level but graduate school); in Yemen, it
is lack of capacity; and in Chile it is equity.

Different weights between efficiency and equity objectives in voucher policy lead to
different results because the use of one or another combination of concepts affects the
type of voucher system selected. For example, in a voucher system, the state might sup-
port only public schools or all types of schools. Decisions about the targeting mechanism
and the value of the voucher depend on implicit concepts of efficiency and equity.

Tables 2.5 and 2.6 show how the policy design varies depending on different con-
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100 Vouchers in Education

cepts of efficiency and equity. For example, if efficiency in production and equity in
access are privileged, the most important variables in voucher design will be choice,
school autonomy, competition and profits. Consequently, financing will be indifferent-
ly public (tax-funded), private or a mix (add-ons and supplementable). Regulation will
be minimal because this perspective perceives government intervention as generating
bureaucracy and hence a threat to the autonomy of independent schools. In addition,
vouchers will be available to all families for a value equal to or less than government
expenditure. Finally, choice will be unlimited (open), according to the logic that more
competition brings about higher efficiency. In short, the policy will likely entail limited,
fixed-value, restricted vouchers with uniform fees.

Another example in table 2.5 shows the policy design based on efficiency in allo-
cation and equity in capabilities. This case more likely involves public (tax-funded)
financing, takes advantage of economies of scale and implies redistribution. Equity-in-
capabilities policies control curricula, personnel, admissions (unrestricted vouchers),
incentives and information policy. Moreover, they target low-income families (selective
vouchers) with income-related vouchers and the value of the vouchers includes uni-
form fees, cost fees and supplementable transport (add-ons) and other fees. Finally,
they provide unlimited (open) choice.

In general, vouchers, especially those in developing countries, tend to have as
objectives efficiency in production and equity in access, which are assumed to auto-
matically improve efficiency in allocation. The aim is to increase efficiency of resource
use while improving the quality of education services. Practical experiences show that
focusing on equity in access can create two standards of education delivery, the private
for the wealthy and bright and the public burdened by the excessive cost of the rest of
the student population. Reforms in Chile combine a voucher system for poor students
as well as capitation for all students. Peru has implemented five different mechanisms
that shift management of schools from government control to an autonomous agent
(for example, parent associations, teachers or private groups).

Equity in capabilities is also important. For example, Baluchistan (Pakistan) devel-
oped a primary education program that distributes scholarships to girls, giving families
the means to send their daughters to private schools for girls. The resulting increase in
demand will increase the incentives for rural communities and urban educated women
to establish private schools. The aim is to raise female primary school enrollment, atten-
dance and achievement. Education levels in Pakistan are very low, even by developing
country standards. Gross enrollment rates in primary school are half that of India and
about three-quarters that of Bangladesh and Nepal. The problems of low school par-
ticipation and illiteracy are especially pronounced in rural areas. Baluchistan has the
lowest enrollment rates of all the provinces in Pakistan. Only 34 percent of children
aged 4 to 9 are enrolled in school. Enrollment rates for girls are even lower, with only
15 percent of school-aged girls participating in the education system.
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Chapter 2 101

Colombia put in place a secondary education project. Tanzania has created and
funded a nongovernmental organization for the purpose of supporting existing com-
munity and other nongovernment secondary schools through matching grants. The
grant scheme will apply only to co-education and girls' schools, reflecting the goal of
raising female enrollment and achievement. New Zealand's recent reforms established
a system that provides a higher level of funding to lower-income students by linking 80
percent of funding to the number of students and 20 percent to their socioeconomic
status.

Efficiency in coordination plays an important role in many cases, including Chile
and Colombia. Policies that omit efficiency in coordination (in particular, incentives and
information policies) develop the problems of imperfect markets, which threaten the
voucher mechanism, in particular choice and hence school quality.

Whether voucher policies promote equity in results, that is, whether vouchers
increase total enrollment, depends on how well they are targeted. Vouchers will likely
have a different effect on achievement depending on the quality of the chosen school.
The welfare effects must be taken into account in order to quantify the efficiency and
equity effects (see table 2.4).
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102 Vouchers in Education

Appendix. Expenditures and Performance

Appendix table 2.1 presents data on expenditures on education in 26 countries.
Appendix figures 2.1 and 2.2 show average public expenditures on education by
region. The empirical evidence shows that these countries invest a significant share of
GDP and important portions of their budget in education.

In setting up the structure of their education systems, governments have spent a
considerable amount of resources. Widening access to education has been a major pol-
icy goal for the past three decades, particularly in developing countries. Governments
assign financial resources and determine the allocation of the expenditures in regional
and community education systems through a top-down process. The provisioning of
schooling is done mainly through central government intervention by means of supply-
driven systems. The private sector tends to have a minimal role (at least in official sta-
tistics).

Unequal Indicators

Large investment in education has brought about indisputable progress. Indicators like
literacy, enrollment and dropout rates have improved everywhere, and the education
gender gap and the gap between indigenous and nonindigenous populations have
decreased over time. Nevertheless, despite the amount of resources, education systems
still perform inadequately.

In both developing and industrial countries, the expansion of education has not
reached all members of society equally. This appendix describes the gender gap in
developing countries, poor indicators of education achievement by indigenous
Guatemalans, urban-rural differences in education, and education needs for children
with disabilities. Appendix table 2.2 shows how years of schooling have varied across
gender, race and regions over time in Brazil.

The Gender Gap in Developing Countries

Evidence from many countries points to strong links between the education of women
and national development. Education of girls has an important effect on every dimen-
sion of development: lower child and maternal mortality rates; reduced fertility rates;
increased education attainment by daughters and sons; higher productivity; and
improved environmental management. Together, these can mean faster economic
growth and wider distribution of the fruits of growth. In addition, educating girls opens
the door to economic and political opportunity for future generations. Yet women's
education still lags far behind men's in most developing countries, with far-reaching
adverse consequences for both individual and national well-being (Magnoli 1998).
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Chapter 2 103

Appendix Table 2.1. Public Spending on Education, 1980-95
(Percentage of gross national income)

Country

Argentina
Australia
Bangladesh
Bolivia
Brazil
Canada
Chile
Colombia
Ecuador
Gambia
Ghana
Guatemala
India
japan
Lesotho
Mexico
Morocco
Mozambique
Netherlands
New Zealand
Poland
Sweden
Tanzania
Thailand
United Kingdom
United States

1980

2.67
5.48
1.12
4.42
3.6
6.88
4.63
1.86
5.59
3.16
3.09
1.81
2.98
5.79
5.1
4.73
6.09
3.11
7.65
5.79

8.96

3.42
5.56
6.65

1985

1.47
5.55
1.39
1.99
3.78
6.53
4.38
2.89
3.7
3.67
2.57
1.56
3.53
5.02
4.34
3.94
6.32
2.9
6.44
4.74
4.94
7.68

3.79
4.9
4.89

1990

1.12
5.33
1.47
2.47
4.55b

6.75
2.67
2.52
3.08
4.13
3.29
1.39
3.93
3.57<*
3.72
3.73
5.48
4.12
5.95
6.55
5.39e

7.69
3.36
3.59
4.92
5.25

1995

3.33
5.45
2.23a

5.93
5.07
6.9 |c

3.1
3.67
3.44
5.61
4.78
1.7
3.31
3.60*
8.43a

4.87
5.83

5.2
7.53
5.21
8.07

4.14
5.33
5.36C

a 1989.
b 1992.
c 1991.
d 1996.
e 1994.
Source; UNESCO in World Bank (2002).
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104 Vouchers in Education

Appendix Figure 2.1. Average Public Expenditures

on Education by Region, 1980-96

Source: UNESCO.

Appendix Figure 2.2. Average Public Expenditures on Education

by Income, 1980-96

Source: UNESCO.
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Appendix Table 2.2. Average Years of Schooling for Different

Social Groups in Brazil, 1960-95

Social group I960 1970 I960 1990 1995

Gender
Male
Female
Race
White
Black
Mixed
Asian
Reg/on
North Center- West
Northeast
Southeast
South

2.4
1.9

2.7
0.9
I . I
2.9

2.7
I . I
2.7
2.4

2.6 3.9
2.2 3.5

4.5
2.1
2.4
6.4

4.0
1.3 2.2
3.2 4.4
2.7 3.9

5.1
4.9

5.9
3.3
3.6
8.6

-
3.3
5.7
5.1

5.4
5.7

-
-
-
-

5.6
4.1
6.2
6.0

- Not available.
Note: Data for 1995 were calculated by MEC/INEP/SEEC.
Source: Relatorio sobre o Desenvolvimento Humano no Brasil (I996);PNUD/IPEA (1996); Evolucao da Educacao Basica no
Brasil, 1991-1997, Ministerio da Educacao e do Desporto, Brasilia (1997).

Several indicators—including measures of literacy, enrollment and years in school-
reveal an evident and generalized gender gap. There are 900 million illiterate people
in the developing world, and illiterate women still outnumber men by two to one. In
14 of the 51 developing countries for which school data or estimates are available for
the 1980s, female adult literacy was less than 20 percent. In none of these countries
was the male literacy rate as low (World Bank 1994a; Magnoli 1998). Worldwide, in
1990 there were 77 million girls between the ages of 6 and 11 who were not attend-
ing school, compared with 52 million boys. Dropout rates are also higher: on average,
9.6 percent of girls in low-income countries leave primary school before finishing, as
compared with 8.2 percent of boys.

The Indigenous Population in Guatemala

In developing countries, ethnicity and indigenous origins are still closely associated with
lack of formal education. In all countries for which data are available, the rate of illit-
eracy among the indigenous population is much higher than for the nonindigenous
population (Psacharopoulos and Patrinos 1994). Overall, in countries where many lan-
guages are spoken, linguistic minorities and indigenous people are underserved and the
rate of illiteracy is high. Indigenous children are less likely to attend classes conducted
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106 Vouchers in Education

solely in the official or main language. And there is a vicious circle: illiterate parents do
not send their children to school. Those indigenous children who do attend school are
more likely to repeat grades at the primary level and are more likely to drop out alto-
gether. Nine percent of nonindigenous children and 21 percent of indigenous children
are reported as being employed.

Guatemala is a multilingual country with 26 languages (15 of which have 10,000
or more speakers). The majority of Guatemala's indigenous people have no formal edu-
cation and of those who do, very few have progressed beyond the primary level. The
rate of illiteracy among the indigenous population is 79 percent, compared with 40
percent among the nonindigenous population. It is obvious that deficiencies in educa-
tion are closely related to poverty and inequality. The majority, 65.6 percent, of the
population of Guatemala is poor, with 38 percent of all households living below the
extreme poverty line. The indigenous population is disproportionately poor: 86.6 per-
cent of all indigenous households are below the poverty line and 61 percent are below
the extreme poverty line.14 Indigenous males in the labor force have, on average, 1.8
years of schooling, while females have only half that amount (0.9 years). Only 21 per-
cent of the indigenous population is literate.

Rural-Urban Gap

There is a wide gap in terms of education services made available to urban versus rural
populations. Heads of households who work in nonagricultural pursuits in either indige-
nous or nonindigenous areas have children with higher levels of education attainment
than otherwise employed heads of households (Psacharopoulos and Patrinos 1994). In
Indonesia, 3 percent of the urban population did not receive any schooling at all, com-
pared with 10 percent in rural areas (World Bank 1995).

Furthermore, in rural areas, gender disparities are more acute. For example, in
Pakistan in 1990, the school attendance rates in urban areas were 73 percent for girls
and 83 percent for boys; the rural rates were 40 percent for girls and 70 percent for
boys (UNESCO 1997). In rural areas, indigenous populations and linguistic minorities
are more likely to be underserved. In the rural areas of Peru, for example, 70 percent
of Quechua-speaking indigenous people aged five years and older have never been to
school, compared with 40 percent of nonindigenous Peruvians (Psacharopoulos and
Patrinos 1994).

14 Data are from country analyses by Psacharopoulos and Patrinos (1994), utilizing an income-based uniform pover-
ty line of US$60 per person per month in 1985 purchasing power parity (PPP) dollars and an extreme poverty line
of US$30 per person per month in 1985 PPP dollars.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapter 2 107

Children with Disabilities

There are heterogeneous pathologies under the classification of "disabilities," which can
include children with severe sensory handicaps (the deaf and the blind), or those who
have motor handicaps, learning disabilities, mental retardation or speech problems. For
example, people with disabilities account for a conspicuous number of the population
in Brazil (about 1.5 percent), and hence their needs ought to be taken into considera-
tion (Institute de Geografia e Estatistica 1991).

Part of the process of evaluating the problem is recognizing that people with dis-
abilities require customized infrastructures and methods for their education.15 In terms
of infrastructure, wheelchairs, modified desks and other apparatus that aid in mobility
and manipulation of classroom materials help children to adapt to the environment and
to their disability. As far as methods are concerned, what is needed are the following:
prolonged periods of more intensive and individualized instruction, better techniques
to maintain interest, more active participation and much repetition of similar material
in varied forms.

Unequal Allocation of Expenditures

All over the world, public spending on education is often assigned with guidelines that
do not respond to allocative efficiency criteria. There are historical reasons for this phe-
nomenon: as a rule, the distribution of expenditure has disproportionately benefited
pressure groups or high-income social clusters.

Pressure Groups

Public funds are allocated in response to a political process; most countries historically
have accorded priority to higher education for several reasons, not the least of which
is the push from middle and higher-income groups in that direction. Universities' grow-
ing demands for resources brought about higher expenditures and have prevented
many countries from allocating more money to equipment, textbooks or school meals
at the basic, primary and middle levels.

Moreover, teachers at all levels have been one of the strongest and best organized
pressure groups in most countries, and salaries are by far the largest item in education
expenditure.16 Furthermore, salaries are not rigorously linked to teachers' educational

15 Medical personnel, physicians, clinical psychologists and psychiatrists, together with social workers and educational
personnel, determine the children's eligibility for assignment to special programs.
16 For instance, practically everywhere in Latin America, teachers belong to one of the largest, best-organized and
most powerful lobbies.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



108 Vouchers in Education

background or even used as incentives to improve performance. It is clear that groups
less favored in terms of income, ethnicity or gender have the greatest difficulty in hav-
ing their appeals heard at the central government level. In this sense, centralized sys-
tems contribute to inequity in the delivery of education services because they reduce
accountability and minimize the "voice" of those sectors with the greatest needs.

Primary and Tertiary Expenditures

In those countries that have yet to achieve near-universal enrollment at the primary and
lower-secondary level, one dollar spent at those levels has greater impact and higher
effectiveness on welfare than one dollar spent on tertiary education.17 Despite this fact,
many countries continue to oversubsidize at the university level.

For example, in Africa the expenditure per student in higher education is about 44
times greater than the same expenditure at the primary level. Appendix table 2.3 shows
that in Brazil in 1990, expenditures on tertiary education were almost 10 times more
than on primary education. Many countries spend a large portion of their total budget
at the tertiary level. Africa spends 22 percent on universities; India spends 19 percent.
Brazil spends only 9 percent of its public education budget on secondary education,
but 23 percent on higher education. In Latin America, only seven countries devote
more than 40 percent of education expenditure to primary education (data from
UNESCO and IDB 1997).

This phenomenon is inequitable for three reasons. First, the allocation among pri-
mary, secondary and tertiary education does not reflect real needs. The pattern is
regressive: spending the most at the tertiary level does not allow education access to
the nonuniversity population. In Africa, only 2 percent of the relevant age group
attends university; in India, the majority of rural children do not even finish primary
school.

Second, every level has different demographic weight: a large expenditure at the
tertiary level is concentrated on a small number of advantaged students as opposed to
the smaller expenditure on primary education, which benefits a large number of poor
individuals. This creates a conflict between efficiency and equity: higher expenditure at
the primary level would increase system efficiency and opportunities. However, some
might argue that a country needs university research in order to develop.

Third, the tertiary level benefits upper-income groups because university students
are more likely to come from upper social clusters. This structure is deeply regressive
and hence inequitable because of the different socioeconomic backgrounds of the ben-
eficiaries.

In developing countries, in general, even if public universities do not have price
barriers to entry, it would be erroneous to assume that anyone can attend. In fact,

17 See Psacharopoulos (1995) on the profitability of investment in primary school education.
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Chapter 2 109

Appendix Table 2.3. Current Expenditure per Student by Level of
Education in Brazil, Chile, Colombia and Guatemala, 1990 and 1996

Level of education Brazil Chile Colombia Guatemala

1990 PPP dollars, 1990
Tertiary
Secondary
Primary

5,258
621
526

1,795
557
619

1,782
495
297

1,110
146
88

Percentage of per capita
GNI, 1996

Tertiary
Secondary
Primary

I I 1.6*
I I . 8C

I I . lb

20.6
11.8
10.9

35.4
12.0
5.3d

31. lb

5.2
6.2

 1990.
 1995.
 1985.
 1980.
Source: IDB (1997) and World Bank (2002).

Appendix Table 2.4. Enrollment by Level of Education and Income Quintile
in Colombia, 1992
(Percent)

Primary Secondary UniversityFamily
income
quintile Public Private Total Public Private Total Public Private Total

I (lowest)
2
3
4

5 (highest)
Total

39.8
26.5
19.0
10.5
4.1

99.9

11.8
17.2
19.5
24.5

27.0
100.0

33.9
24.6
19.1
13.5
8.9

100.0

20.1
26.9
25.4
17.9
9.6

99.9

7.6
13.9
22.2
24.2
32.0

99.9

15.7

22.3
24.3
20.1
17.6

100.0

5.5
9.4

19.2
32.5
33.5

tOO.I

2.2
4.0

11.8

25.9

56.2
100.1

3.4

6.1
14.6
28.4

47.5
100.0

Source: Encuesta Nacional de Hogares, Etapa 77, September 1992; and calculations by FEDESARROLLO.

a

b

c

d
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110 Vouchers in Education

Appendix Figure 2.3. Enrollment by Type
and Level of Education, Colombia, 1992

Note: Shading represents family income quintile. For example, for public primary school, the bottom segment of the bar
represents the percentage of public primary school students in the lowest income quintile; the top segment is the per-
centage of public primary school students in the highest income quintile.
Source: Encuesta de Hogares (1992); Fedesarrollo (1993).

implicit deterrents are the opportunity cost (tertiary education forces the deferment of
earnings) and academic barriers such as selection tests (entrance exams). Both of these
are more likely to be surmounted by high-income families whose children complete
primary school, attend a high-quality secondary school and benefit from after-school
tutoring. In Brazil, 95 percent of all students at public universities come from middle
and high-income families. In Mexico, a person from a high-income family is 10 or 20
times more likely to attend a public university compared with a person from a low-
income family. The top income quintile receives more than 50 percent of higher-edu-
cation subsidies and the bottom quintile less than 10 percent in Chile, Colombia, Costa
Rica, the Dominican Republic and Uruguay (Birdsall and James 1993).

Public and Private Schools

Appendix figure 2.3 presents the case of Colombia in 1992 (see also appendix table
2.4). At the primary level, the lower quintiles attended public schools, whereas the
higher quintiles attended private schools. The same phenomenon can be observed at
the secondary level. At the tertiary level, the presence of the first quintile drops dra-
matically, almost disappearing in private universities.
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Health Insurance

The safeguard mechanism of insurance reduces the financial loss brought about by sick-
ness or permanent injury for an individual or a family because the insured individual
pays in advance for (part of) such medical expenses. The same mechanism also guar-
antees small consequences to the insurer because it pools funds and risks by collecting
sufficient advance premiums on a large number of people. Health insurance may apply
to a limited or comprehensive range of medical services and may provide full or par-
tial reimbursement of the costs of specific services.

In many countries, economic reforms of the health sector are under way and insur-
ance systems play a central role in the process, influencing its efficiency and equity.
These reforms include a reorientation of the design of health interventions from the
supply side to consumer demand, the use of prices for allocating scarce resources, pri-
vate sector delivery of curative services, public policies to improve equity, and efforts
to improve cost recovery and the targeting of subsidies. This chapter focuses on the pol-
icy issues related to risk sharing in terms of health insurance and its role in the efficient
and equitable provision of health care.

In the health insurance market, exchanges take place among four sets of actors (see
figure 3.1): insured patients (consumers of health care), doctors and hospitals (providers
or producers of health services), sponsors (employers), and insurers (third-party payers
or financing institutions that supply insurance). Depending on the development and
complexity of the system, the roles of the provider, sponsor and third-party payer can
be played by the same agent, which is typically the case in developing countries, or by
separate agents.

Sponsors are intermediate actors between insured patients and insurers. Often the
government is an important actor because of its regulatory authority. It also may par-
ticipate directly in the market as a third-party payer or as a provider. A number of social
insurance schemes in industrial countries (particularly in Eastern Europe) and develop-
ing countries (particularly in Latin America) combine the insurer and provider func-
tions. These systems own and operate facilities that provide health services to enrollees.
Figure 3.1 shows the linkage patterns among the actors and illustrates three types of
market transactions. Resources are exchanged for direct provision of health care
(between the insured and the provider), for protection against the risk of financial loss
due to illness (between the insured and the insurer and between the insured and the
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Figure 3.1.The Health Care Market

Source: Reinhardt (1989); La Forgia, Griffin and Bovbjerg (1993); van deVen and Ellis (1998).

sponsor), and for provision of services to insured persons (between insurers and
providers). Transactions occur at three levels: between individuals (patients and physi-
cians), between individuals and institutions (patients and hospitals, and physicians and
insurers) and between institutions (hospitals and insurers).

Consumers receive benefits (health care) through insurance coverage. At the same
time, consumers pay taxes or premiums to third-party payers and make out-of-pocket
payments to providers. Sponsors negotiate with insurers and contribute to the premi-
ums. Third-party payers consist of institutions that finance or manage the financing of
health services and assume the risk associated with health care, supplying insurance
coverage to consumers. Insurers also transact with providers through a variety of pay-
ment mechanisms. In return, providers deliver health care (benefits) to consumers. Of
course, the integration of these patterns of transactions and linkages varies greatly
across countries and depends on history, culture, values and traditions.

Many factors contribute to an individual's health status, including the environment
(education, diet, working conditions, housing amenities, standards of living and social
services), the availability and quality of health care received, and public health meas-
ures (sewage disposal and garbage collection). However, the achievement of good
health also depends on the way health care is financed and delivered. The design of a
health insurance system, the calibration of its incentives, and the definition of its rules
are activities that play a central role in a country's health achievements.

112 Health Insurance
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Chapters 113

Throughout the world, considerable resources are devoted to the maintenance and
preservation of health. Because of the large amount of funds involved, economic analy-
sis has increasingly been applied to health and health care in order to clarify the prob-
lems of resource allocation. Worldwide, the funds that governments can devote to
health care are limited (or declining), the epidemiological profiles constantly evolve and
the cost of modern medicine continues to rise, putting adequate medical services
beyond the reach of many. On one hand, the fundamental problems of production,
economic coordination and resource allocation apply to health just as they do to any
other area of economics. On the other hand, the general aim of an equitable provision
of good health to every citizen raises problems of distributive justice.

Although health care costs are an increasing concern around the world, it is diffi-
cult to measure health benefits and hence problematic to define efficiency. The costs
of providing health care are considerable and have been growing at a rapidly increas-
ing rate in both developing and industrial countries.' Moreover, demand has increased
for greater funding in health education and preventive measures specifically targeted to
the poor. However, there is no consistent evidence that shows that more spending on
health care leads to improved health levels.

Health care is a different type of "commodity" than other goods and services
because of uncertainty about the incidence of disease and the efficacy of treatment and
because information is not perfectly distributed among consumers and providers
(Arrow 1963). Thus, it is not always the case that utility-maximizing consumers, who
purchase an excludable good or service from profit-maximizing producers, maximize
efficiency and welfare. Consequently, problems arise when applying the neoclassical
model to judge the efficiency of health insurance systems.

Equity considerations have influenced thinking about health care for many years.
Although there may be widespread agreement that a health care system should be
equitable, there is little agreement on the appropriate definition of fairness or equity.
This chapter focuses on how the discordant definitions of equity impact the design of
health insurance plans and, consequently, health care delivery systems.

The following two examples show that the design of health insurance has power-
ful effects on equity. First, access has been a great political concern in the past few
decades and governments have allocated increasing resources in order to improve
access in the field of health services. However, improving access for one part of the
population can at the same time worsen access for others, especially if the insurance
scheme is designed primarily to provide coverage for people with stable employment
in the formal sector. Second, if careful underwriting to screen out those who are trying
to take advantage of the insurance mechanism is implemented to restrain adverse selec-

1 The rise has been sharp, especially in the United States, Germany and Sweden; in Britain it has been less rapid
(WHO 1998).
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114 Health Insurance

tion, those individuals most likely to have losses will have difficulty acquiring health
insurance. This phenomenon undoubtedly denies coverage to many people who need
protection.

There are four main categories of funding health services: government finance
raised through taxes, social insurance, private insurance and direct payment for servic-
es by patients (Normand and Weber 1994). With the exception of direct payment,
these systems all provide an element of risk pooling and services are provided free or
at prices below cost on the basis of rights derived from past contributions. Through
sharing, there is protection from the risk of ill health.

The distinction between government finance, social insurance and private pro-
grams is not always clear. Normally, when the insurer is the state, the law specifies
health services. Payments made through the tax system do not contribute directly to a
specific fund; instead, they go into the national budget. By contrast, social insurance sys-
tems pay for health services through contributions to a health fund. The most common
basis for contributions is the payroll, with contributions from both employer and
employee. Finally, when the insurer is a private entity, health services are specified in
an insurance policy and payments are premiums that contribute to a common fund
used to pay for all or part of the health services.

Until recently, if a system was financed by compulsory contributions mandated by
law or by taxes and its provisions were specified by legal statute, it was a government
or social health insurance plan.2 Alternatively, if a system was voluntary and not regu-
lated, the delivery was assumed to be prevalently private and carried out through the
market process.

The relationship between compulsion and state management has recently lost its
strength. In many countries, private health insurance programs exist along with or as
part of the government program. Furthermore, some governments have started to sub-
sidize private insurance programs. Various combinations of programs are possible and
there is widespread private delivery in countries where health insurance is both com-
pulsory and its provisioning is specified by law. For example, in Austria, Denmark, the
Netherlands, Norway and Spain, the government pays for medical care provided by pri-
vate physicians. The opposite is also true: there are countries where health insurance is
voluntary and where there are cases of government delivery. For example, in the
United States, health insurance is not compulsory, but there are government health
insurance programs such as Medicare (for the elderly) and Medicaid (for the poor).

Eastern Europe and Latin America have experience with government-financed
health care and social insurance; North America has experience with privately provid-
ed health services. Less developed countries, where risk-pooling programs have been

2 This type of medical insurance plan dates from 1883, when the government of Germany initiated a plan based
on contributions by employers and employees in particular industries.
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Chapter 3 115

scarce historically, increasingly are implementing government-funded health services,
social insurance and private provision. The lack of financial risk-sharing devices in devel-
oping countries contrasts with the extraordinary development of social risk-sharing
devices, such as extended families, clans, sharing mechanisms within communities, the
accumulation of community wealth in easily tradable agricultural assets, and the pric-
ing practices of traditional healers. Modern medical care imposes risks that strain these
traditional institutions and economic development tends to undermine the economic
basis of clan or family-based risk-sharing institutions. Yet development, through the
process of urbanization and extension of the market economy, creates much larger
groups that can share financial risks impersonally through markets.

The advantages and disadvantages of the different configurations, particularly in
terms of their consequences on costs and coverage, are the subject of considerable
debate and research in industrial countries (Glaser 1991; Reinhardt 1989; Evans 1983).
In developing countries, researchers have turned to examining the institutional features
of emerging insurance schemes and, to a lesser extent, to measuring their impact on
efficiency and equity in the health sector (Vogel 1990; Kutzin and Barum 1992; Mesa-
Lago 1992).

Specificities of Health Care

Market failures and other characteristics are inherent in health care and insurance mar-
kets.

Market Failures

Health markets deviate from perfect competition. The major source of market failures
is imperfect information. In addition, if left to the market, health insurance coverage
would not be universal and renewal would not be guaranteed. Full coverage of a
potential loss is optimal under the following conditions: no moral hazard, actuarially fair
insurance and a risk-averse consumer (Newhouse 1996). Full insurance above a
deductible is optimal with positive loading charges but no moral hazard (Arrow 1963).

Imperfect Information

The inherently irreducible uncertainty of the health market prevents perfect informa-
tion for producers and consumers. That is, information can be asymmetrical and, hence,
not perfectly available to every agent. This phenomenon creates adverse selection and
moral hazard.

One of the main problems in health care is that consumers do not have informa-
tion on what informed producers know or how they behave. This is called asymmet-

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



116 Health Insurance

ric information: health care professionals act both as advisers—telling patients what serv-
ices are appropriate—and as providers of those services, while consumers face uncer-
tainty and ignorance. For any one person, it is very uncertain whether or when there
will be a need to use health services. This is combined with the asymmetry of knowl-
edge about illness and health care between patients and health professionals. In order
to protect the public and ensure a basic level of competence, health care professionals
are licensed. There are constraints on entry into the professions, there is a structure of
ethical principles within which professionals must operate, and there are rules govern-
ing access to care. One of the tasks of health policy is to ensure that the monopoly
power of health care professionals does not work against the interests of the patient.

This is an issue of agency theory because the agent knows more about his own
ability and effort, the character of services demanded, and the outcomes than does the
principal. The asymmetry of information between consumers and producers could
allow the latter to take advantage of the former. Of course, it is not just in terms of
health care that the producers know more about goods than consumers do; this is also
true for many other goods traded in the market. The market response in both cases is
for consumers to rely on the producer's reputation, second opinions (personal com-
parisons of different products) and third-party recommendations (for instance through
consumer surveys). The level of consumer information depends on the consumer's
preferences and the costs of acquiring the information.

In insurance markets, companies lack perfect information about the specific risks
individuals face. The person or organization selling the service knows only the average
cost, while the individual purchasing the service has more information about his or her
specific risks and expected costs. However, average cost pricing is not an efficient pric-
ing mechanism because the cost of providing services differs across people who are
placed in the same risk class. Since individuals differ in the cost of services they will use,
uniform pricing will not be fully efficient. Even if premiums differ by demographic cat-
egory, there will be significant cost differences among individuals in single categories.
Of course, it is impossible to avoid the presence of a second-best pricing problem.
However, rules for (second-best) efficient uniform pricing can be set by balancing alter-
native distortions (Diamond 1992).

People sort themselves across insurance plans at least partly on the basis of risk. The
least healthy disproportionately prefer the most generous policies and healthier people
are more willing to enroll in cheaper plans with more restrictions. As a result, the ratio of
bad risks to good risks among the insured will rise, claims will increase and the cost of
insurance, the premiums, will go up. More good risks will not buy insurance. Adverse
selection occurs when a group of high-risk individuals dominates an insurance pool, elim-
inating the benefits of pooling risk through an insurance scheme. If adverse selection is
important, the end result will be fewer persons with insurance coverage. Moreover, it
could reduce the benefits of more competitive policies and even lead to a "death spiral,"
that is, the most generous plans would disappear from the market over time.
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Chapter 3 1 1 7

Insurance companies encounter the problem of moral hazard when insured indi-
viduals use health facilities more often than they would have without insurance cover-
age. This phenomenon occurs when a person's behavior changes as a consequence of
being insured. It can be manifested by insured individuals undertaking risky activities
because they know their health care is assured, or by overusing services for which the
individual does not have to pay the full cost. The insurer's lack of information could
provide the insured with an "incentive to change his unobservable state in response to
insurance coverage." (Pauly 1974, p. 45)

Universal Coverage

In many industrial and developing countries, the market does not provide full insurance
coverage. In some cases, people cannot purchase insurance. In other cases, people are
uninsured because the policy costs more than the perceived benefits.3 It is useful to
divide the uninsured population into three groups: the poor, those with risk misper-
ception, and individuals who practice self-exclusion.

First, for the poor, health care is expensive relative to their incomes and normally
they use ex post, free medical care, if available. This phenomenon is common in devel-
oping countries, but it also exists in industrial nations. For example, in the United States,
one-third of those who are without insurance live below the poverty line and 60 per-
cent of the uninsured have an income that is less than twice the value of the poverty
line (Diamond 1992).

Second, the lack of insurance is sometimes due to the type of jobs that some work-
ers—especially the young—tend to hold. Commonly, employers do not provide health
insurance for such jobs. The individuals may be sufficiently well off to afford insurance,
but choose not to buy it because they misperceive the risks or consequences of their
decision. For example, in the United States, 18.6 percent of uninsured 19-24-year-olds
are uninsured for this reason (Diamond 1992).

Third, some people do not purchase individual or employer-offered insurance
because they feel that they belong to a lower-than-average risk category within their
group. In economic terms, they are without insurance because the premium is very
high relative to the premium charged to others. Relative premiums vary for two rea-
sons. One is the difference in transaction costs associated with the organization of the
demand side of the market. Second is the pooling of the risk associated with a partic-
ular individual with the risks of others, which results in an averaged price. This issue is

3 In evaluating the economic explanation of this decision, it is useful to keep in mind that these people choose to
be without "insurance" and not the "opportunity to buy medical care" within their budget constraints, which is high-
er because they do not pay a premium. They are also not renouncing the "opportunity to receive some care and
not pay for it" (Diamond 1992). A rough estimate shows that the uninsured in the United States receive about half
the medical care they would receive if they were insured (Garrison 1990).
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118 Health Insurance

very important for risk allocation. Furthermore, these individuals feel that the premium
is too high relative to their incomes, which are not necessarily low. Self-exclusion is the
extreme situation of adverse selection because it brings about the extinction of certain
policies. In such situations, economists call health insurance a merit good.

Renewal

An important condition of health insurance is that of renewal. In fact, the insured may
become ill with a chronic disease and discover that upon renewal the policy excludes
all future coverage for this disease. In public systems, renewal is guaranteed.
Consequently, the issue is more relevant in private delivery, where continuous cover-
age is assured only by policies that are both noncancelable and guaranteed for renew-
al, which, of course, are much more expensive.

Inherent Characteristics

Rising costs, renewal problems and trade-offs characterize health care markets. Arrow
(1963) highlights the distinction between the characteristics of health care and those of
other goods and services. He argues that what makes health care inherently different is
the uncertainty associated with the incidence of disease and the efficacy of treatment.
These uncertainties cannot be remedied. Consequently, when placing health care in a
market system, "social adjustments" might be necessary, in some cases requiring gov-
ernment intervention.4

Rising Costs

Free markets have brought about an increase in overall health costs. It is the experience
in nearly all countries with health insurance schemes—from the United States to
China—that costs tend to rise faster than gross domestic product (GDP) and salaries.
Increased costs lead to higher contribution rates (in salary-based systems) or to contri-
butions rising faster than GDP (Normand and Weber 1994). Various factors explain this
trend. First, there is a tacit alliance between providers and patients to prescribe, deliver
and consume more and better products and services. Second, to a large extent, servic-
es and products are not paid for at the point of service delivery, but before and after
by means of contributions. Third, technology in medicine is improving and getting
more and more expensive (which to some extent is related to the improvement in serv-
ices described above). Fourth, the demand for health services remains relatively stable

4 The question is whether institutional government intervention can improve on the observed "market adaptations
to the existence of uncertainty in the incidence of disease and in the efficacy of treatment" (Arrow 1963, p. 941).
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Chapter3 119

even if the price rises. Fifth, to some extent, providers can define the demand for their
services, and thus their income. Sixth, incomes, wages and prices often rise faster in the
health sector than in the rest of the economy. And seventh, the very existence of health
insurance creates a rising demand for health (Normand and Weber 1994). Hence, cost
control mechanisms are necessary.

Critics say that health insurance, by its very existence, helps to escalate rising med-
ical care costs (Diamond 1992; Enthoven 1993; Feldman and Dowd 1993; Newhouse
1996). For example, insured medical losses tend to run higher than noninsured losses
because physicians often charge according to ability to pay, and insurance increases this
ability. Insurance also makes it easier to transfer rising hospital costs to the patient.
Consequently, the marginal cost, marginal benefit and price can be far from the same
level.

Trade-offs

The health insurance market is characterized by peculiar trade-offs. The most remark-
able trade-offs are the ones between cost sharing and moral hazard and between effi-
ciency in production and adverse selection.

The trade-off between cost sharing and moral hazard is well known in insurance
economics. Risk aversion pushes people to obtain more insurance coverage, which in
turn induces greater moral hazard because it implies less risk bearing by the insured.
This relationship between risk aversion and moral hazard has given rise to the health
economics literature on the desirability of cost sharing in health insurance. Many ana-
lysts believe that some initial cost sharing would be optimal in preventing moral haz-
ard (Manning and Marquis 1996). The essence of this trade-off is captured by the cost
that the patient bears at the time of use, for example the size of the deductible
(Newhouse 1996).

Widespread health insurance creates a trade-off between efficiency in production
and selection. Efficiency in production is the least-cost treatment of a patient's medical
problem, holding quality constant. Thus, efficiency includes the quantity of services
used to treat the problem, as well as the unit price of those services. Selection is the
action of economic agents on either side of the market to exploit unpriced risk het-
erogeneity and break pooling arrangements, with the result that some consumers may
not obtain the insurance they desire. The more efficient in production a plan is, the
more likely it is to exclude higher-risk individuals. The essence of the selection-
efficiency trade-off is captured by the cost that the health plan or medical provider
bears at the time of use, or the amount of supply-side cost sharing (Ellis and McGuire
1993). Analogous to co-insurance on the demand side, supply-side cost sharing in its
simplest form is a linear combination of fee-for-service and capitation pricing, but non-
linear schedules are also possible (Ellis and McGuire 1993). C
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120 Health Insurance

Insurance Design: Three Ideal Types

A health insurance plan can be designed in several ways: costs can be covered by con-
tributions from the insured (modality of self-insurance), from the employer of the
insured (corporate plans and social insurance), from the state (through tax financing),
or from a combination of all these sources. The benefits can be independent of con-
tributions (government-financed insurance) or tied to them (private insurance). The
coverage can be provided to groups or to individuals. The system can be voluntary
(usually the case of private insurance) or compulsory in both the subsidized and non-
subsidized versions (government-financed insurance), or it can be a combination of
compulsory for basic policies and voluntary for supplemental policies (managed com-
petition). The manner of payment to doctors can be done through salary or with cap-
itation. This section considers three ideal types of health insurance systems: private
insurance, government-financed insurance and social insurance.

The main issues to be taken into consideration when planning the design of a
health insurance plan are population coverage, the benefit package, the organization of
health insurance, provider payment mechanisms, cost estimation and control, financing,
administration and management, individual choice, the insurer's ability to discriminate,
and the extent to which administrative costs (including advertising and commissions)
should be passed on to the insured (table 3.1).

Private Insurance

Private insurance is based on a free market, individual decisions and private opportu-
nity costs. The conceptual roots of this position can be found in classical liberalism.
According to this view, individual sovereignty and negative freedom have to be pro-
tected because they provide the backdrop for market activity. Some economists favor
a free market approach to health insurance because they consider efficiency to be a
social objective and they believe it can only come from the free interaction of market
forces (Green 1993; Tirole 1994; Feldstein and Gruber 1994; Barnum, Kutzin and
Saxenian 1995; Berman 1995; Feldstein 1996; Israel 1996). Others who favor a free
market approach think that respect for autonomy is a precondition of moral action
(Arrow 1963; Sen 1988, 1995; Birdsall, Ross and Sabot 1995). According to these
economists, the only state initiatives permitted are preventive medicine and health edu-
cation because they are considered merit goods necessary for the promotion of healthy
lifestyles and social cohesion. The role of voluntary insurance associations and charities
is viewed as essential in integrating market delivery.

Libertarians advocate for private insurance because they think that government
failure in health markets leads to worse outcomes than those arising from the workings
of a necessarily imperfect market (Green 1993; Feldstein and Gruber 1994; Barnum,
Kutzin and Saxenian 1995; Feldstein 1996; Israel 1996). In particular, access held con-
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122 Health Insurance

stant, cost analysis implies thinking about prices and, if it is a fee-for-service system,
about how prices affect quantities. Hence, it is impossible to focus just on access
because any proposal that increases access will tend to increase cost. In capitation sys-
tems, this role is played by fixed annual payments. In some countries (for example, the
United States), cost issues are the most important element in the political pressure to
change. In other countries (for example, in Western and Eastern Europe), universal
access has played a more important role.

Others criticize the application of the free market logic to either the private or the
public sector (Sen 1988; Birdsall, Ross and Sabot 1995; Sen 1995). Welfare liberals and
egalitarians claim that providers of private health services discriminate in favor of the
best risks, try to exclude the irremediably sick, and outbid government providers in
obtaining trained doctors and nurses. Furthermore, private providers place a heavy
emphasis on sophisticated and expensive curative services in urban areas when the
main need is for preventive services to cut the incidence of infectious diseases in both
urban and rural areas.

Welfare liberals stress that it is not necessary to focus only on costs because access
is a central issue in improving allocation. Egalitarians claim that the introduction of user
fees or costly membership fees in insurance plans would decrease access to modern
health services for the poorest people. They believe that government-provided health
insurance creates more equity when access to health services is completely free for the
poorest segments of society. Even if there is a great variety of private insurance plans
available to the consumer, it does not mean that resources accommodate demand.

The Market System

Private health insurance is typically voluntary and administered by an insurance com-
pany or other private agency, and its provisions are specified in a bilateral contract.
Private insurance is based on risk. People pay premiums based on the expected aver-
age cost of providing services for them: high-risk groups pay more and low-risk groups
pay less (see table 3.1).

Private health insurance is usually financed on a group basis, but most plans also
provide individual policies. Private group plans are usually financed by groups of
employees whose payments may be subsidized by their employer, with the money
going into a special fund (as is the case in Chile and the United States). Insurance that
covers hospital costs is the most prevalent form of private health insurance. Another
popular type of insurance covers major medical expenses; it provides protection
against large medical costs, but avoids the financial and administrative burdens
involved in insuring small costs. Although health insurance contracts are not highly
standardized, the major types of coverage include regular medical, major medical,
hospitalization, surgical, dental, disability income and long-term care. Private health
insurance contracts are in general quite restricted in coverage. They also lend them-
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selves to abuses such as overutilization, multiple policies and insuring for more than
100 percent of the expected loss.

A central idea is that individuals are partially responsible for health behavior (see
table 3.1). Consequently, they should have the autonomy to make market and personal
decisions as far as their own health is concerned. Under this view, medical assistance is
only one preference among many and should be based largely on consumer choice
and ability to pay.

Proponents of the market system believe that free markets are more effective and
cheaper than regulated markets. Thus, placing health insurance within the free market
environment would increase efficiency in production (health insurance policies would
be of higher quality and offered at a lower cost) and in allocation (market forces lower
opportunity costs, optimizing the amount of resources dedicated to health). However,
few economists would argue that health care ought to be entirely supplied according
to the free market. Most recognize the importance of the inherent characteristics and
imperfections of health markets. Still, many free market-oriented policies for health
care delivery have been proposed in recent years, modifying the output of free market
health systems only by use of some sliding scale of support and entitlement for low-
income families.

Feldstein (1994) advances a proposal in which each family would be responsible
for its own medical bills up to a certain percentage depending on income level, up to
a maximum of 9 percent for household income greater than $25,000. According to
Feldstein and Gruber (1994), a health insurance plan that has a 50-percent co-insur-
ance rate but limits out-of-pocket spending to 10 percent of income can substantially
reduce total medical spending. This is true although a substantial part of health expens-
es are incurred by families spending 10 percent or more of family income on health
care. Incentives to reduce health delivery costs could be increased through prices or
vouchers for health insurance for families with modest incomes. In this manner, every
family could spend money as it sees fit—a condition that guarantees the negative free-
dom necessary for the market to work. This would be a variation of a guaranteed annu-
al income crafted onto a comprehensive medical insurance option. But the use of price
alone as an incentive for rationing raises several problems.

Even if price rationing problems could be overcome, a difficulty remains. Under
the Feldstein plan, the private insurance industry is virtually cut off from lucrative mar-
kets and hence it would oppose such legislation with considerable vigor. Hospitals and
other constituents from the health care industry would see their profit margins shrink
and would join in the opposition. Organized labor would also join the private carriers'
opposition because union contracts take full advantage of the nontax provisions for
medical fringe benefits. According to Feldstein, this legislation would strip the advan-
tage away from such contracts and at the same time give better coverage to the
working poor and others of modest incomes who are not covered by tax-free fringe
benefits gained from collective bargaining.
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124 Health Insurance

Box 3.1.Voluntary Insurance Associations in the United Kingdom

Voluntary insurance associations arose as a form of market-based innovation in the United

Kingdom during the 19th century.3 At that time, many friendly societies provided medical ben-

efits under voluntary insurance and made their own contracts with doctors.

Before the National Health Service was set up, the United Kingdom had developed forms

of health care financing.1" Consumers joined mutual aid associations, which negotiated a

price/service package with individual doctors and framed rules for the conduct of doctors and

patients. Standards were upheld by competition and by an internal complaint mechanism with

minimum government involvement.

In the 19th century, friendly societies were the most important providers of social welfare.

They were self-governing mutual benefit associations founded by manual workers to provide

against hard times. The societies insured against illness and death; any assistance was not a mat-

ter of beneficence, but of entitlement.0 The friendly societies represented the consumer and

sought to improve the quality of medical care and to contain pressure for fee increases through

competition.
By 1911, when compulsory national insurance was introduced to cover 12 million people,

at least nine million were already covered by voluntary insurance associations, chiefly provided

by the friendly societies (Green 1993). It also appears that membership in friendly societies was

higher in poorer areas; however, many people found it difficult to keep up the contributions.

These people were usually low paid, often in irregular or seasonal work (Green 1993).The Lloyd

George's National Insurance Act of 1911 began the trend toward public financing of health care,

substituting private social welfare services with public services. Supporters of the free market

see this shift as detrimental to the efficiency and equity of the health system.d

a Some economists think that the United Kingdom was similar to many developing countries (Green 1993). Its past
experience may be of relevance for market-based health care systems in developing countries.

b Between 1911 and the establishment of National Health Service in the United Kingdom, benefits in kind were
administered by statutory committees for each area, as a result of pressure from the medical profession. This meant
that any general practitioner who wished to participate could do so.

c "They strongly distinguished their guiding philosophy from the philanthropy which lay at the heart of charitable
work (...)They began as local clubs (...) but the 19th century saw the gradual evolution of national federations with
hundreds of thousands of members and carefully managed investments." (Green 1993, p. 30)

d "The 1911 Act led to the dismantling of these arrangements by the state at the behest of the doctors." (Green
1993, p. 87) Friendly societies were in constant conflict with the organized medical profession.The doctors partic-
ularly resented "the supervision and impertinence of the committee of the Friendly Society (...) and [being] treat-
ed as a servant" (Green 1993, p. 74). The differing class composition of doctors and members of the friendly
societies did not help matters. "As the 19th century progressed the medical profession organized itself with ever-
growing determination to eliminate competition by whatever means were available." (Green 1993, p. 76)

According to some economists, this is an example of how pressure by interest groups (doctors and medical
professionals) nullifies a positive outcome of free markets. "The development of these organizations was stifled by
the monopolists of the NHS.'* (Green 1988, p. 87) The National Health Service wanted to control advertising and
"canvassing" by doctors and to regulate their fees. With the 1948 nationalization of medicine,"all alternatives to the
NHS monolith were excluded. Due partly to government efforts to satiate professional demands, but also to a mis-
guided faith in the omniscience and organizational capacity of government, the final vestiges of competition in the
supply of health care were driven out of existence." (Green 1993, p. 120)
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Chapter3 125

Charity

Supporters of private insurance point out that insurance can be offered by private
agents and that market failures can be better solved by charities than by government
assistance. They say that charities, if allowed to develop freely, would be optimal in cov-
ering the areas not covered by the market, and that the combination of market and
charity is optimal because it offers the possibility of delivering health care while respect-
ing people's autonomy. For example, in 19th-century England, friendly societies were
an important source of medical insurance for indigent people (see box 3.1). Even if
some relied on government intervention and some on the Poor Law for their medical
needs, a large section of the indigent population obtained care free of charge through
charities such as free hospitals and clinics.

Co-payments

Cost sharing and self-financing are options for the delivery of health insurance. In addi-
tion, they create incentives that increase the sustainability of the delivery system.5

According to the free market approach, the government should use these mechanisms.
The quantity of health care consumed could increase if the public sector charged a fee
because of the high externalities and the constraint of a fixed budget.

Figure 3.2 illustrates the rationale of government co-payments, where the private
demand for a service is denoted Dp, the social demand curve as Ds, constant total mar-
ginal cost as c and private cost as cp. The curvilinear line S represents the relationship
between the prices charged by the hospital (or government health provider) and the
amount the government (insurer) can provide, given its unit cost, ccp, and a fixed sub-
sidy allocation S. For example, at zero price, the public hospital can provide q\ and the
implied government unit subsidy is ccp. If the price revenue Cpp0 is used to expand the
service, at a price pQ, the government can provide q0. The implied unit government sub-
sidy is qpQ. If the service were provided free of charge, it would be efficient to raise fees
to the level pQ to expand the service to q0. Any fee increase beyond p0 would constrain
demand too much. The producer surplus is equal to the area ^FE, and the consumer
surplus to KFE in figure 3.2. Area ACDB represents the sum of social welfare gains.

5 To take one example, in 19th-century England, many people paid a fee for service. The fees varied according to
income: rent was taken as the main indicator of the ability to pay. Another large segment of the population relied
on prepayment schemes to manage their health care needs. This was"(...) commonly called contract practice, based
in on the payment of a fixed annual capitation fee" (Green 1993, p. 70). These schemes were either based in fac-
tories or organized by charities; some were run on commercial lines, some by individual doctors, some by local asso-
ciations of doctors. The greatest number were organized by friendly societies.
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126 Health Insurance

Figure 3.2. Pricing with High Externalities under a Budgetary Constraint

Source: Jimenez (1987, p. 69).

Tax-Financed Insurance

"That any sane nation, having observed that you could provide for the sup-

ply of bread by giving bakers a pecuniary interest in baking for you, should

go on to give a surgeon a pecuniary interest in cutting off your leg, is enough

to make one despair of political humanity."

George Bernard Shaw
The Doctor's Dilemma, 191 /

In tax-financed insurance based on public opportunity cost, health insurance is considered
a public good. Government tax-funded systems pay for health services out of general
government revenue (see table 3.1). There may also be some special health taxes, for
example, on health-damaging goods or activities (Silow-Carroll and Sardegna 1991). The
conceptual roots of this approach are found in the welfare liberalism that informed mod-
ern industrial states and, in its extremes, in the egalitarian ideology that inspired socialism.
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Chapter 3 127

Value Judgments

According to welfare liberalism, the state must step into the delivery of health insur-
ance with various means to protect the public interest and to provide a minimum of
health services, in particular for the poor. According to socialism, the provision should
be state-managed, allocated according to need (without any kind of distinction), and
should grant coverage for the large majority of health problems and illnesses.
Egalitarians privilege public intervention as a means of granting greater equality.

According to supporters of public intervention, there must be ethical judgments
and consequential actions at the political level. Not surprisingly, they criticize fee-for-
service delivery and do not welcome the outcomes of pure laissez-faire. They believe
that risks related to serious illness and age should be covered as part of the health insur-
ance plan. Moreover, they believe that the contributions of lifestyle to illness should be
largely irrelevant. Although healthy behaviors increase longevity, supporters of public
provision claim that people who lack knowledge about healthy lifestyles cannot be held
accountable, in particular because they are not positively free. In addition, income
should not present a barrier to reasonable and adequate health services.

Social Responsibility

Many diseases have a large impact and society needs to take responsibility for them.
People with AIDS, syphilis, tuberculosis, malaria and other diseases should be protect-
ed regardless of how they contracted the disease. For these reasons, supporters of
public delivery argue that government should control medical delivery and that such
delivery should work within government-established budgets.

Reduced Costs

An additional reason in support of government-financed health insurance is that pub-
lic delivery would homogenize the health package. Decreased variety in insurance
plans would help to reduce providers' administrative costs, thus increasing allocative
efficiency (see table 3.1). Furthermore, making the purchase of insurance mandatory
would lower the cost of providing health services to those individuals who choose not
to be insured because the system provides some free care for the insured.6 In this man-
ner, the mandatory purchase of health insurance increases allocative efficiency.

6 Another way to solve the problem of those who choose not to be insured because free care is available is the use
of vouchers for purchasing insurance (Pauly and others 1991; Diamond 1992).
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128 Health Insurance

Public Systems

Many countries provide health insurance as a state-funded service. Socialized medicine
and government medical care programs are usually financed by general tax revenues;
doctors and other professional staff are employed, directly or indirectly, by a govern-
ment agency on a full-time or part-time salaried basis; and hospitals and other health
facilities are owned or operated by the government. Decisions about the overall fund-
ing of services are made as part of the overall planning of government expenditure. This
has been the practice in Australia, Brazil, Canada, Chile, Greece, Ireland, Mexico, New
Zealand, Sweden, Turkey and the countries of Eastern Europe.

In other countries, the government manages parts of the health insurance system.
The National Health Service in the United Kingdom and the veterans' hospitals in the
United States (operated by the Department of Veterans' Affairs) are examples of such
systems. In the United States, where health insurance is mostly provided by the private
sector, the government provides medical services in mental hospitals and also runs a
public health insurance program for citizens aged 65 and over (Medicare) under the
Social Security Act amendments of 1965. Eligibility for benefits is conferred on the
basis of employment or contributions regardless of income or assets (see table 3.1).
Benefits may consist of the right to certain medical services or reimbursement to the
insured for specific medical costs and may sometimes include income benefits for
working time lost due to sickness or maternity leave.

Renewal

Continuity when changing health insurance providers is a concern. Financing health
insurance through income-related taxes, adjusted for age and location, prevents the
effects of the market mechanism that enables companies to attract low-risk clients and
to discourage renewal by higher-risk ones.7 The difference in pricing of alternative
insurance packages reflects alternative basic coverage or the possible selection of a sup-

plemental plan.

Alleviating Underinvestment

A main point of public intervention is to offer health as a merit good, which means cre-
ating the conditions for insuring people who would not invest in their health by obtain-
ing insurance. Simple tools of economic analysis illustrate the crucial role of pricing
policy in alleviating underinvestment. In figure 3.3, the private demand for a service

7 In the health economics literature, low-risk clients are called "good risks" and higher-risk clients are called "poor
risks." According to van de Ven and van Vliet (1990), companies engage in a variety of activities to attract low-risk
individuals and thus make profits. They call this phenomenon "cream skimming."
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Chapter 3 129

Figure 3.3. Pricing Health Insurance

and the social demand are not equivalent due to externalities, failures in related mar-
kets and concerns about equity. The supply curve is price insensitive while full capaci-
ty is achieved (insurance is mandatory). Once the socially optimal quantity q* is
achieved, the total social marginal cost of providing the service is assumed to be con-
stant at c. This unit cost is the sum of directly incurred private costs, cp, exclusive of
prices, and the unit cost borne by the government provider, ccp. Hence, an initially ver-
tical supply curve becomes perfectly elastic (Oq*F in figure 3.3) where the producer
surplus does not increase.

The socially optimal amount of the social service (health care provided through
health insurance) that should be provided and consumed is that amount at which the
additional gain to society from another unit of consumption is equal to the additional
cost (point q* in figure 3.3). Although for some countries q* may be equivalent to
declared social objectives (such as universal minimum coverage for access to primary
health care), these objectives may imply magnitudes beyond q*. They are frequently
formulated without regard to c, the cost to society of providing them.

If health insurance is provided, the price of health care is zero. To ensure that the
socially optimal amount of the service is provided, the public sector must offer a unit
subsidy (S]) equal to ccp (figure 3.3). At this level of subsidy, it must also restrict access
to q*, and there will be excess demand q*q\. The total subsidy allocation (5) required
to finance optimal consumption would equal the area c¥Ecp, which is Sj = (5,) (q*). A
problem arises because governments allocate subsidies of an amount 50 less than 5!.
Suppose this subsidy is equal to cBGcp, less than cFEcp (Jimenez 1987). Given S), the
total quantity that can be provided is qQ (less than q*), and the social losses will be ABF.
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130 Health Insurance

Social Insurance

Social insurance is a public safeguard program that in general provides protection
against various economic risks—loss of income due to sickness, old age or unemploy-
ment—and in which participation is normally compulsory.8 In this definition, health
insurance is a subgroup of social insurance; consequently, it is beneficial to review the
background of the broader category of social insurance (see box 3.2).

Social insurance systems pay for health services through contributions to a health
fund. The most common basis for contributions is the payroll, with contributions from
both employer and employee (see table 3.1). Contributions are based on ability to pay
and access to services depends on need. The health fund is usually independent of gov-
ernment, but works within a tight framework of regulations. It is normal under social
insurance for entitlements to services to be listed in detail, and for contribution rates to
be set at a level intended to ensure that these entitlements can be met (Normand and
Weber 1994).

Germany was the first country to use social health insurance. In Thailand, social
insurance is being introduced into a mainly government-funded system. Egypt has a
mature system of social insurance covering a minority of people. Costa Rica has a com-
prehensive system of social insurance.

Social insurance differs significantly from other forms of public aid. Social insur-
ance systems tend to be self-financing, with contributions placed in specific funds for
that purpose (see table 3.1). In some countries, social insurance programs resemble
private insurance in that the required contribution levels reflect varying degrees of
risk. However, social insurance programs differ from private insurance in several ways.
Contributions are normally compulsory and may be made by the insured individual's
employer and the state as well as by the insured individual. In addition, benefits are
not as strictly tied to contributions as in private insurance. The financing of social insur-
ance programs varies considerably across countries. Australia, Sweden and Denmark
are among those in which the state bears a high proportion of the costs. The distri-
bution of costs also varies within each country according to the particular program in
question.

Functioning

Payroll contributions—typically calculated as a percentage of income—accumulate in the
health fund, with employer and employee each contributing. For example, if the total
social health insurance contribution for a worker is 10 percent of the wage, this may

8 Although social insurance and social security are sometimes used interchangeably, here social insurance is consid-
ered a type of social security.

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapter 3 131

Box 3.2.The Adoption of Social Insurance: A Brief History

The first compulsory social insurance programs on a national scale were established in Germany

under Chancellor Otto von Bismarck: health insurance in 1883, workmen's compensation in 1884,

and old age and invalid pensions in 1889. Austria and Hungary soon followed Germany's exam-

ple. Elsewhere in Europe, the issue was debated between those who advocated compulsory social

insurance and those who preferred a voluntary, subsidized system. Great Britain adopted nation-

al compulsory health insurance in 1911 and greatly expanded it in 1948. After 1920, social insur-

ance on a compulsory basis was rapidly adopted throughout Europe and in the Western

Hemisphere. In the United States, government insurance programs were exclusively the respon-

sibility of state or local governments until 1935, with the passage of the Social Security Act At

that time, the government adopted three federal insurance programs: retirement and survivor

benefits, health care for persons over age 65, and insurance against disability.

be made up by contributions of 7 percent from the employer and 3 percent from the
employee. If contributions to the insurance fund are tax free, there is little analytical
difference between employer and employee contributions, although there may be
important differences in the effects on resource allocation. For example, employer con-
tributions encourage employers to seek cost containment.

Advantages

Social health insurance is one method of financing health services, as either the main
or a supplementary funding mechanism. Normand and Weber (1994) consider it con-
venient for the following reasons: it can provide a stable source of revenue for servic-
es; the flow of funds into the health sector is visible; it can help to establish patients'
rights as customers of the health care providers; it combines risk pooling with mutual
support by allocating services according to need and distributing financial burdens
according to the ability to pay; and it can operate in pursuance of government health
policy goals, but it can maintain a degree of independence from government.

Introducing social health insurance can improve access for some groups in the pop-
ulation and may widen coverage by bringing additional resources into the health sec-
tor. Funds released by moving part of the population from a government-funded to a
social insurance-funded system of care could allow other priority services to be devel-
oped. For example, such resources could be used to improve the provision of services
to population subgroups not covered by social health insurance. C
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132 Health Insurance

Disadvantages

The main disadvantages of social insurance financing are high administrative costs,
overutilization of services and hence problems of cost containment, problems in ensur-
ing coverage for workers in agriculture and the informal sector, lack of transparency or
accountability for decisions on resource allocation, and development of unrealistic pub-
lic expectations.

Concerns

In social financing, there are two basic concerns. One concern is about issues related
to the extension of coverage of small systems to both a larger share of the lower-
income population and a broader range of health interventions. Another concern is the
choice faced by insurance systems, particularly by social insurance schemes, between
acting as direct providers or as financiers of health care delivered by others. The first
issue is important for a broad range of countries, especially the poorer ones where
insurance coverage is minimal. Many have either small insurance schemes (usually facil-
ity-based or area-specific) or employer-based arrangements that can serve as a basis for
extension. The second issue is a more pressing concern for countries with older, rela-
tively large social insurance systems, but it is a generic issue that all countries with direct
delivery systems face at some point.

Social financing is viewed as one solution to the demand for pooling financial risks
associated with catastrophic illness. However, social insurance often creates equity
problems in health care. These problems are difficult to alleviate in developing coun-
tries because solutions demand a certain level of economic and institutional develop-
ment that is often lacking.

Administration Costs

Social health insurance may involve higher costs than a tax-funded and government-
provided health care system, owing to the need to pay for the separate or quasi-
separate collection of contributions, claims handling and management of services.
Administration costs depend on the number of organizations and their sizes.

The skills needed to administer a system of social health insurance are different
from those used in other types of health service management and financing. Staff need
to be equipped to manage the collection of contributions, support the process of iden-
tifying entitlements, arrange for access to the services to which members are entitled
and monitor the quality and appropriateness of care. Health services can be provided
by the government, which builds facilities, trains staff and buys the equipment, or indi-
rectly, with government encouraging the provision of health services by private and
nongovernmental bodies.
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Chapter 3 133

Different Types of Contributions and Their Impact on Solidarity

The main difference between varying types of contributions is the effect on the distri-
bution of health costs among the members (solidarity effects). Compulsory member-
ship may be necessary to avoid fraud. For example, if flat-rate contributions are not
combined with compulsory membership, people will only register when they become
a bad risk (when they become sick or old). An alternative is restricted access to social
health insurance, which allows people to join only if they are below a certain age. In
France, there are some mutuals that charge wage-related contributions and at the same
time allow voluntary access up to a specified age only. However, this might conflict
with the objective of universal coverage (efficiency in production and equity in access).
An additional possibility for avoiding fraud is to introduce a qualifying period before an
individual is allowed access to benefits and to exclude people with existing diseases or
chronic illnesses.

In most countries, contributions are in some way related to wages. They may be a
percentage of the wage or a fixed amount for people whose wage falls within a certain
range. The latter is easier to administer in countries where there are problems with the
exact assessment of wages or income. The advantage of wage-related contributions is
that they take into account the individual's ability to pay, so that everybody can afford
social health insurance (equity in capability). This point becomes increasingly important
as income differentials rise in a country.

The disadvantage of wage-related contributions is that there can be large differ-
ences in the contributions paid by different individuals. Therefore, wage-related contri-
butions may have an upper limit or ceiling. Only the wage or the income up to the
ceiling is taken into account in calculating the contribution, and no contribution is
payable on income above the ceiling. The advantage of a ceiling is that it helps to main-
tain equivalence between contributions and entitlement to benefits. Otherwise, the
contributions of people with high incomes would be much higher than the expected
value of their entitlements. This may cause problems of equity and acceptability for the
system. However, a contribution ceiling means that people with higher incomes pay
comparatively low premiums, which runs counter to the principle of ability to pay.

Insurance Design in Practice

Managed Competition

According to supporters of managed competition, a good mix of market mechanisms
and government intervention is the basis for an optimal method of financing and man-
aging health care delivery (Diamond 1992; Enthoven 1993; Feldman and Dowd 1993;
Newhouse 1996). On one hand, supporters of managed competition think that private
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134 Health Insurance

markets—in their present configuration, even without distortions created by govern-
ment (the free market approach)—have not produced acceptable results. It is important
to emphasize that they do not reject the market system; instead, they believe that it
does not work as it has been configured and that incentives have to be restructured. In
short, the market is a powerful tool that needs to be rethought, redesigned and restruc-
tured. On the other hand, supporters of managed competition recognize that any mar-
ket system must have particular rules; hence, they propose to establish rules designed
to create the right incentives for efficient and equitable delivery. The viability of mar-
ket-based solutions is always fragile and is beset with many challenges: the delicate
design of government-market structures, the careful calibration of market and political
incentives, and the need to be wary of a hidden agenda.

According to the managed-competition approach, in situations where there is
uncertainty about market performance, there is an alternative to heavy regulation: the
planned entry of a publicly managed competitor. Managed competition is the central
feature of several proposals to restructure the health care system in fundamental ways
that address the dual concerns about rising health care costs and universal health insur-
ance coverage. Enthoven and Kronick (1991) best articulate the theory of managed
competition. Their proposal includes mandated employer-provided health insurance,
premium contributions from all employers and employees, a limit on tax-free employ-
er premium contributions, and public sponsors to structure and manage the demand
side of the health insurance market.

Combining Regulation and Competition

Supporters of managed competition have suggested some guidelines for combining reg-
ulation and competition (Diamond 1992; Enthoven 1993; Newhouse 1996). First,
health insurance should be provided only through large groups formed by the govern-
ment, which can use its power of compulsion on a geographic basis. There would be
multiple large groups in any given area to promote the conditions for competition.

Second, private insurance should be preserved in order to maintain current incen-
tives to explore managed care options. Furthermore, private insurance companies
could compete for the large groups. Having all individuals in similar large groups would
alter the relationship between insurance companies and medical providers, allowing a
negotiation approach to cost-containment strategies. The group represents a risk pool
from the perspective of the insurance company, but not fully from the perspective of
the insured individual (Diamond 1992).

Third, a new semi-autonomous government agency should be created to serve the
role for each group that (in industrial countries) is played by employee benefit offices
in large firms to oversee the organization and pricing of choices offered from a short
menu to individuals in each group. Risk sharing of aggregate group expenses would be
allowed either by having a re-insurance market or a partially cost-based payment

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapters 135

arrangement between the government agency and the insurance company. Laffont and
Tirole (1991) and Diamond (1992) detail the role of cost sharing in regulation and pro-
curement.

Fourth, financing should be a combination of taxes and out-of-pocket payments for
premiums.

Responses to Rising Costs

Managed competition seeks to create price-elastic demand so that there will be pow-
erful incentives for health plans to cut prices and costs. It designs a series of interven-
tions to take the system from inelastic demand to elastic demand within a functioning
market. There would be an annual open enrollment period for everyone with side-by-
side comparisons of premiums, a limit on tax-free employer contributions, a standard-
ized benefit package, risk-adjusted premiums, a program of consumer information
about quality, and individual choice of plan.

In a monopolistic competitive setting, pricing behavior depends on the elasticity of
demand. Insurance changes the elasticity of demand. This is true if there are propor-
tional co-payments present and even if there is fixed reimbursement. There are three
approaches to the pricing implications of the changed elasticity of demand. One is
direct price regulation by the government. The second is to vary the rules for reim-
bursement in order to influence the elasticity of demand. The third is to engage in ex
ante negotiations with providers to determine prices. A typical example of influencing
elasticity is a cap on the amount that will be reimbursed. In this way, all insurance cov-
ering fee-for-service medical care will work in equilibrium: either prices will be negoti-
ated ahead of time between the insurers and the providers or reimbursement limits will
be cost-indexed. Of course, general costs would be the reference for indexing, not the
costs of the particular provider (Diamond 1992).

Managed competition tends to design a system with incentives focused on improv-
ing the quality and efficiency of care, rather than on selecting risks (cherry picking). The
design includes a single point of entry, contracts for each health plan to accept all mem-
bers of a sponsored group, guaranteed continuity of coverage, inclusion of persons with
preexisting conditions, community rating within the sponsored group, a standardized
benefit package, and risk-adjusted premiums.

Under the managed-competition strategy, employers offer workers a broad menu
of insurance plans and contribute the same amount to each plan, regardless of which
plan is chosen. By making individuals pay for the marginal full cost of insurance, it is
assumed that insurance choices will be more efficient. Moreover, plans facing a higher
elasticity of demand may reduce their markups or strive to make their product more
competitive. Reforms toward managed competition have been proposed for public
programs as well as employment-based pools. C
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136 Health Insurance

A Menu of Policies

The design of the menu of insurance policies and the aggregate and individual prices
present some uncertainty. Two options are discussed: specifying the entire menu of
policies and allowing competition solely on price, and allowing submissions by insur-
ance companies that vary in details and are subject to design negotiations.

The literature on the topic of managed competition is inclined to favor the first
option: insurance companies would offer the members of a covered group a short
menu of alternatives. Given that a menu is rarely specified in detail, Diamond (1992)
suggests the first of these two options by letting groups of companies bid on the entire
menu rather than having separate companies bid on separate items on the menu. This
menu would begin with the basic health insurance policy that has been decided by col-
lective choice (for example, through the action of the government) as the minimum
policy that everyone should have. The company would generally offer other managed
care alternatives. Individuals in the group would have to take one of the basic options
because selection of some basic policy would be mandatory. In addition, they would
pay a premium covering some of the cost of basic insurance. For individuals too poor
to pay for their own coverage, the government would pay for premiums or provide co-
payments. For example, in the United States, Medicaid would help pay for premiums
and would either provide for co-payments or require the use of a health maintenance
organization (HMO) (Diamond 1992; Newhouse 1996).

The insurance company would also have the opportunity to offer supplementary
policies to provide additional coverage. Individuals would pay in full for any supple-
mental policies that they selected from the basic insurance provider or from other car-
riers who offer supplemental policies to all members of a group. These might cover
services not covered in the basic policy because they were not sufficiently important or
sufficiently cost effective for the basic policy. In the United States, supplemental poli-
cies might cover deductibles and co-payments, as with Medigap policies (Diamond
1992). The Health Technical Panel (1991) raises the possibility of having separate high-
tech and low-tech Medicare options. Allowing such offers would increase competition
in supply, but some policies could increase utilization (and costs) of the basic policy.

When supplementary policies do not come from the same company selling the
basic policy, their price would not reflect marginal cost. According to Diamond
(1992), it would be best to require all health insurance to be from a single source. The
premium bill would be partly financed by a tax on employers and partly from gener-
al revenue. Thus, the amounts received by the insurance company for a particular
group and paid directly by individuals in the group are not tightly related, allowing for
cross subsidization to accomplish social insurance goals. This sort of cross subsidization
with flexible prices does not result in the allocative disruptions of cross subsidization
without price flexibility, which tends to interfere with market clearance (Diamond
1992).
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Chapters 137

In an effort to preserve the efficiency of the insurance industry and to provide
some scope for individual choice, two issues need to be addressed. One is whether to
let groups form voluntarily or by government organization. For example, in the United
States, Medicare is a government-formed group based on age and disability. The
second issue is the design of the group plan, in particular whether it should be a gov-
ernment-designed plan or a choice from a private market-designed menu. Managed
competition does not favor one approach over the other, but suggests integrating both.
Diamond (1992) suggests combining government group formation with private market
insurance design.

According to supporters of managed competition, providing a choice in insurance
plans is better than having a single, uniform, government-designed plan. The reason for
this is that there are differences in preferences over the way individuals receive med-
ical services. In particular, people have diverse preferences about the degree of choice
across doctors and other providers. Some people want to be able to choose doctors
with no interference from the insurance mechanism, some want that choice to be
made for them, and others fall in between the two extremes. Advocates of managed
competition believe it is efficient to preserve choice and to use pricing to guide choice
because the cost of providing services and the usefulness of co-payments differ across
modes.

Age-varying premiums are preferred because income no longer increases with
length of life after retirement, but expenditures do. This fact suggests different pricing
principles before and after retirement age. In short, the optimal retirement income sys-
tem depends on the pattern of medical expenses (Enthoven 1993). Since medical
expenses might grow at a different rate from incomes, a more stable system might be
achieved by explicitly choosing separate systems for retirement and medical insurance
for retirement, rather than having age-independent health insurance premiums.

Often pricing does not protect individuals against the risk of drastically changed
premiums. This could be accommodated by requiring insurance companies to charge
the same rate to everyone (or everyone in a small number of risk classes based on
observables such as age), together with periodic open enrollment, which requires insur-
ance companies to accept anyone who wants to purchase insurance. However, this cre-
ates a large incentive to be part of a large (possibly self-insured) group in order to
escape the cross subsidization of less-healthy people lumped into the open enrollment
pools. This approach maintains the incentive for insurance companies to induce self-
selection, but it also maintains much of the large transaction costs associated with indi-
vidual insurance.

The inefficiency of average cost pricing leads supporters of managed competition
to want groups of companies to bid on the entire menu, although alternative cross-
subsidy rules can be used instead (Diamond 1992). Bidding by companies involves bid-
ding both on the cost of the package and on the price differentials associated with dif-
ferent policies.
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Health Insurance in Developing Countries

Developing countries have serious difficulties financing and providing health care to
their populations. Many governments provide preventive and curative services to their
citizens through special programs and government-owned facility networks. In many
countries, the public sector pays for a significant proportion of the cost of curative care.
For the most part, outlays are directed to hospital-based services, which tend to favor
relatively well-off population groups residing close to urban hospitals, while large seg-
ments of the population have little or no access to health care of any kind. Often health
ministries own and run the facilities, which are financed through general tax revenues.
However, financial crises resulting from economic downturns during the 1980s reduced
budgetary support for many public health systems. Insufficient spending combined with
productive and allocative inefficiencies and inequitable distribution of benefits plague
government services, leading to deterioration in quality (World Bank 1998). Cost-effec-
tive public health and primary care services usually receive less priority and are the first
to be sacrificed when budgets are reduced. Stock-outs, queues, low productivity and
high lengths of hospital stays are a few of the symptoms of this situation.

Health Insurance as a Financial Mechanism

The governments of developing countries realize they cannot afford to pay for all types
of health care services for their entire population. Faced with the prospect of decreas-
ing or eliminating the provision of some services, many are exploring alternative cov-
erage and financing systems. Attempts are being made to alleviate financial crises
through risk sharing, but more information is needed on which schemes have been suc-
cessful in extending coverage and solving economic problems and which schemes have
failed. Health insurance has emerged as a financial mechanism with perhaps the best
potential to achieve financially sustainable health care provision.

Stylized Facts about Developing Countries

With the exception of several Latin American countries, risk-sharing schemes cover a
small segment of the population in developing countries and an even smaller proportion
of low-income households. In 1987, the World Bank estimated that approximately 15
percent of the population in developing countries (excluding China) participates in a
health insurance scheme. In comparison, private and government-mandated risk-sharing
arrangements cover 80-100 percent of the population in industrial countries. The
schemes in most developing countries protect relatively well-off civil servants and private
sector workers residing in urban areas and participating in the formal economy.

Apart from Cuba, which has a National Health Service, only three countries in
Latin America (Argentina, Brazil and Costa Rica) have health insurance coverage for 80
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Chapter 3 139

percent or more of the population.9 However, coverage may not necessarily mean that
services are equally available. Coverage extends to about half the population in Mexico,
Panama and Uruguay, and to more than a quarter in Bolivia and Venezuela. In the
remaining countries, coverage includes only 10 percent or less of the population. By no
means do all of these countries extend the same rights to the spouse and children of
the insured person. Several provide only maternity care and pediatric care for depend-
ents. Coverage is more easily provided for the employees of larger establishments,
which tend to be concentrated in urban areas. Even in urban areas, those excluded
tend to be the self-employed, domestic servants and itinerant workers.

The obstacles to expanding rural coverage include much lower levels of earnings,
geographic dispersion, less formal employment conditions and more extensive self-
employment and seasonal employment. Most important of all, some schemes have
become too costly to extend on the same basis with tax subsidies to cover the whole
population. Thus, the remaining population must depend on poorly financed and
staffed services provided by ministries of health. Population coverage of state-affiliated,
compulsory social insurance systems in Latin America range from 6 percent in the
Dominican Republic to nearly 80 percent in Costa Rica (McGreevey 1990). But social
insurance schemes cover less than half of the population in 12 Latin American coun-
tries. Moreover, within-country coverage may vary considerably, with a heavy concen-
tration of enrollees in large urban areas (Mesa-Lago 1989).

Private insurance covers a small but growing proportion of the population in Latin
America, varying between 3 and 10 percent for most countries; exceptions are 20 per-
cent in Brazil, 35 percent in Uruguay and 16 percent in Chile (La Forgia, Griffin and
Bovbjerg 1993). The poor are usually not covered through Latin American social insur-
ance schemes, in part because these systems exclude the participation of low-income
households whose main source of income is derived from self-employment, informal
sector activities, traditional farming, temporary work and domestic employment (Mesa-
Lago 1992). In several countries, a significant share of the economically active popula-
tion may participate in these activities. Chile, Costa Rica, Ecuador, Mexico and Panama
have attempted to extend social insurance coverage to low-income groups.

In Asian countries, social and private insurance schemes combined cover an
insignificant proportion of the population, usually less than 3 percent (Griffin 1992;
International Labour Office 1990). However, insurance schemes cover 66 percent of
the population in China, 47 percent in Korea, and 3 8 percent in the Philippines. Health
insurance has developed slowly in India, as resources have become available for doing
so in particular states. In absolute numbers, a social insurance scheme in India is one of
the largest in the developing world, providing protection to over 27 million people, but
coverage represents only 4 percent of that country's population (ILO 1990). South

9 Based on La Forgia, Griffin and Bovbjerg (1993) and World Bank (2002).
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Korea has introduced health insurance for the urban employed population and has
provided rights to those with low incomes in urban areas; the problem of covering the
remaining half of the population in rural areas remains to be solved.

Insurance coverage is even less prevalent in Africa. Social insurance schemes exist
in three countries: Kenya, Mali and Zambia. Insurance is an important actor in the
health sector only in Kenya, where 11 percent of the population is covered. Private
insurance schemes exist in Nigeria, but less than 1 percent of the population is enrolled
(Vogel 1990).

The lack of well-developed insurance markets in most developing countries is
almost a pure case of incomplete markets. Governments can help to resolve the caus-
es of incomplete markets by, among other possibilities, using their purchasing power,
considerable institutional and organizational resources, and exclusive ability to develop
a legal and regulatory framework for markets. They can also create and underwrite re-
insurance plans, temporarily subsidize private activities that are not economically viable
in the current environment, improve the operation of capital markets, and control the
legal and financial resources required for communications and transportation
infrastructure. Governments have used these tools in other sectors, but they have
responded to market problems in the health sector by providing health services or health
insurance directly through a public care delivery system (La Forgia, Griffin and Bovbjerg
1993).

The problems of adverse selection, moral hazard and high administrative costs
make insurance infeasible although the existence of traditional risk-sharing devices is an
indicator of the underlying demand for insurance. Social financing—in the form of pay-
roll taxes earmarked for health care or worker compensation, community health funds,
employment-based insurance or health components within social security systems—has
been a politically popular method for raising large sums of money for health services
in many different settings. Market advocates believe that cost recovery should be incor-
porated into the agenda for financing publicly provided health services (Tirole 1994;
Berman 1995). Governments' attempts to solve risk problems through social financing
must be viewed in terms of their effects on economic efficiency and equity.

Table 3.2 provides a schematic overview of the health insurance schemes in 15
developing countries. The appendix to this chapter describes the schemes in detail for
five countries.

Efficiency and Equity: How Different Concepts Lead
to Different Results

The literature on health insurance tends to confuse the meanings of the terms efficiency
and equity. This section refers to the six main categories developed in chapter 1. The
aim is to clarify whether emphasizing different types of efficiency and equity influences
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ChapterB 143

the design of health insurance systems. Box 3.3 applies the methodology of this study
to the case of health insurance in Zaire.

Efficiency

Chapter 1 developed the concepts of efficiency in production, coordination and allo-
cation. This section looks at how these concepts of efficiency impact the design of
health insurance, making reference to managed competition in industrial nations and
to social insurance schemes in developing countries.

Efficiency in Production

In order to "produce efficiently," the private health insurance market needs to avoid
policy-induced distortions. Some economists suggest that a way to do this is by aban-
doning the system of tax-financed social insurance because it would lead to under-
funding. According to its supporters, private insurance avoids selection problems by
minimizing price competition and by using fee-for-service as a payment mechanism
(Newhouse 1996). A public or private insurance plan or an HMO would contract with
hospitals. An employer, a coalition of employers, or the government would contract
with the health plans. The change in health care spending would reduce the loss that
results from the excessive consumption of health care induced by low co-insurance
rates. Shifting to a major risk policy could reduce aggregate health spending signifi-
cantly; the reductions would be greatest among higher-income individuals (Feldstein
and Gruber 1994).

According to those who support government-financed insurance, the market does
not necessarily produce in an efficient way because it does not take advantage of
economies of scale. Taking administrative expenses into consideration implies taking
advantage of returns to scale through group design rather than individual arrange-
ments. 10 Public delivery avoids the problem of transferring administrative costs to the
consumer. Administrative costs make insurance premiums higher in the private health
market and they will not correspond to actuarially fair contracts in the ideal perfectly
competitive market (Arrow 1991; Culyer 1971). Furthermore, the market has failed to
produce the best product at the least cost for two reasons. First, price-inelastic demand
is compounded by the lack of incentives to reduce the price and cost of health plans.
Second, insurance firms inevitably end up competing for the best risks rather than cut-
ting costs and improving the quality of care (Diamond 1992; Newhouse 1996).

10 The administration of health insurance is expensive and inadequately managed in a model of ideal insurance with
premiums equal to expected benefits. It is estimated that roughly 12 percent of the revenue of the U.S. health insur-
ance industry goes to administrative expenses (Division of National Cost Estimates 1987, table 21).
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144 Health Insurance

Box 3.3. The Methodology Applied to the Case of Health Insurance
in Zaire

Efficiency

In Zaire, efficiency in production is the underlying concept of efficiency.The country's insurance
schemes have few ties to the central government and are sponsored by relatively autonomous
government administrative units, the health zones. In addition, individuals who wish to receive
coverage under a plan must obtain a referral from a health center or health post. This require-
ment helps to achieve efficiency in allocation and deters self-referral to and excessive and inap-
propriate use of hospitals, hence saving resources for better alternative uses.

However, efficiency in allocation is not completely addressed because the program does
not pay specific attention to efficiency in coordination. In fact, despite the referral requirement,
the zero price faced by salaried employees combined with the hospital's financial incentive to
collect the cost plus co-payment for this group result in significantly higher utilization levels.
Enrollment is voluntary, but to avoid adverse selection, if one member subscribes, all family
members must enroll. In general, the lack of clarity about the type of efficiency to be pursued
hampers clear implementation.

Equity

Equity in access and equity in capabilities are the main (implicit) goals.The Bwamanda insurance
plan has achieved relatively important levels of coverage (about 60 percent of the eligible pop-
ulation, but distant subpopulations obtain considerably less) among low-income rural popula-
tions. An affordable premium, acceptable quality of care, investment in community education
and outreach activities, and efficient administration explain the broad coverage.

However, the program does not explicitly address equity in capabilities. Access inequities
persist between the insured and uninsured populations, and between different segments of the
insured population. Salaried employees, representing about 5 percent of zone population, pay a
cost-plus fee. As stipulated by law, employers pay both the premiums and co-payments for this
group. Imperfect information represents a problem, hampering efficiency in allocation and hence
equity in capabilities. Salaried employees are four to 20 times more likely to be hospitalized, rep-
resenting 5 percent of the population but 17 percent of hospitalizations. Nonsalaried insured
patients have the second-highest utilization rates; they are from two to seven times more like-
ly to receive hospital care than their uninsured counterparts.

Source: La Forgia, Griffin and Bovbjerg (1993);World Bank (2002).

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapter3 145

Supporters of social insurance say that income distribution fosters adverse selection
in individual and small group markets, which are characterized by high turnover. The
income distribution problem could be overcome by direct regulation of the insurance
market, income redistribution, or a combination of both. High turnover, a phenome-
non that occurs due to lack of information, increases costs and affects productive and
allocative efficiency. One way to solve this problem is to increase efficiency in coordi-
nation by screening out people who take advantage of this turnover. When the deliv-
ery is managed by social insurance, there are few alternative health insurance policies
because there is a small menu or a single policy.

Pauly (1980) shows that in the United States, fees above the competitive fee gave
providers an incentive to induce imperfectly informed patients to consume more serv-
ices than fully informed consumers, and that the incentive to overservice increased with
the fee. Consistent with this finding, Chassin and others (1987) find that among the
three commonly performed procedures in the fee-for-service system, a sixth to a third
provided zero or negative clinical benefit. Thus, the market system seems to produce
the treatment of a given medical problem inefficiently. The trade-off between selection
and production efficiency tilts sharply in favor of minimizing selection.

Opponents of social insurance think that even if there is some demand-side cost
sharing, social insurance weakens consumers' incentives to search for a cheaper and
better-quality plan. Over time, individual preferences over policies will change as tastes,
medical technology, incomes and health status change. Since individuals do not have
choices about insurance plans, there is no efficient pricing for choice of plan.

According to the supporters of managed competition, competition among insur-
ance companies guarantees quality and low cost. When insurance companies bid on
the entire menu of policies and not on separate items, competition among alternative
basic insurance options is based primarily on productive efficiency and individual pref-
erences over different ways of managing care and not on the attempt to attract the best
risks. This does not mean that managers of the alternative branches of the single insur-
er would not like to attract the better risks, but the incentive to do so would be great-
ly diminished. The U.S. insurance market has changed in that direction. More than half
of American employees now have a choice of insurance plans at their place of employ-
ment, with the employee paying part or all of the plan's incremental premium (Pauly
1980; Diamond 1992). Thus, unlike the traditional health insurer for whom price com-
petition was overwhelming, the integrated plan now faces price competition in the
costs of medical care. As a result, plans have stronger incentives than before to produce
efficiently as well as to select good risks.

Rising drug costs, low productivity and underutilization of installed capacity, and
patient dissatisfaction are problems of efficiency in production that can be addressed
through the introduction of choice, competition for scarce resources, and regulation of
drugs and providers. Health insurance schemes in Mexico, China and the Philippines
provide examples of efficiency in production.
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146 Health Insurance

In Mexico, per capita expenditures of the General Coordination of the Plan for
Depressed Zones and Marginal Groups (COPLAMAR) are significantly lower than
other social insurance schemes and government health service systems. For example,
the Ministry of Health and the Mexican Social Security Institute spend six and nine
times, respectively, more per capita than IMSS-COPLAMAR. The direct delivery sys-
tem depends on highly motivated recent graduates of medical schools. Absenteeism
and work shirking are uncommon in part because of the isolated location, vigilance by
the communities and constant supervision. Personnel turnover has become a problem,
however.

In China, in general, for the schemes for which information is available, per capita
spending on health has escalated significantly.11 This increase is related to the retro-
spective fee-for-service system and general absence of co-insurance common to all
schemes. In addition, government pricing policies contribute to the diffusion and use of
high-technology hospital services, which in turn contribute to higher costs. The gov-
ernment sets prices for pre-1950 treatments and drugs at 1950 costs (below current
costs), while new treatments are apparently set above costs. This practice provides an
incentive to hospitals to expand the range and increase the volume of newer treat-
ments.

In the Philippine Medicare system in 1990, although Medicare represented only 3
percent of total health expenditures, it covered 38 percent of the population.12

Medicare has accumulated relatively large reserves in part because of low reimburse-
ment levels, limited benefits and low administrative expenses. There is increasing pub-
lic pressure to extend population coverage and raise benefit levels. In the Philippine
Medicare-HMO tie-up, perceived quality is considered high because few tie-up
enrollees have opted out of the program. Although the tie-up HMOs own and
operate health care facilities, they also contract services to a large number of affiliated
facilities. The HMOs are sophisticated operations that have installed several cost con-
tainment measures. All hospitalizations as well as expensive diagnostic services require
prior authorization. The HMOs employ gatekeepers that monitor all hospitalizations of
tie-up members at affiliated facilities. The tie-up is profitable for the two HMOs partic-
ipating in the program. This relates to low utilization rates, which in turn result from
effective controls, a young and relatively healthy membership, and reverting of cata-
strophic cases to the regular Medicare scheme.

11 Based on La Forgia, Griffin and Bovbjerg (1993) and World Bank (2002).

12 Based on La Forgia, Griffin and Bovbjerg (1993) and World Bank (2002).
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Efficiency in Coordination

In health, it is commonly accepted that the perfectly competitive norm is difficult to
attain because of pervasive and irreducible uncertainty, which often results in the
absence of many health markets. Imperfect information limits the creation of health
markets and prevents the automatic mechanism of efficiency in coordination.
Information is the cornerstone of market coordination (Hayek 1978).

According to private insurance supporters, it is vital to establish competition
through incentives in order to give consumers—young and old, healthy and sick, rich
and poor alike—real power of choice. There is efficient coordination when, in deciding
how much health insurance to offer, the price of a product can be set according to mar-
ginal cost.

According to the supporters of public delivery, the advantages of competition are
contingent on perfect information, which is exactly what the insurance market lacks.
Moral hazard and adverse selection will increase insurance costs, the lack of informa-
tion will limit the action of the market mechanism, resources will be poorly allocated,
and the poor will not be covered. Perfect information is the prerequisite for efficiency
in coordination.

Supporters of social insurance share this view. In practice, when individuals decide
how much health insurance to purchase, they do not behave according to free market
theory. Among other things, people will not switch from plan A to plan B to save $20
a month in premiums because they fear exclusions based on "the fine print" (Diamond
1992). Consequently, some form of socialized medicine is required. The perfect infor-
mation assumption is required for perfectly competitive economies, but greater com-
petition in the health market is impossible due to the absence of a market mechanism
that allows the coordination activity.

Efficiency in coordination can be achieved by defining the rules for switching poli-
cies and for how much to charge new policyholders after the change. Moreover, it is
important to define the division between basic and supplementary policies and their
pricing; these are ongoing problems requiring continuous revision. According to public
intervention supporters, this is a natural role for government.

In managed competition, the insurance company and the group negotiate premi-
ums for basic coverage for the entire group, preserving the options of considering alter-
native bids, rejecting the current company if it offers inadequate service, and opening
bidding only to other companies (see Diamond 1992). The chosen company will have
some cost advantage over rivals. A semi-autonomous government agency monitors
quality and handles complaints about the insurance company (quality assurance). This
agency also helps the insurance company with cost containment and sets minimum
standards for the insurance options offered. The funds received by the insurance com-
pany come partially from the insured and partially from the semi-autonomous govern-
ment agency, which redistributes funds across groups on social insurance principles.
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148 Health Insurance

The market mechanism in its coordination activity should guarantee that the premium
paid by an individual varies according to choice of insurance policy, location (reflecting
cost differences across locations in wages and rental charges) and possibly individual
characteristics. Although the premium can vary according to the criteria described,
assignation to a particular group should not vary, except in given circumstances. There
is a tendency to combine policies if insurance companies differ in access to different
providers (an important part of competition) and if creation of new companies attracts
low-risk clients.

In general, efficiency in coordination refers to clearer information policies (for
example, functional referral systems) and organizational and institutional incentives to
avoid the typical problems of incomplete markets. Health insurance programs in
Thailand and Chile illustrate efficiency in coordination.

In Thailand's community financing schemes, there is some evidence of adverse
selection and moral hazard in health card schemes. Utilization of curative care servic-
es by cardholders is higher than for the general population, and families with ill mem-
bers appear more likely to purchase a card. From a different perspective, the health
card fund may encourage use of ambulatory facilities, decreasing the flow of self-
referrals to district hospitals. In addition, even if membership in a fund provides
discounts for family members, the fees charged for outpatient services in public
facilities are already low. This situation may discourage the purchase of health cards.
For example, the price of a family card, permitting curative care for six or eight
episodes, was US$12. But the median patient charge in health centers for patients
without a card was only US$0.40.13

In Chile, the Social Security Institutes (Institutos de Salud Previsional, ISAPREs) use
a number of devices to reduce losses due to moral hazard and adverse selection,
including co-payments, risk screening and use of actuarial tables to establish rates.
Competition among open ISAPREs for enrollees provides incentives to reduce costs
and raise quality. The National Health Fund (Fondo Nacional de Salud, FONASA)
relies on a voucher-based cost-recovery system that permits enrollees to select three
levels of care according to their income and need. Although there are no limits on uti-
lization, the high co-payment inherent in the voucher system may act as a deterrent to
unnecessary use. Providers redeem the vouchers, originally purchased by the patient,
for cash. This system has eliminated several abuses, such as fraudulent claims, that were
prevalent in the former fee-for-service reimbursement system.

13 La Forgia, Griffin and Bovbjerg (1993); World Bank (2002).
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Chapters 149

Efficiency in Allocation

Arrow (1963) lays out the difficulties of resource allocation in medical care. The health
market economy deviates from the norm of a perfectly competitive economy because
it lacks a fundamental characteristic: complete markets for all current and future com-
modities indexed by date, place and state of nature. For this reason, health care is very
costly and tends to diverge from the minimization of opportunity costs. In the end, it
is possible that resources will be allocated inefficiently not only within the health care
sector, but at the aggregate level of national resources.

For example, nearly all the Organisation for Economic Co-operation and
Development (OECD) countries are devoting a rising share of their gross national
product (GNP) to medical care. The United States is in the lead in this type of expen-
diture. In 1960, the mean share of GNP going to health expenditures in OECD coun-
tries was 3.8 percent; in 1970, it was 5.3 percent; and in 1985, 7.4 percent (Schieber
and Poullier 1989, table 1). Between 1960 and 1987, nominal health spending in the
United States grew 34 percent more rapidly per year than did nominal GNP. In
Germany, this elasticity was almost the same (33 percent more rapid growth). Other
countries had substantial growth in the share going to health, with France, Italy and
Japan having between 20 and 25 percent more rapid growth, and Canada and the
United Kingdom at 14 and 17 percent, respectively (Schieber 1990, table 1). Although
growth has recently slowed in many OECD countries, it is still unclear whether the
share has stabilized.

According to the supporters of private insurance, if there were a single policy with
no choice, a Pareto improvement would be made by introducing choice. If there were
any alternative that would be accepted by some group when priced at or above the
marginal aggregate cost, then offering that alternative would involve a Pareto gain
(Diamond 1992; Wilson 1977). Of course, it is not always the case that there is an
acceptable price that covers marginal cost. Switching to an alternative policy involves
both utility gains and cost increases. For any price differences that occur when switch-
ing policies, those with utility gains in excess of the price difference will certainly switch
policies. If the average cost increase from the switching population is less than the price
difference, then switchers are better off, nonswitchers are unaffected, and the resource
constraint has been eased. Thus, there is a Pareto gain. This analysis assumes that the
aggregate distribution of insurance choices has no impact on the costs for a single indi-
vidual. This is not a fully appropriate assumption in health insurance, although it helps
in isolating some of the issues.

According to the supporters of government-financed insurance, the insurance
market is subject to information problems that can result in a noncompetitive equi-
librium (Rothschild and Stiglitz 1976; Wilson 1977). Given that it is impossible to
achieve a fully satisfactory allocation of resources in medical care, the government is
best positioned to do a better job and it can only try to optimize allocation against a
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150 Health Insurance

background of shifting conditions. The government must be involved in the allocation
of medical care expenses across the population (including tax-financed benefits and
tax expenditures). This involvement has to be independent from the pursuit of a uni-
versal coverage system.

According to the fundamental theorems of welfare economics, efficiency in allo-
cation is achieved when a competitive equilibrium is Pareto efficient. According to pub-
lic intervention advocates, the Pareto optimum in health is of little practical relevance
given the lack of any ethical consensus nationally or internationally on distributional
issues.

Choice does not necessarily lead to efficient allocation. In particular, the use of
average cost pricing combined with wider choice (for example, going from a single
choice to a pair of choices) could result in a Pareto worsening. In the case of adverse
selection, the use of underwriting is part of the problem because it increases the dif-
ferences across risk pools.14 The design of policies is another way in which self-
selection can be induced to generate similar problems, with some policies being more
attractive to healthy individuals (Diamond 1992).

Another source of problems for an optimal resource allocation is the problematic
relationship between renewal and job mobility. Some of these problems stem from the
high labor mobility present in certain countries. For example, in the United States, it is
estimated that close to seven million workers move either into or out of employment
each month (Diamond 1992). In some cases, the adverse selection problem of insur-
ance purchase is naturally transferred to the employment process. Workers may seek
out jobs specifically for the expected benefits of the available health insurance.
Switching jobs because of insurance has adverse efficiency implications that are not
present from switching jobs in order to have better working conditions. This process is
detrimental not only to health insurance companies and employers, but also to the
economy as a whole because people are not being suitably matched to their jobs.
Insurers and employers have been trying to protect against such practices by limiting
coverage of preexisting conditions. The downside of such practices is that they prevent
renewal. These problems are typical in individual or small group insurance systems.
However, as long as health insurance is significantly linked with employment, these
problems will persist in large groups (even if reforms of the small group market were
to take place).

According to its supporters, managed competition has a large role in lowering
opportunity costs. In fact, this system induces the insured to take more risks when
choosing a health insurance plan (major risk policies), which reduces the excess con-
sumption of health services and increases aggregate economic efficiency. Increased effi-

14 Underwriting is the technical term for screening applicants in order to determine risk class and acceptability,
including the possibility of refusing to sell to individuals because they are not viewed as profitable given the risk clas-
sification and rates used.
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Chapter 3 151

ciency depends on demand elasticities and the degree of risk aversion. With modest
values of both demand sensitivity and risk aversion, Feldstein and Gruber (1994) find
that shifting to a major risk policy would raise aggregate national efficiency in the
United States by $34 billion a year. Thus, greater demand sensitivity and/or greater risk
sensitivity could lead to larger gains. The analysis is limited to the population under age
65. It takes into account the impact of switching from existing coverage to a policy with
a 50-percent co-insurance rate and a limit of spending 10 percent of income on out-
of-pocket expenditures, as well as several alternative combinations of a high co-insur-
ance rate with a limited out-of-pocket payment.

According to its supporters, managed competition generates the large groups that
are necessary for efficient provision of insurance. Group formation is compatible with
different approaches to organizing insurance: it avoids disrupting the flow of labor to
its most efficient uses. Group formation is also compatible with a wide range of alter-
native financing patterns and with alternative mechanisms for quality assurance and
cost containment. The combination of competition, private markets, government rules,
the flexibility of insurance organization and the efficiency of relying on large groups
makes managed competition attractive. Furthermore, this approach presents a balanced
mix of political and individual decisionmaking in determining health expenditures;
political decisionmaking becomes dominant for basic coverage, while individual choice
becomes dominant for supplemental coverage.

In a case study from Panama, allocative efficiency was not an explicit priority; deci-
sionmaking was based on political criteria and motivations and not on the efficient allo-
cation of resources. In Panama, the integrated systems have invested heavily in (often
unnecessary) high-technology equipment while underfunding primary health care
interventions. Investments were fueled by the general curative orientation of the Social
Security Fund (CSS), which dominated the decisionmaking process, and by the
demands of specialists whose ranks increased significantly during the post-integration
period. Because of government financial constraints, the Ministry of Health was unable
to maintain its contribution to the rapidly expanding service system. By the early 1980s,
the CSS was financing two-thirds of recurrent costs and nearly half of capital invest-
ments. Faced with its own liquidity crisis in the mid 1980s, the CSS reduced its financ-
ing of integrated service delivery and increased outlays to nonintegrated Panama City
and to services to which only the insured had access (for example, subsidized inpatient
care in private hospitals). The government was unable to fill the gap and the quality of
care deteriorated rapidly.

Equity

According to free market supporters, clear legislation should guarantee access to insur-
ance services. If law and order are guaranteed and discriminatory practices are avoid-
ed, then purchasing and selling without regulation is a prerequisite for equality in
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opportunity. This view assumes a particular account of distributive justice: individuals
judge for themselves and participate in the market process.

Supporters of public delivery stress that public intervention is required to deal with
physical externalities that are Pareto relevant. Opponents also recognize this fact
(Buchanan and Stubbeline 1962). Since access to and consumption of health care
undoubtedly generate externalities, public intervention is justified. Moreover, to the
extent that health care is privately financed, the variance in income will result in
unequal access to health care. Free market economists neutralize this argument by stat-
ing that if affluent individuals are able to purchase greater privileges, it is because they
deserve them. Depending on the concept of equity, full protection of the whole pop-
ulation is a long-term objective or an immediate objective.

Equity in Access

One of the problems of the medical insurance market is the trade-off between effi-
ciency in production and the selection of consumers (Newhouse 1996). Efficiency in
this case means least-cost treatment of a patient's medical problem, holding quality con-
stant. The selection of consumers refers to the action of the agents on either side of the
market to exploit risk heterogeneity, with the result that some consumers may not
obtain the insurance they desire. There may be a trade-off between health care servic-
es (quantity and price) and the extent of coverage of the population. Individuals who
are bad risks are more likely than the good risks to demand insurance at a given price.
However, with no way of telling a good risk from a bad risk, insurance companies will
set their premiums to reflect the average risk of all the insured. As a consequence, some
of the good risks may not buy insurance because the price will be above what they
would be willing to pay.

According to supporters of government-financed insurance, rationing health care by
price alone disproportionately affects low-income groups who have less discretionary
monetary power. Even the smallest deductible could cut them off from access. Under
the free market scheme, insurance companies have incentives to design their benefits,
fees and marketing strategies to attract only wealthier, healthier, lower-risk adults. As a
result, only lower-risk individuals may be able to obtain insurance. Moreover, when
prices come into play, even affluent individuals would cut back on global medical
expenses, not only on care for minor illness, but also on drugs, ambulatory care and even
chronic illnesses. In particular, preventive health care is the first to be cut although it
happens to be the most cost-effective measure for the health status of the entire popu-
lation. Rationing preventive care through price will not result in savings for individuals
(especially the poorly educated) or society. According to economists who support pub-
lic intervention, the issue of access boils down to a problem of prioritizing the search for
a method that guarantees universal access rather than prioritizing the methods of cost
control (Diamond 1992).
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Chapter3 153

Under the scheme of managed competition, the objective of universal access should
be taken into account at the moment of deciding the applicability of cost recovery. This
approach is needed more and more because of the growing class of expenditures and
the increased availability of expensive diagnostic tests and treatments. When the insur-
ance package is offered, the division between basic and supplemental policies needs to
reflect the ability of society to refuse some medical care ex post to those who did not
select supplemental coverage. Even with medical benefits, some services are not worth
the cost. According to Diamond (1992), the presence of a large distinction between
basic and supplemental policies is of some help. High-cost treatments, which are too
expensive for the basic plan, would fall under supplementary policies.

Korea and Chile provide examples of equity in access in health insurance pro-
grams. In Korea, the policy design was focused on universal insurance coverage, which
has proven difficult to achieve. Inequities remain in terms of geography, utilization and
finance. The low per capita supply of physicians and facilities has meant that access to
health care in rural areas is significantly less than in cities. Utilization rates by the insured
are more than twice the rates of the uninsured. Co-insurance rates, the sum of co-
payments and deductibles, are among the highest in the world, at 40-62 percent for
outpatient services and 20 percent for inpatient care.

In Chile, social insurance systems cover about one-fourth of the population. By
law, the ISAPREs are required to offer a basic package of services covering primary and
hospital care. Most offer a set of plans that contain additional benefits, smaller co-
payments and fewer exclusions. ISAPRE members are comparatively high users of
health services, averaging nearly twice the number of outpatient consultations than
their uninsured counterparts. ISAPRE members spend nearly five times more on health
care than users of the public system. Because of the generally lower co-payments, in
1990, the medical consultation rate per enrollee was 4.4 percent higher in closed
ISAPREs than in open ISAPREs. Enrollees in FONASA can receive care at public facil-
ities at level I prices. Most private providers are affiliated in level III care. Specialists are
concentrated at this level. However, even level III prices are considered too low for pri-
vate hospital care. Most enrollees seek inpatient care in public facilities.

Equity in Capabilities

The guarantee of a minimum health standard is necessary for equity in capabilities
because a person who is not sufficiently healthy is not positively free. The state has a
natural role in dealing with this issue because redistribution may be necessary to guar-
antee a minimum health standard to all. Since individuals do not have a single lifetime
intertemporal budget constraint, the debate is whether premiums should vary with age.
According to egalitarians, income-varying premiums are preferred to age-varying pre-
miums given that the life-cycle pattern of earnings and public intervention is needed to
design an optimal system. Moreover, if the health sector were unprepared for an exten-
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154 Health Insurance

sion in the demand for services, additional funds would simply inflate the price of
health services without improving use.

In a social health insurance system, protecting everyone in the population against
the financial burden of health care in case of sickness is an expression of social soli-
darity. There are many examples of countries with established social health insurance
systems that do not include certain groups. In Korea, coverage started with employees
of big firms; later, small firms were included, followed by other population groups, such
as the self-employed. In Germany, self-employed people, civil servants, military per-
sonnel and priests are not covered by social health insurance. In the Netherlands,
employees with wages over a certain limit are excluded.

According to supporters of managed competition, the consequences of individual
actions or public choices cannot be viewed only in terms of utility and welfare. They
should be viewed through the wider concept of fullness and self-realization. Indeed, the
ability to perform a function is valuable regardless of the utility that the actual per-
formance of that function may bring.

Costa Rica and Uruguay provide case studies of equity in capabilities in social
health insurance systems. In Costa Rica in the mid 1980s, the government established
a social welfare program, known as state insurance, that covered the indigent, unem-
ployed and other groups not covered by the Social Security (CCSS) system. In theory,
the government reimburses the CCSS for curative services provided to groups covered
under the state insurance scheme. To obtain health care, Costa Ricans not covered by
the CCSS must obtain coverage through the state insurance program. This can be a
laborious process involving considerable delays that may reduce access. Without enroll-
ment in either the CCSS or state insurance schemes, a person can be denied both
Ministry of Health and CCSS services. By 1990, nearly the entire population had access
to health care, and approximately 85 percent were insured through the CCSS. Groups
covered by the CCSS social insurance health program include urban and agricultural
workers, the self-employed, pensioners and domestic servants. The remainder are cov-
ered through social welfare and public health programs.

In Uruguay, the social security system enables the Instituciones de Asistencia
Medica Colectiva (lAMCs) to provide a standard package of benefits to enrollees, usu-
ally at a negotiated price.15 Although individual and group plans are regulated to an
undetermined extent, premiums and benefit plans vary. The LAMCs must provide the
mandated comprehensive package of services either through their own network of
physicians and facilities or through contracts with others.

15 The lAMCs originated from the mutual aid societies founded by occupational and immigrant groups in the mid
1800s to cover social risks. Their functioning is similar to HMOs in the United States.
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Chapters 155

Equity in Results

Libertarians believe that individuals should be allowed to choose among expensive cor-
rective or life-extending medical measures. According to the free market approach,
rationing medical care is not a problem because there are explicit rules and supply lim-
itations. For example, luxury features such as private hospital rooms would be allocat-
ed on a price basis, with coverage depending on purchase of supplementary policies.
In short, pricing would be used for rationing. According to this view, it is appropriate
to design different insurance packages that have different degrees of access to expen-
sive treatments and diagnostic tests.

With respect to group distribution, supporters of the market prefer the differentia-
tion of groups by age rather than income. Liquidity constraints make an age-varying
pattern seem attractive. There is a trade-off between equity in access (same price inde-
pendent of expected cost) and adverse selection.

In order for public delivery to guarantee equal health outcomes, health plans could
be provided according to each person's needs. Even supporters of public delivery make
some distinctions regarding risk behavior and health status. According to them, people
should insure their risks over time, preserving the price link between future insurance
costs and behavior, but not between future insurance costs and random outcomes.16

The Croatian health system provides an example of how an approach that favored
equity in results is running into problems. A payroll tax, with some supplemental financ-
ing from general revenues for high-end tertiary services, finances the program. The pay-
roll tax approach, although quite workable under Soviet and Eastern European socialist
systems (with large state enterprises and full-employment guarantees), is creating prob-
lems in transition economies. As Croatia moves to a new, market-based economy, the
payroll tax could distort the labor market, hurt job formation and discourage capital for-
mation. Small and medium-size firms are the engines of economic growth.17 They often
face intense competition, an incentive to avoid payments, thus hurting compliance and
collection of revenues. In addition, the payroll tax is often regressive, further distorting
the goals of the government's policy to maintain equity and social solidarity.

To counteract these emergent issues, new and more diverse sources of financing
must be identified and considered both for reasons of equity and sustainability. Some
options include the value-added tax, general revenues or new dedicated taxes such as
a tobacco tax. In the shorter term, co-payments might be restructured, both as a source
of revenue and as a disincentive to the overuse of health services. At present, formal

16 "That is, we want higher premiums for smokers and hockey players, not necessarily for those who have contracted
lung cancer or bad knees." (Diamond 1992)
17 Most new jobs will be created in firms of 50 or fewer employees, as in OECD countries (Croatian Institute for
Health Insurance 1999).
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156 Health Insurance

co-payments are only a very small share of revenues, perhaps as low as 1 percent,
although informal payments comprise as much as 20 percent of system revenues
according to some estimates (Croatian Institute for Health Insurance 1999).

Ecuador provides another example. Its Seguro Social Campesino (SSC) spending
per enrollee is about one-fifth of the outlays per enrollee by the higher-level social secu-
rity institutes (I ESS). This difference is reflected in the types of services offered by the
two schemes and in utilization. For example, outpatient visits by IESS enrollees are
triple the average rate of their SSC counterparts.

Concluding Section

Because of its contribution to the health of citizens and its role in the allocation of
health resources, the design of a health insurance system has a significant influence on
efficiency and equity. There are different ways of organizing risk-sharing mechanisms,
pricing medical services, and adapting to changes in technology; each of these alterna-
tives will have an impact on the effectiveness and fairness of the health system. Thus,
an optimal design for health insurance delivery has to deal explicitly with efficiency and
equity.

In general, insurance systems have emerged in every country as a result of the
peculiarities of health care markets (market failures and inherent characteristics) and
government policy. However, different concepts of efficiency and equity can lead to
different policy designs of health insurance systems, thus bringing about different
results. The following issues must be taken into consideration: population coverage;
definition of the benefit package; organization of health insurance; provider payment
mechanisms; cost estimation and control; financing; administration and management;
individual choice; the insurer's ability to discriminate; and the extent to which admin-
istrative costs (including advertising and commissions) should be passed on to the
insured.

This chapter has considered three ideal types of health insurance systems: private
insurance, government-financed insurance and social insurance. Private insurance,
based on a free market, individual decisions and private opportunity costs, has its con-
ceptual roots in classical liberalism. According to this view, individual sovereignty and
negative freedom have to be protected because they provide the backdrop for market
activity. Private health insurance is hence voluntary, administered by an insurance com-
pany or other private agency, and has provisions specified in a bilateral contract. Table
3.3 shows the typical private insurance preference for efficiency in production and
equity in access, which will result in multiple funds (privileging choice, competition and
profits, and avoiding bureaucracy). Full protection is a long-term objective, so that only
those who pay are guaranteed coverage. Normally, there is a qualifying period before
an individual is allowed access to benefits, and people with existing diseases or chron-
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Chapters 157

ic illnesses can be excluded. The risk mix privileges good risks and the premium is relat-
ed to age and risk. The benefit package is set after a check of morbidity patterns. Co-
payments are frequently used: the patient pays for the service and gets a refund from
the insurance provider (that covers all or part of the cost). The payment of providers is
usually on a fee-for-service basis, with bonus payments as an incentive to achieve the
objectives.

According to egalitarians, the provision of health insurance should be state-
managed, should reach all individuals according to their needs (without any kind of dis-
tinction), and should grant coverage for the large majority of health problems and
illnesses. Tax-financed insurance, based on public opportunity cost, considers health
insurance a public good and government pays for services out of general revenues.
These value judgments have an impact on the practicalities of policy design (see table
3.3). For example, tax-financed insurance will provide a standard benefit package and
will relate its contributions to regional availability of infrastructure.

According to welfare liberals, the state must step into the delivery of health insur-
ance with various means to protect the public interest and to provide a minimum of
health services, in particular for the poor. Social insurance systems pay for health serv-
ices through contributions to a health fund; the restricted number of funds is due to
the clear preference conferred on efficiency in allocation. The most common basis for
contributions is the payroll, with contributions from both employer and employee.
Contributions are based on ability to pay and access to services depends on need. The
health fund is usually independent of government, but works within a tight framework
of regulations. Usually, the health fund is a government body, the insurance is manda-
tory to guarantee a good risk mix, and coverage responds to solidarity principles (gov-
ernment subsidies cover the health cost of certain groups) because full protection is the
immediate objective. The risk mix does not discriminate between good and bad risks,
and the premium is normally related to wages, taking into account the ability to pay.

The analysis in the chapter has been supported by examples of managed compe-
tition and social financing in developing countries. Managed competition is of interest
because it is the central feature of several proposals to restructure the health care sys-
tem. It addresses the dual concerns of rising health care costs and universal health insur-
ance coverage. Table 3.3 indicates that with managed competition, health insurance
should be provided through large groups formed by the government, which can use its
power of compulsion on a geographic basis. There would be multiple large groups in
any given area to promote the conditions for competition. The presence of a single
fund would guarantee lower administrative costs and an easy-to-monitor system, offset
the monopoly power of physicians and remove adverse selection. Moreover, the health
fund is normally an independent body. Private insurance should be preserved in order
to maintain current incentives to explore managed care options. The risk mix would be
balanced in order to include good and bad risks. Transfers guarantee equity in access
and equity in capabilities, whereas incentives for the self-employed to enroll offset
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Chapter 3 161

adverse selection. Co-payments are used to prevent moral hazard and guarantee effi-
ciency in production. The premium has contribution ceilings and government subsidies
cover investment costs to influence resource allocation (such as construction of hospi-
tals). The payment of providers is normally done with fee schedules and controlled
prices.

The governments of developing countries realize they cannot afford to pay for all
types of health care services for their entire population. Faced with the prospect of
decreasing or eliminating the provision of some services, many are exploring alterna-
tive coverage and financing systems. Health insurance has emerged as the financial
mechanism with perhaps the best potential to achieve financially sustainable provision
of health care. The policy design is normally influenced by the implicit concepts of effi-
ciency in production and equity in capabilities (table 3.3). Scarce or limited funds
administer mandatory insurance. Full protection of minimum needs is the immediate
objective; hence, coverage is intended for the whole population. The risk mix includes
good and bad risks and the premium is related to wages or income. A minimum stan-
dard benefit package is set and providers are paid with co-payments and/or capitation.
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162 Health Insurance

Appendix. Health Insurance in Practice

This appendix lists the types of private health insurance and describes examples of
managed competition. It also provides case studies of health insurance in practice in
five developing countries.

Types of Private Health Insurance

Private health insurance normally covers the major items listed below. These policy pro-
visions should be considered as typical, not universal or invariant.

• Regular medical. Such contracts indemnify the insured for expenses such as a doc-
tor's home or office visits, medicines and other medical expenses.
• Major medical. These contracts are distinguished from other health insurance poli-
cies by offering coverage without many specific limitations; usually there is only a
maximum per person, a deductible amount and a percentage deductible. The per-
centage deductible is called co-insurance, under which the insured usually pays 20
percent of each medical bill above the deductible amount.
• Hospitalization. Hospitalization insurance indemnifies for room and board in the
hospital, laboratory fees, use of special facilities, nursing care and certain medicines
and supplies. Contracts contain specific limitations on coverage, such as a maxi-
mum number of days in the hospital and maximum allowances for room and
board.
• Surgical. Surgical expense insurance covers the surgeon's charges for given oper-
ations or medical procedures, usually up to a maximum for each type of opera-
tion.
• Dental. This type of insurance, usually sold in a group plan and sponsored by an
employer, covers dental services such as cleanings, fillings and extractions, and may
partially cover crowns, bridgework and dentures. Most policies contain relatively
low annual limits of coverage as well as deductibles and co-insurance provisions.
Some policies limit benefits to a percentage of the cost of services.
• Disability income. Disability income coverage provides periodic payments when
the insured is unable to work as a result of accident or illness. There is normally a
waiting period before the payments begin. Definitions of disability vary consider-
ably. A broad definition requires only the inability to perform the duties of the indi-
vidual's usual occupation. A more strict definition requires that the individual be
unable to perform each and every duty of his or her regular occupation for a given
period, say two years, and thereafter be unable to perform the duties of any occu-
pation for which he or she is trained or experienced.
• Long-term care. This type of insurance has been developed to cover expenses
associated with old age, such as care in a nursing home or home care visits.
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Chapter 3 163

Although it is relatively new, long-term care insurance is already attracting strong
interest because of the rapid growth of the elderly population in Europe and the
United States. Policies specify a maximum limit per day plus an overall maximum
benefit amount, with the result that the insurance typically covers expenses for a
maximum of four or five years in a nursing home. A common provision is a 20-
day waiting period before benefits begin. Some policies exclude certain conditions,
such as Alzheimer's disease, and do not cover custodial care. For an additional pre-
mium, some long-term care policies offer an inflation provision, which increases
the daily benefit by some percentage, such as 5 percent a year.

Examples of Managed Competition

This section presents two examples of managed competition: the Dutch reform and
Diamond's (1992) proposal to create a Health Fed.

The Dutch Reform

In the mid 1980s, the Dutch health system provided compulsory coverage of unusual
medical expenses for all residents.18 Compulsory coverage of normal medical expens-
es was provided to around 60 percent of the entire population (based on an income
criterion) and to civil servants, who made up around 5 percent of coverage. Private sec-
tor insurance accounted for the remaining 35 percent of the population (the wealthier
end of the income distribution). In addition, those already covered by the public plans
could also purchase supplementary private plans. Although the system had merit, it was
plagued by the following problems: a fragmented funding structure, lack of incentives
to encourage cost consciousness and efficiency, inadequate coordination of health and
social services, and inflexibility of the system due to excessive regulation (Ministry of
Welfare, Health and Cultural Affairs 1988). Major reforms were needed. In March
1987, a government-appointed committee published a report recommending the intro-
duction of compulsory basic health insurance organized through regulated competition
by private insurers. As a consequence, since 1989, a gradual restructuring of the Dutch
health care system has been taking place and new laws on the relationships between
insurers and providers have been promulgated.

In the new system, the government designed a benefit package of compulsory
basic insurance to cover more than 95 percent of all medical costs. An income-based
premium covers at least 85 percent of the aggregate insurance cost, with the revenue
going to the Central Fund. The remaining 10 to 15 percent of cost is covered by a flat
premium paid directly by the individual to the insurance company of his choice (see

18 The main source for this section is Diamond (1992).
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appendix figure 3.1). The Central Fund pays premiums to the chosen insurance com-
panies based on expected medical costs. Thus, insurance companies receive payments
from individuals and from the Central Fund. Insurance companies must charge the
same rate for the individually paid portion and must have open enrollment on a two-
year cycle. Insurance companies negotiate with providers of medical care and set a flat
premium. They compete for individual insurees through the level of the flat premium
and the combination of choice of medical care providers and rules covering access to
medical services. The government reduces the incentive to seek low-risk individuals
through risk-related payments from the Central Fund, open enrollment rules and a gov-
ernment-designed benefit package.

Compared with mandatory group coverage, the Dutch approach has more choice
across insurance companies for individuals, with presumably greater administrative
costs, including advertising and commissions. The cross subsidization across companies
from the Central Fund is based on average cost considerations rather than on the mar-
ginal optimization considerations possible with a short menu from a single insurer. By
having such a large fraction of expenses covered by the basic plan, policy design in
terms of what services are covered is done by the government rather than through a
mechanism that involves both the government and the market. In addition to demand
organization, the importance of this distinction depends on the degree of direct budg-
eting usage or supply controls.

A critical question is the degree to which insurance companies will waste resources
in the continuing quest for better risks. There are two dimensions to this problem. First,
insurers can affect selection through directed advertising and by varying the ease or dif-
ficulty of purchasing a policy. Second, insurers can design coverage with specific details,
such as the selection of specialists. Moreover, the government formula for payments to
insurance companies could fall considerably short of the ability of insurance companies
to identify good risks. Thus, the incentive for selection will remain sizable. There is
another basis for concern in the differential willingness to switch insurance companies
based precisely on health considerations. That is, those individuals in good health are
usually those who tend to least value their ongoing relationships with medical
providers. Evidence for such a correlation with switching has been observed in the
United States in the tendency to switch from basic coverage to both HMOs—where a
single institution provides primary care—and preferred provider organizations (PPOs)—
where choice among primary health care providers is limited (Strumwasser and others
1989).

Diamond's Proposal: A Health Fed

In Diamond's (1992) proposal, the government would create a Federal Health
Insurance System, modeled on the Federal Reserve System, that divides the entire pop-
ulation of the United States into many large groups for administrative advantages and
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Appendix Figure 3.1.The Dutch Health Insurance System

to avoid selection problems (see appendix figure 3.2). Regional and central offices
would have some independence and some political accountability. Such a Health Fed
would have a precise role in group formation, organization, support and insurance
selection, cost containment and quality assurance. The groups would replace employ-
ment-based groups, individual insurance purchase, and the option of being uninsured.
This organization would also replace the care portion of Medicaid, although a residual
need for financial help for the poor with premiums, co-insurance and deductibles
would remain.

The Health Fed would organize families into groups of between 20,000 and
200,000, and their composition would vary both within and across locations. Groups
should be large enough to take advantage of the economies of scale in insurance
administration, but small enough so that most areas will have a number of independ-
ent groups, possibly being serviced by different insurance companies in order to allow
yardstick competition. Some groups should be small enough to guarantee that compe-
tition among insurance companies is not limited to giant companies. Groups should
have a geographic base to permit HMO and PPO options.
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166 Health Insurance

Changing location and marriage are events that could trigger the shift of individu-
als between groups, with reassignment done by the Health Fed. Further reorganization
would be done in response to the effects of the passage of time. To ease the transition,
groups could initially be formed around current employment groups and HMO
enrollees. Similarly, the creation of insurance groups would allow insurance companies
to know the makeup of the group in terms of important characteristics (age, gender,
location and prior medical conditions) without having to evaluate the health status of
individuals in detail. All these factors form the basis for the economies of scale that
come from group operations.19

Under Diamond's proposal, there would be three types of interactions: between
the Health Fed and insurance companies, between individuals and their insurance com-
panies, and between the Health Fed and individuals. Individuals would deal with their
insurance companies much as they do now. Complaints about the services offered by
insurance companies could be expressed to the Health Fed as well as to the compa-
nies directly. A central office would deal with complaints about how a particular Health
Fed office handles a group. The presence of multiple groups would keep open the abil-
ity to contrast the quality of performance of different Health Fed offices as well as dif-
ferent insurance companies.

To avoid the necessity of enacting annual legislation, the Health Fed should have
earmarked revenues. Direct legislation to affect expenditure growth is an option.
Different political authorities would make different types of decisions.20 For example,
division between basic and supplementary plans would affect the choice of what to
cover. Without such a division, some other mechanism would be needed to determine
the circumstances under which services are considered too expensive.

Health Insurance Schemes in Selected Developing Countries21

Health Insurance in China

During the 1980s, China implemented economic reforms that have shifted away from
health care financed and delivered through collective-based insurance and publicly
financed facilities and services. The public share of health expenditures has decreased
significantly.

19 The existing institutional analog for these groups is the creation of mortgage-backed securities by the Federal
National Mortgage Association (Fannie Mae), securities created by pooling large numbers of individual mortgages
into groups. Investors can purchase shares of the mortgage pools, examining the characteristics of the set of mort-
gages in the pool, but not troubling to evaluate individual mortgage borrowers in detail.
20 "One can consider the possible differences between locating the division between basic and supplemental poli-
cies in legislatures or in an analog to the Federal Open Market Committee, which directs short-run monetary poli-
cy." (Diamond 1992)
21 Based on La Forgia, Griffin and Bovbjerg (1993) and World Bank (2002).
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Appendix Figure 3.2. Diamond's Proposal to Create a Health Fed

FUNCTIONING. Five health insurance schemes cover about one-fourth of China's popu-
lation. The Government Employee Insurance System (GEIS) is for government work-
ers financed from general tax revenues. The Labor Insurance System (LIS) covers
workers and their families in state-owned enterprises. Private insurance plans cover
employees of private firms and workers hired under employment contracts. The
Collective Insurance System (CIS) provides coverage for county-level enterprises. And
the Rural Cooperative Insurance System (RCIS) covers rural farmers through the for-
mer production brigades.

Dependents are not covered by the GEIS scheme; they are only partially covered
by the LIS and CIS. The RCIS scheme, once the largest insurance program in Asia,
appears to be dysfunctional in many areas as rural residents increasingly pay out of
pocket for health services. The collapse of the RCIS is the principal reason for the
observed decrease in health insurance coverage since 1980.
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168 Health Insurance

FINANCING. Currently, the system is characterized by provider self-financing (through
user fees and, to a lesser extent, insurance) and out-of-pocket spending by individuals.
User fees are the principal source of financing for public facilities. The largest insurers,
GEIS and LIS, cover care for primary members and do not require co-payments or
deductibles. The absence of a referral system results in higher spending and the use of
hospitals for common illnesses. The CIS requires a 20-30 percent co-payment and
places ceilings on the total amount of benefit payments. RCIS enrollees are entitled to
free care and drugs provided at the village health station. However, this plan pays only
half the bill for services provided at county and city facilities if the patient is referred.
All public facilities depend on fees to cover their recurrent costs and operations, and
are increasingly taking on features of private business. The state subsidizes capital invest-
ments.

Health Maintenance Organizations as a Substitute for Social Security
in the Dominican Republic

In the Dominican Republic, in part because of the perceived low quality of care, teach-
ers rejected enrollment in the Dominican Social Security Institute (IDSS) and pressured
the government to help finance and manage an HMO. As a result, the teachers' union
and the Ministry of Education formed the HMO insurance scheme SEMMA (Seguro
Medico para Maestros) through a collective agreement.

FUNCTIONING. SEMMA provides medical services to primary and secondary school
teachers and is financed through premium payments. It contracts private providers
through a capitation system. Providers generally include hospitals and their associated
physician groups. In the Dominican Republic, most private hospitals are linked to physi-
cian groups that in turn have formed HMOs, known as igualas. In general, the purpose
of a facility-linked HMO is to channel volume to the physician owners. SEMMA tends
to contract facilities that operate an iguala or that are at least under contract with one,
but does not contract igualas directly. Instead, it contracts hospitals or physician groups
that have experience with pre-payment plans. In 1990, SEMMA contracted more than
60 facilities located throughout the country to provide services to enrollees.

FINANCING. The government contributes 75 percent and the remainder is deducted
from the teachers' salaries. In 1990, SEMMA's enrollment reached more than 103,000
teachers, dependents and retirees. The plan covers a comprehensive package of out-
patient and inpatient services at about half the premium charge by other igualas for a
similar package. However, SEMMA members have more limited choice of providers,
greater restrictions on utilization, and higher co-payments for some services than
enrollees in other igualas. SEMMA capitates all affiliated facilities to provide the servic-
es stipulated in the benefit package. Each teacher must select one facility at which to
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Chapter 3 169

receive all benefits; the choice applies to the teacher's family. Once a year, teachers
have the option to change providers.

SEMMA is attractive to providers because of the large volume of enrollees, espe-
cially in urban areas. However, many providers find the low premium unattractive.
Providers compete for SEMMA enrollees, especially in large cities. Some providers
have profited from SEMMA contracts while others have cancelled their ties to
SEMMA because of their inability to contain costs. The performance of the more suc-
cessful providers results from efficient utilization management, perceived high quality
of care by members, the large volume of enrollees, and relatively low compensation for
physicians.

Peasant Social Security in Ecuador

In Ecuador, higher-level social security institutes (IESS) make up a large and generous
social security system that covers mostly urban workers in the formal sector. In 1969,
the government founded an organization dependent on the IESS, the Seguro Social
Campesino (SSC), to provide social insurance coverage to low-income traditional farm-
ers and their families. Since its founding, the SSC has increased coverage from 3,000 to
nearly 700,000 enrollees. In 1992, it covered approximately 14 percent of the rural pop-
ulation. However, the SSC has fallen short of its goal of achieving one million enrollees.

FUNCTIONING. The SSC operates more or less autonomously from the IESS, with a sep-
arate budget, administrative apparatus, facility network and personnel. Unlike the IESS,
the SSC covers the entire family. Members are enrolled in the SSC through local organ-
izations including cooperatives, agricultural farms, producer associations, traditional
community groups and organizations established by community groups for the specif-
ic purpose of SSC affiliation. General practitioners and nurse auxiliaries who staff small
countryside dispensaries provide basic curative and preventive services. SSC members
have access to (IESS) specialty and hospital services through a pre-authorization process
that may require a waiting period.

FINANCING. The family is the principal enrollment unit and the head of the household
is responsible for paying the monthly premium, a token payment representing 1 per-
cent of the minimum wage (less than US$1 in 1992). No user fees are collected and
drugs are distributed free of charge. Revenues derived from the premium are insignifi-
cant In theory, the SSC is financed through a tripartite arrangement based on the social
solidarity principle that the payment is divided in nearly equal shares among govern-
ment, employer and employee. However, the government is chronically negligent in its
contributions. Consequently, the SSC is entirely financed by employer and employee
contributions drawn from a 1-percent payroll tax assessed on the wages of IESS
enrollees and from other IESS funds.
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Kenya National Hospital Insurance Fund

In 1966, Kenya established the National Hospital Insurance Fund (NHIF), a statutory
scheme that provides coverage for inpatient care. The original objective was to allevi-
ate crowding in public facilities by providing middle-income groups access to higher-
quality private hospitals. Compliance with the mandatory affiliation law is lax in part
because the NHIF has little institutional capacity to monitor contributions or the eva-
sion thereof.

FUNCTIONING. The NHIF covers mainly salaried workers and their families. It excludes
persons over 65 years of age. The benefits covered include most inpatient services in
approved hospitals, nursing homes and maternity homes. Employers collect the contri-
butions through wage deductions and transfer them to the NHIF. Employers do not
contribute to the NHIF on behalf of their employees. However, most employers pro-
vide subsidies to defray out-of-pocket medical expenses. Reimbursement consists of flat
fees per bed-day that vary according to how the NHIF classifies a facility. Within a given
category, the same rate is paid regardless of the type or quantity of services provided.
The lowest rate applies to public hospitals and the highest to prestigious private facili-
ties in urban areas. In the latter facilities, the reimbursement rate may represent an
insignificant proportion of the total bill. In rural mission hospitals, however, the reim-
bursement rate is higher than the charges and may subsidize free care provided to the
poor.

FINANCING. The NHIF is financed through a payroll tax that is assessed according to
employee income. Income categories are used to determine the exact contribution. The
finance mechanism is progressive in the sense that those with higher incomes pay high-
er fees. Although there is no co-insurance, reimbursements are insufficient to cover
costs in most private hospitals. These facilities require payments from patients to make
up the difference.

Health Insurance in Korea

In 1977, Korea introduced statutory health insurance for industrial workers and their
dependents. It achieved universal coverage in 1989. Mandatory universal health cov-
erage is mostly self-financing, has improved access to health care for low-income
groups, and avoids adverse selection.

FUNCTIONING. Four insurance schemes cover approximately 90 percent of the popula-
tion. The Industrial Establishment Medical Insurance—which groups its enrollees into a
single insurance society—covers industrial workers and their families. Members of the
remaining three schemes are splintered into more than 300 nonprofit and noncom-
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petitive regional insurance societies that are organized along occupational, regional or
subregional lines. In particular, the Special Scheme covers civil servants, military per-
sonnel and private school teachers and their dependents; Rural Regional Insurance is
for farmers and fishermen; and Urban Regional Insurance covers the urban self-
employed and unemployed. The remaining 10 percent of the population, mostly the
poor and indigent, is protected by a government-sponsored medical aid program.

The Ministry of Health and Social Affairs is a heavy regulator. For example, the gov-
ernment often determines benefits and prices, but societies collect premiums and pay
providers and, to a lesser extent, decide premium rates. Most societies are small,
enrolling less than 200,000 members. Smaller societies and those with a higher num-
ber of low-income members tend to face higher health risks.

FINANCING. The insurance schemes are financed through a payroll tax that ranges
between 3 and 8 percent of wages. Contributions are shared equally among workers
and employers. In the Urban and Rural Regional Schemes, rates are based on family
assets and income. Only the Rural Regional Scheme receives a government subsidy. All
insured individuals face deductibles and co-payments. Co-payments are applied to all
groups regardless of income and may place a heavy financial burden on low-income
members. Under the government's medical aid program, the poor receive free care or
pay nominal fees.
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Conclusions

"We are a thread, and we want to know the whole cloth."
Gustave Flaubert

The analysis of efficiency and equity is a complex and slippery task. Nonetheless, this
study has focused on these concepts because they are too often poorly defined, which
tends to give rise to confusion in policymaking. Generally speaking, equity is the
absence of inequalities in opportunities among individuals, and efficiency is the most
cost-effective way to manage a process while maintaining the lowest opportunity cost.
However, there is no consensus in the literature on a precise definition for these two
terms, and the various nuances that do exist often depend on implicit value judgments
stemming from specific and varied ideologies.

Social policy design and results depend on policymakers' underlying ideological views
about freedom, equality and human behavior in general. These views lead to different
conclusions regarding distributive justice and the roles of the state and the market.
Consequently, concepts matter: the interpretation given to efficiency and equity in
social service delivery plays an important role. Clarity in the initial concepts of effi-
ciency and equity is the cornerstone of the argument in this book, which has aimed to
demonstrate how different initial concepts can bring about varying approaches to pol-
icy design, which, in turn, yield different options and lead to different results.

The analysis has focused on the following concepts of efficiency and equity:

• efficiency in production
• efficiency in coordination
• efficiency in allocation
• equity in access
• equity in capabilities
• equity in results.

4
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174 Conclusions

Different Views, Different Concepts

Libertarians, welfare liberals and egalitarians each have a different perception of what
efficiency and equity mean. Economists with implicit or explicit policy views close to
libertarian ideology are more concerned with efficiency than with equity. They focus
on efficiency in production and efficiency in coordination. They use the Pareto criteri-
on for efficiency in allocation because they do not consider redistribution a priority. In
terms of equity, they advocate equity in access because they believe that giving equal
access guarantees equal opportunity. Libertarians are not concerned with equity in
capabilities or equity in results by virtue of their ideological position. In fact, they
believe that guaranteeing negative freedom (law and order) is sufficient and necessary
for the establishment of a sound economy and a democratic society. There is a con-
sensus among such economists that competitive forces certainly lead to a high degree
of efficiency and that competition provides an important spur to innovation, which is
what really matters to them. When libertarians propose a social policy, they privilege
efficiency in production and equity in access in its design.

By contrast, welfare libertarians are equally concerned with both efficiency and
equity. They implicitly focus on efficiency in production and efficiency in coordination.
However, they are uncomfortable with the Pareto definition of efficiency in allocation
because they are concerned with redistribution. Welfare libertarians give much cre-
dence to the need for positive freedom as a precondition for effective equal opportu-
nity. Hence, they champion equity in capabilities because they believe that society must
provide a minimum level of education, health and other social services for each per-
son. According to neoclassical welfare theorists, positive freedom is the most important
type of freedom that a democratic society should pursue because it leads to long-term
economic growth. Once these preconditions are achieved, the market will produce a
more efficient and equitable solution. However, some of these economists have come
to recognize that there are some important instances where the market does not work
as perfectly as its supporters would suggest. When designing policies, welfare libertari-
ans shape policy options in favor of equity in capability because they consider it a pre-
condition for efficiency.

Economists with implicit or explicit policy views close to egalitarian ideology priv-
ilege equity over efficiency or, at least, they believe that the latter is heavily dependent
on the former. Their definition of efficiency focuses on both efficiency in production
and efficiency in allocation. They tend to overlook efficiency in coordination, consid-
ering it implicit in the planning of economic activity. Egalitarians are interested in equi-
ty in results in the delivery of social services. For example, they believe that all children
should achieve the same level of literacy and understanding of abstract concepts. In
health, it is important that all citizens enjoy "good health," the only acceptable output
of an efficient health care system. Egalitarians are concerned with access to schools,
books, hospitals, doctors and medicine insofar as these are instruments for improving
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measurable results, such as literacy rates and infant mortality. Egalitarian-minded econ-
omists design social policy that is oriented toward equity in results, which can be
reached through efficient planning.

The book has analyzed how the confusion in describing the concepts of efficiency
and equity influences analytical statements about a trade-off between the two. The
debate between prioritizing efficiency over equity or vice versa is a long-lived dispute
in economics and at times these two concepts have been considered dichotomous
objectives. A trade-off is the logical consequence of the common position that there is
a priority given to one objective over the other.

Vouchers in Education

The debate about vouchers has not produced any definite conclusions because econ-
omists cannot even agree on the definitions of efficiency and equity and, generally,
have based considerations on the topic on conflicting predictions. Moreover, in mak-
ing judgments about the effects of vouchers, policymakers do not know many things,
including the effects of choice on learning and the level of education at which choice
is most appropriate. It is nonetheless important to render the topic intelligible because
different concepts of efficiency and equity do bring about different policy criteria that
generate different approaches to policy design. In short, they influence the practicality
of implementing choice and the administration of public institutions and private edu-
cation suppliers; therefore, they generate different results in terms of the impact of
vouchers.

Decisions about whether the state should support not only public but also private
and religious schools, and whether the government should set common rules in order
to maintain quality or favor school independence depend on implicit concepts of effi-
ciency and equity. These decisions also have an effect on supply-side responses to inter-
ventions on the demand side. For example, in Chile and Colombia, private education
suppliers emerged and expanded because of vouchers. In the Netherlands and
Sweden, public institutions reformed in order to attract choice pupils. What is remark-
able is that different results have been achieved by applying different criteria of effi-
ciency and equity. Thus, it is important to note here as a conclusion that in conducting
policy design, value judgments need to be made explicit.

In terms of education delivery, different ideological positions have different inter-
pretations of efficiency, result in different policy objectives, and achieve different goals
in terms of equity. Explicit objectives in terms of access, capabilities and results will help
in developing the appropriate options to obtain the right impact.

Education is at the crossroads of two sometimes antagonistic interests: the need to
have common values in a democratic society and the right of people to choose expe-
riences, influences and values for their lives. In economic terms, the question is how to
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176 Conclusions

reconcile individual desires and social needs in the delivery of education. The unsolved
dilemma that underlies the voucher debate is that for some, individual choice is more
important than the requirements of society; for others, it is the other way around.
Advocates of choice assume that the social purpose of education is satisfied when fam-
ilies choose education on the basis of their own tastes and judgments. Their view of
efficiency stresses efficiency in production, whereas efficiency in allocation and effi-
ciency in coordination will be addressed only if policies save resources and justify the
absence of state intervention. In terms of equity, advocates of choice focus on access
because they believe that access already implies parity of opportunities. Equity in results
is not an issue for them because everyone will get what they deserve. Negative free-
dom informs their ideological framework.

Advocates of a common education experience believe that students should have
shared schooling. They say that a common background is essential for democratic and
participatory societies because it preserves and supports political, social and economic
institutions and enables democratic changes. Their view of efficiency stresses efficiency
in allocation; efficiency exists when resources are allocated where their opportunity
cost is at its lowest point and this can be achieved through state intervention. Efficiency
in production and efficiency in coordination are important only if they take into
account opportunity cost. From this perspective, equity centers on capabilities and
results. Equal opportunities exist only when everyone is able and empowered to
achieve the same results. Education systems should strive for positive freedom.

School choice is probably more than just an education issue and education choic-
es should be seen in the larger social, political and economic context. The challenge,
therefore, is to provide a common experience that also allows for some choice (Levin
1991). Financing mechanisms need to be more transparent, and have an accurate bal-
ance between direct, demand-focused subsidies and indirect, supply-side subsidies. The
main problem with supply-side subsidies is that they can create serious distortions in
public expenditures; they have disproportionately spilled over to the middle and upper-
income groups, bringing the system toward inequity.

Health Insurance

The purpose of insurance is to protect individuals against unexpected expenses.
However, the presence of insurance alters the behavior of the insured in ways that
increase the expected magnitude of losses. Designing the optimal insurance policy there-
fore involves balancing the gains from protection against the losses that result from the
distortion of behavior. Medical care is commonly discussed in terms of access (equity in
access), quality (efficiency in production and efficiency in allocation) and cost.

Libertarian economists think that the private sector could achieve important results
because of the free market's powerful role in achieving efficiency. Egalitarians think that
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Chapter 4 177

public delivery is more appropriate under both the equity and allocative efficiency
points of view. In fact, public intervention (regulation) can guarantee equal access and
a minimum of health to every citizen by providing health care for everyone and mini-
mizing administrative costs through the use of economies of scale. Welfare liberals pre-
fer managed competition, believing it combines the best of the two previous systems.
Supporters of managed competition believe that although the role of markets is fun-
damental, there is still considerable scope for further public intervention to improve
quality. When health insurance delivery is regulated through managed competition, the
concepts of efficiency and equity reflect a combination of the other two positions.

There are several fundamental choices to be made in the design of health insur-
ance. In particular, the design will depend on whether the scheme is mandatory or vol-
untary, the choice between a single fund and several funds, and the definition of the
ownership of health funds. A mandatory system would have improved risk pooling and
would avoid some incentives to free ride. In addition, it would be difficult to use a vol-
untary system to meet health policy goals.

A critical decision is whether to set up a single fund or several funds. Using a sin-
gle fund reduces administrative costs, is easier to monitor, is likely to offset the monop-
oly power of physicians and other providers, and removes the incentives for selecting
only good risks. With a single fund, it is possible to ensure greater efficiency in alloca-
tion and equity in access. The disadvantages of having only one health fund are that
subscribers have no choice of insurer, which eliminates the possibility of competition
and weakens efficiency in production. In addition, a single fund can become ungainly,
difficult to manage and overly bureaucratic.

Efficiency in production privileges multiple funds. However, even if there are mul-
tiple health funds, it is difficult to achieve genuine competition (Normand and Weber
1994). In Germany, for example, there are many funds, but they serve particular
sections of the community and many people do not have real choice of insurer. To
understand the practical difference between efficiency in production and efficiency in
allocation, a clear distinction must be made between the strong argument for using
market mechanisms and competition in the provision of health services and the weak-
er argument for competition among funding organizations.

The option of having several funds may become more attractive as a country's
number of subscribers increases and the economy develops.' However, a single fund
can achieve economies of scale in the collection and management of health fund con-
tributions. The main point is that choice and competition will not necessarily offset the
advantages of simplicity and economy of scale. The option of having several funds
should thus be treated with caution.

1 In richer countries, more people will be able to afford the luxury of choice (Normand and Weber 1994).
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Health funds can be owned by private profit-making, private nonprofit-making, quasi-
public or public organizations. If health funds always operate within a clearly defined
policy framework, these distinctions are quite unimportant. However, the formal owner-
ship of the health fund or funds can be very important if the aim is to establish or license
organizations that are legally independent of government. This legal independence does
not reduce the need for a policy framework covering contribution rates, payment for
services and enrollment. And independence does not remove the need to seek ways of
containing costs in the health sector and managing the collection of contributions. Profit-
making organizations have strong incentives to be efficient, but some part of the premi-
um must be retained to pay the profit.

Managed competition is an alternative to pure market and state intervention mod-
els that combine government regulation with competition. Many health economists
worried about restructuring the health care system have proposed managed competi-
tion as a way to address both rising costs and access problems. Although supporters of
managed competition recognize that government intervention per se can create dis-
tortions, they also recognize that health markets need rules. These rules are established
to create incentives to achieve the highest standard of health at the lowest cost, thus
discouraging hidden agendas and taking stakeholders into account. Establishing such
rules allows the free action of the market to have positive effects. For the most part,
industrial countries have experimented with managed competition.

Little is known about the economic and institutional aspects of health insurance in
developing countries. As they attempt to alleviate financial crises by extending risk shar-
ing, countries need more information about the impact of insurance on the efficiency
and equity of health finance and delivery, and the institutional mechanisms used to
extend coverage and handle efficiency and equity issues.

The Importance of Efficiency in Coordination

This book has shown the importance of efficiency in coordination. The generation and
dissemination of information are key for effective delivery of health insurance. In per-
fectly competitive, full-information markets, efficient insurance contracts would easily
differentiate between different types of risks. The market would offer differential con-
tracts with actuarially fair premiums based on each individual's "riskiness" and would
fully insure the risks. This separation of risks, labeled cherry picking by public delivery
supporters, would thus be an essential feature of perfectly efficient contracts. However,
no contract that pools risks by charging a common premium for different risks would
be Pareto superior to these differential contracts.

With imperfect competition, that is, with imperfect information, there would again
be a separation of contracts, with full-insurance contracts to attract the high risks and
partial-insurance contracts (with deductibles) to attract the low-risk individuals. The

C
o

p
yr

ig
h

t 
©

 b
y 

th
e 

In
te

r-
A

m
er

ic
an

 D
ev

el
o

p
m

en
t 

B
an

k.
 A

ll 
ri

g
h

ts
 r

es
er

ve
d

.
F

o
r 

m
o

re
 in

fo
rm

at
io

n
 v

is
it

 o
u

r 
w

eb
si

te
: 

w
w

w
.ia

d
b

.o
rg

/p
u

b



Chapter 4 179

high-risk individuals would be as well off as in the case of perfect information even
under contracts devised to overcome adverse selection. The low-risk individuals would
be worse off. However, this does not imply that a politically enforced pooling contract
would be Pareto superior. Furthermore, in those cases where some pooling is Pareto
superior, it is likely that competitive insurance companies would offer a mix of con-
tracts, some of which could involve pooling.

Public delivery would require legislation to enforce a pooling contract and would
imply that low-risk individuals subsidize high-risk ones. Aside from distribution consid-
erations, there is no efficiency justification for these enforced transfers and enforced
pooling of all medical risks could be Pareto inferior. Given uncertainty, it is unlikely that
the technocratic design of an ideal system based on Walrasian general equilibrium the-
ory would replace the search for more Pareto efficient contracts through the market
(including pooling).

Under managed competition, the market is used as a mechanism to motivate com-
petition and achieve the lowest cost and highest quality. The design of the system
would be dedicated to maximizing efficiency in coordination and would avoid the
degree of moral hazard and adverse selection typical of free market solutions. State
intervention would guarantee equity and the formation of groups that avoid adverse
selection and are big enough to lower administrative costs.

Policy Implications of Different Concepts of Efficiency and Equity

This section reviews the policy implications of various combinations of efficiency and
equity. Although country experiences cannot be generalized to other contexts, they still
provide empirical evidence for the central thesis. For example, voucher design (table
2.5) and health insurance design (table 3.3) depend heavily on the chosen combina-
tion of efficiency and equity concepts. Table 4.1 shows how each combination results
in a particular type of delivery system. Analysis of the nine scenarios provides infor-
mation about the existence or absence of a trade-off between efficiency and equity.

Efficiency in Production and Equity in Access

The mutual reliance between perfect competition and efficiency in production is one
of the principal scientific arguments in support of economic liberalism, as long as equal
access to production processes is guaranteed. In this case, efficiency is a quality of a
process: being efficient means using the least amount of scarce resources in order to
obtain the greatest output. In this study, the primary objective of efficiency in produc-
tion has been the production of social services.

Equity in access guarantees that every individual has the same access as others to
the production process and that the rules that govern this process will be the same for
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Chapter 4 183

all (see table 4.1). Respecting the rules of the game means that the acquisition of inputs
and the transfer of information (and technology) have to be done using a valid title.
Policymakers that pursue these two objectives admit that all agents—the public sector,
the private sector, communities and families—can produce social services efficiently.

There seems to be no trade-off when pursuing efficiency in production and
equity in access in combination. It is the most common combination of concepts in
developing countries and, for example, has been pursued in the implementation of
voucher systems in Chile and Colombia (see box 4.1).

Efficiency in Production and Equity in Capabilities

Efficiency in production means that apart from the chosen process, no other process
exists that is capable, given unchanged inputs, of producing at least one more unit of
output (in this case social services) or of obtaining the same output using less (of at least
one) input. Equity in capabilities implies that all members of society must have the
same opportunities to develop their potential and the delivery of social services is
designed in a manner that accomplishes this objective. Hence, a minimum of health,
education and information must be provided to all people because they need these
resources (production factors) to achieve positive freedom (see table 4.1).

According to this view, equity in capabilities is the precondition for efficiency in
production. Redistribution is needed to change initial conditions and give everyone
these minimum levels of social services. Normally, economists who design social poli-
cy stressing these two concepts argue that all agents (public, private, community and
family) can produce social services if given the capability to do so in an efficient way.
Furthermore, they believe that efficient targeting of social expenditures can make a
country's social programs much more efficient and effective. Equity is a quality of the
result; efficiency is a quality of the process (effectiveness is a quality of the result). In
this combination of objectives, there is no trade-off.

Efficiency in Production and Equity in Results

The combination of efficiency in production and equity in results is used in social poli-
cies that have as an objective the optimal distribution of output so as to fulfill the needs
of all. Redistribution is the implicit course of action according to this view (see table
4.1). In terms of efficiency of production, not all agents can achieve the same results
even if they have been given the minimums. Agents with different abilities are like
agents with different degrees of handicaps (Dworkin 1981). In terms of production, the
extension of the concept of envy-free allocation is not immediate because one agent
cannot directly consume another agent's leisure. If one agent's consumption set is not
identical to another's, then the concept of envy-free allocation is not necessarily well
defined. Pazner and Schmeidler (1974) and Varian (1974) consider an economy in
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184 Conclusions

Box 4.1. Education Vouchers in Chile and Colombia

Qiife

Chile's voucher policy had as objectives the combination of efficiency in production and equity

in access. These implicit concepts had significant effects on the delivery of education and its

results. In particular, the Jack of consideration for efficiency in coordination and efficiency in allo-

cation brought about several distortions, and the absence of mechanisms to promote equity in

capabilities (or equity in results) had, in some cases, regressive effects.

Efficiency

The education reform introduced competition for students between schools. The implicit idea

underlying the reform was to pursue efficiency in production. Instead of the usual monopoly

model of public education, competition should increase efficiency in producing outcomes, which

in turn would influence school choice.This strategy was confirmed by the modality of unlimited

choice (open voucher), which favors competition. However, the value of the vouchers created

distortions because private schools got less than public schools, creating a difference in prices.
The overall cost of primary and secondary education in Chile has decreased considerably

since the reform. The real expenditures of all publicly financed schools decreased 25 percent
between 1981 and 1989. In addition, the overhead administrative costs of the Education Ministry

decreased. However, much of the decrease in education expenditures was the result of reduced

teacher salaries and the reduction in employment from 18,522 to 8,305 employees between
1981 and 1989. Expenses for textbooks and school lunches declined as well.

Subsidized-private schools appear to be more cost-effective than municipal schools.
Controlling for socioeconomic status, test scores are approximately equal in municipal and sub-

sidized-private schools, but the latter schools have lower unit costs. Additional expenditures in
subsidized-private schools yield slightly higher returns than those in public schools.

Although the unit costs of primary and secondary education have decreased since the

reform, the evidence in education outcomes is mixed, with some declines in test scores for all
types of schools between 1984 and 1988. The ambiguity of the achievement data makes it diffi-

cult to determine changes in efficiency in the use of resources. Moreover, Chile's stress on effi-

ciency in production may have harmed the allocation of resources. Cost-effectiveness improved

because education expenditures declined more rapidly than test scores over die past decade,

due to reductions in real school inputs. However, it is unclear whether this phenomenon
improved efficiency in allocation and whether the overall opportunity cost is optimal. Similarly,

the observation that test scores are higher and expenditures per pupil are lower in subsidized-

private schools compared with municipal public schools says nothing about the efficiency of
these school types in producing education. C
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Chapter 4 185

The reform did not take into account efficiency in coordination and did not uniformly dis-
seminate information.The result is that incentives for maximizing performance are more trans-
parent and direct for private schools than for public schools. The owners/directors of private
schools can directly benefit from the increased enrollments that result from better perform-
ance. The principal benefit to public schools from increased enrollments is reduced municipal
finance; public school managers may in fact find that increased enrollments make for extra work.

No action was taken to counterbalance the fact that mobility is not that high (students go
to schools in their jurisdiction), or that parents select private schools based on the character-
istics of their children. Since the demand for private schooling increases with socioeconomic
status, private schools have a continuing advantage in terms of student background characteris-
tics. No mechanisms were put in place to impede the change of status of a large number of
schools from paid-private to subsidized-private, resulting in a significant short-term increase in
government-financed education spending. No action was taken to balance the reductions in the
real value of the voucher that led paid-private schools to regain their earlier market share.

Equity

Chile's education reform identified as its objective equity in access. However, equity in capabil-
ities was also taken into account in the original objectives. In fact, as part of the stated objec-
tive of giving school choice to everyone, government regulations prevent subsidized-private
schools from using entrance examinations to select students. In addition, the voucher varies
among jurisdictions to compensate for differences in costs between levels of education and stu-
dent and community characteristics, including needs of the physically challenged.The purpose of

the central government's relatively large contribution (almost 90 percent of total financing) is
to ensure that all pupils receive a relatively high minimum level of school services.

However, the objectives of the reform were not fully accomplished. For example, despite
the voucher scheme, not all students in Chile can choose the school they attend. Of the total
of 325 municipalities, 234 have subsidized-private schools and only 72 have paid-private schools.
Both types of schools are concentrated in urban areas, where private school enrollments are as
high as public school enrollments. In 91 predominantly rural municipalities, students have no
choice but to attend public schools.

Equity in capabilities was not pursued in practice. The major criticism of the Chilean

voucher scheme is that it may lead to greater inequality of education opportunity among chil-

dren.The difference in values of the vouchers constitutes a problem because richer regions have
a higher value. For example, no action was taken to overcome the fact that students in subsi-
dized-private schools have home environments that are more conducive to learning and have a
higher level of knowledge upon starting school than do students in municipal public schools.The
formula that determines the voucher level does not adjust for the compensatory requirements
of poor or low-achieving children. In fact, the only extra resources those children receive are in

(Box continues on next page.)
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Box 4.1. (continued)

the form of free school lunches. The voucher financed by the central government provides a

high base level of minimum spending that either municipal or subsidized-private schools can

increase from other revenue sources. Despite the apparent equity of the basic voucher, inter-

municipal variations in fiscal capacity generate inequities in school expenditures per pupil.

No correction was made to counteract the evidence that within public schools the per-

formance of students with higher socioeconomic backgrounds improved and that of students

with lower socioeconomic backgrounds worsened between 1982 and 1988 (Winkler and

Rounds 1995). Education outcomes, as measured by repetition rates and mathematics and

Spanish test scores, differ greatly between public, subsidized-private and paid-private schools,

with public schools having the worst outcomes and paid-private schools the best outcomes.

Disaggregated achievement scores by four levels of household socioeconomic status show the

same ranking of performance by school type, controlling for average socioeconomic status in

the schools.The difference between municipal and subsidized-private schools, however, is small

compared with the difference in test scores between socioeconomic levels,

Colombia

Colombia pursued a voucher policy with the objectives of raising secondary school student

enrollment (equity in access) and increasing attendance, achievement and school completion or

graduation (equity in capabilities).The former objective was achieved more than the latter.3 The

only practical action that was taken to achieve equity in capabilities was to give vouchers for

private schools to poor students in areas with insufficient public school capacity. To receive

vouchers, students must be 15 years old or younger, come from the lowest two economic quin-

tiles, and have graduated from elementary school.

Efficiency in production was the other implicit goal of policymakers: the project was

designed to improve the efficiency of public schools through competition with private schools.

By 1995, only 87 schools had been chosen to participate, each in a municipality with at least

three secondary schools and a population of at least 10,000. In 1993, the average voucher cost

the government US$143.

Efficiency in coordination was overlooked because the reform did not clearly establish a

regulation policy. The program lacked controls on curricula, personnel and admissions; the

information policy was weak and the design of incentives was deficient. In addition, vouchers

did not cover cost fees, were not supplementable, and did not include transport add-ons. Thus,

it was difficult for the lower quintiles of the population to take advantage of the program.

a Overall, this voucher program was designed to reach 45 percent of Colombia's school-age population.The pro-

gram distributed 72,000 vouchers in 1992 and 25,000 each year in 1993-95.
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Chapter 4 187

Some municipalities have evaded their co-financing responsibilities, thereby putting the
future of the program in danger. As a result, the program has been beset by troubles.The prob-
lem of substitution is a major concern—students use vouchers to change schools so that over-
all enrollment has not increased.

In an effort to determine whether vouchers actually increased overall school enrollment
and influenced the education decisions of the poorest people, the government studied two sam-
ple populations—one that received vouchers and one that did not. Effects on achievement were
determined by comparing these two populations.The results show that the effectiveness of the
voucher program has been poor in terms of equity in results and efficiency in allocation. The
system reinforced the existence of two standards of education delivery. Private schools per-
formed relatively better than public schools in measures of grade-point averages, test scores,
attendance records, juvenile delinquency rates, rates of transition to tertiary education, and
rates of employment after leaving school.

which an individual's utility depends not only on consumption, but also on the num-
ber of hours worked. They find that it is possible that there may be no Pareto optimal
distribution of consumption goods and work hours that is also equitable in results.

Various possible solutions have been suggested to resolve the trade-off between
Pareto optimal allocation and equity in results (Pazner and Schmeidler 1976, 1978). One
proposal is to imagine an economy in which everyone shares equal property rights. This
may lead to the existence of allocation that is both equitable and optimal, but it makes
the skilled create wealth for those who are unskilled. Another proposal, suggested by
egalitarians, is that of a theoretical economy in which the utility distribution depends on
an equivalent allocation of consumption bundles. Pazner and Schmeidler (1978) show
that even in economies with production, there could be equivalent allocations that are
also Pareto optimal.

Efficiency in Coordination and Equity in Access

Efficiency in coordination is a quality of the process of transmitting and distributing
social services. Its primary objective is to streamline the mechanism for making choices
about scarcity. The more quickly and effectively prices carry the right information to
the right place, the greater this type of efficiency will be. When a policy privileges these
two objectives, equity in access means that the acquisition and transmission of infor-
mation and goods (within the market mechanism) have to be done respecting the rules
of the game, and the transfer of property among different subjects has to be done using
a valid title. There is no trade-off between efficiency and equity in this case. However,
a trade-off can exist when the market is not efficient because of distortions, which is
often the case in terms of social service delivery.
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Efficiency in Coordination and Equity in Capabilities

Efficiency in coordination is related to the market distribution mechanism. There is
efficient coordination when, in deciding how much of a social service to offer, the gov-
ernment or the private sector sets the price of a product according to the marginal
cost of producing one extra unit. In deciding how much of a social service to con-
sume, individuals equate the marginal benefit they receive from consuming one extra
unit with the marginal cost of purchasing an extra unit, which is the price they have
to pay.

In conjunction with efficiency in coordination, equity in capabilities means that all
members of society have the opportunity to participate in this mechanism (see table
4.1). There is a trade-off between these two concepts because the fact that no person
is allowed to fall below a socially specified minimum level of social service consump-
tion is incompatible with the market mechanism. Redistribution is not needed because
market theory, the framework of efficiency in coordination, assumes that agents are
rational. When the market is efficient, equity in capabilities implies a loss of resources;
when it is inefficient, it is under the control of pressure groups (efficiency in coordina-
tion is absent).

Efficiency in Coordination and Equity in Results

Efficiency in coordination could be defined as the efficiency of the market process; it
is achieved through the coordination of information and incentives. Since knowledge
must be dispersed, efficient outcomes can be achieved through coordination of eco-
nomic activity. When social policy designers pursue efficiency in coordination, it means
that social services must be provided and distributed through a mechanism of resource
allocation. Equity in results means that each participant in the distributive process is
entitled to receive an equal quantity of social services (see table 4.1). When combining
these two concepts, a trade-off exists because the market mechanism ends up exclud-
ing the less able.

Efficiency in Allocation and Equity in Access

Efficiency in allocation exists when a policy that is carried out within resource and tech-
nological constraints brings about the greatest satisfaction of human wants in the
provision of goods, information and services. This situation, a primary objective within
market theory, is described as the optimization of scarce resources. Equity in access
means that the procedures necessary to achieve efficient allocation (acquiring and
transferring information and goods) have been carried out respecting the rules of soci-
ety (for example, transfer of property must be done using a valid title). There is no
trade-off in the pursuit of these two policy objectives (see table 4.1).
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Chapter 4 189

Within this context, allocations that are both Pareto efficient and envy-free are par-
ticularly interesting because voluntary trade will not disturb them. An envy-free alloca-
tion is sometimes referred to as an equitable allocation and an envy-free Pareto efficient
allocation is often called a fair allocation (Varian 1974). Can a competitive equilibrium
characterized by equal division necessarily be an envy-free and efficient allocation?
Some believe that it can be because the first theorem of welfare economics guarantees
efficiency, and equal division (all agents have the same amount of wealth) guarantees
the envy-free property. Other types of allocative mechanisms may not necessarily pre-
serve the symmetry of equal division. For example, there are equal division allocations
in which some agents envy others.

The particular feature of equity in access is that it guarantees the possibility of
trade. In a competitive market, if all agents have the same trading opportunities, they
cannot prefer another agent's choices to their own once equilibrium is achieved
(Schmeidler and Vind 1972). For example, in countries where the demand for school-
ing may exceed the public sector's capacity to build and manage schools, vouchers rep-
resent a relatively inexpensive way to expand opportunities for children who, because
the public schools are oversubscribed, would otherwise be unable to enroll. Thus, the
policy issue may not be to make public schools compete with private schools as much
as to make better use of available excess capacity in the private schools.

Even if they do not raise total public and private enrollments, vouchers are bene-
ficial if they shift students from overcrowded public schools to private schools, thereby
easing the pressure on resources in public schools and possibly improving the capacity
of public schools to provide better-quality education. In addition, if private schools pro-
vide higher-quality services than do public schools, the shift could indeed increase
overall student achievement.

Efficiency in Allocation and Equity in Capabilities

Efficiency in allocation is a characteristic assigned to the distribution of goods. The dis-
tribution is efficient when no other distribution exists in which it is possible to increase
the utility of at least one agent without at the same time decreasing the utility of any
other agent. An allocation is efficient when nobody can gain from exchange. Allocative
efficiency results from the exchange of given quantities of consumption goods (final
outputs of individual productive processes), initially distributed in a different way
among economic actors. Unless there is some kind of distortion, not much room is left
for government intervention.

Equity in capabilities means that the only way to guarantee the same opportunities
to all members of society is by granting them the ability to use social services, for which
a minimum standard of living is a prerequisite. Consequently, a given quantity of social
services has to be received by each participant in the distributive process in order to
give them the capability of participating in the socioeconomic process. There is a trade-
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off between efficiency in allocation and equity in capabilities when they are both objec-
tives of a social policy because the first (inspired by neoclassical economics) does
not—with few exceptions—take into account that redistribution is needed to provide
everyone with the capability of enjoying positive rights.

According to their supporters, voucher systems need not define the way public
subsidies are distributed. They do not have to be universal as in the Chilean program,
in which any student can attend public or private school. Rather, they can be targeted
toward the poor as is the case in the Colombian program and in the Milwaukee,
Wisconsin (United States) system, or toward particular demographic groups as is the
case in the Bangladesh secondary school scholarship program for girls. When used
properly, targeting helps to avoid the problem that vouchers could constitute a net sub-
sidy of the wealthy by the poor (see table 4.1).

Efficiency in Allocation and Equity in Results

In this scenario, any resource allocation has to consider the attainment of efficiency and
the promotion of social justice. The juxtaposition of these two objectives is complex
because the value judgments associated with each objective are inherently antagonis-
tic. In theory, this situation occurs when there is a Pareto equilibrium in which every-
one has the same share of goods. The problem is how to get there. In fact, even if
traders start with equal allocation and make Pareto movements, they may end up with
unequal results, which according to equity in results is an inequitable allocation
(Feldman and Kirman 1974). In fact, if traders start at an equitable allocation and make
a Pareto move to a competitive equilibrium, they may end up at an allocation where
one envies another.

An efficient allocation of resources means that a reallocation of resources and/or
a rearrangement of production cannot increase net social benefit. This would indeed
seem to be an important aim for any economic system. However, an efficient system
does not necessarily imply a fair or equitable one, although an efficient system is
defined as one that produces the maximum net benefit for society. But the meaning of
maximum net benefit refers only to the overall level of net benefit for a given distri-
bution of income; it does not concern itself with the way benefits are distributed
between the individual members of society. The notion of equity is not dealt with by
the efficiency criterion in the way the latter is generally used by economists.

Equity in results implies redistribution (see table 4.1). Historically, there has always
been a trade-off between the allocative objective and the redistributive one. However,
some economists point out that it is not necessary to think of these two objectives in
terms of a trade-off because a trade-off would lead to a reduction in both efficiency
and equity. C
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Chapter 4 191

Suggestions for Further Application of the Methodology

The method of analysis used here could be developed for further research. For exam-
ple, it could be used to look at the quantity and quality of schooling under a voucher
system rooted in efficiency in production and equity in access in which government
subsidizes selected schools in strict proportion to enrollment. The results could be com-
pared with a program that pursues efficiency in coordination and equity in capabilities.
Evidence collected in several countries, provinces and states so far offers no clear
support for the predictions (see tables 3.2 and 2.2, and West 1996). An analytical appli-
cation of this methodology to individual case studies could reveal which forms of
voucher programs and health insurance have been most successful so far in terms of
education and health results.

Experience in all countries that have comprehensive health services shows that
problems in the health sector cannot be addressed without some level of government
involvement. Simple market solutions, which are common in other sectors of the econ-
omy, do not work well in the health sector due to a number of market failures. Before
plans for health insurance are developed in detail, health policy goals and targets should
be clearly stated. The insurance plans must be compatible with policy goals. Policy goals
must be stated at the level of overall objectives and in terms of targets associated with
these goals.

Concepts are very important when designing social policies. Policy options and
results arise from alternative concepts of efficiency and equity. Different concepts of
efficiency and equity generate different approaches in policy design that lead to differ-
ent options and results. In any case, a policymaker can try to systematically map the
ethical implications of the current situation or proposed policy option, paying attention
not only to the short run but also to the longer-run implications.

Much of the philosophical discussion tends to be posed as if the current situation
(or any alternative) will continue for the foreseeable future. Such analysis tends to be
in the form of "option A versus option B," where each is an alternative static picture of
the world. In real life, the dynamic properties of any situation may be crucial. For exam-
ple, a society may be willing to sacrifice short-run efficiency in order to build up its
nation's institutional capacity in ways that will facilitate larger improvements tomorrow.

Since there is room for mutual gains for every participant until equilibrium is
reached in the production, consumption and exchange of goods and services, distribu-
tive justice takes care of establishing the rules of the distribution of these gains. For
example, if the Pareto efficient equilibrium has to be broken (for example, through
taxes), then distributive justice will set the rules for carrying out redistribution.
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