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Foreword

Despite nearly two decades of bold structural reform in the health sector,
households in the Latin America and Caribbean region are still overex-
posed to health shocks that can force them to cut consumption of other
basic services and goods and even result in destitution.  Around the
world, including in Latin America, health care costs are rising. Health
shocks—such as sickness, accidents, or normal life-cycle events like such
as age—sap the health of individuals and can impoverish their house-
holds. Besides treatment costs, households bear the cost of productive
time lost from work, as well as opportunity costs due to days spent tak-
ing care of ill family members. The combined costs and loss of income of
a serious illness or injury can force individuals and households into
poverty. For those who are already poor, these costs perpetuate poverty.

Beyond Survival: Protecting Households from Health Shocks in Latin
America breaks new ground in the ongoing debate about health finance
and financial protection from the costs of health care. This book reviews
existing and new evidence on the mechanisms and magnitude of impov-
erishing effects of health events and the importance of public policy to
prevent such impoverishment.

The evidence and discussion in Beyond Survival is intended to persuade
policy makers to weigh both health status and financial protection objec-
tives when setting priorities for their health systems. The balance struck
between the two goals is ultimately a societal decision based mostly on
country context and preferences. Low-income/high mortality countries
will most likely focus on health status gains. Higher income countries,
which in most cases in Latin America and the Caribbean have achieved
important gains in the health status of the population, would be well
advised to increase somewhat their focus on financial protection. Indeed,
health shocks are one of the most frequent reasons for households in the
lower-income quintiles, that are not already poor, to fall into poverty as a
consequence of both high out-of-pocket expenditures and lost income.

xiii



Applying a classical insurance framework to examine household
behavior in the face of health shocks, the authors conclude that Latin
American households are over-burdened with out-of-pocket spending and
lack sufficient risk pooling. Furthermore, social health insurance in the
region—a prevalent form of risk pooling—too often covers all health
events, regardless of their nature (that is, whether they are “insurable” or
not).  But since social health insurance covers all events, it cannot cover all
households. The authors argue that if the instruments governments pro-
vide to help households manage the financial losses from health shocks
were correctly aligned to the nature of those losses, health finance systems
would be better able to provide fiscally sustainable financial protection to
a greater share of the population. Correctly aligned instruments would
free up resources to provide subsidies for people who cannot afford to pay
for contributory forms of risk-pooling or illness-prevention activities.

Including the poor, those at high risk and especially the fast-growing
group of self-employed and informal workers in effective health risk-
pooling arrangements pose an awesome challenge for policy makers in
Latin America. To meet this challenge in the current context—where con-
tributory social insurance coexists with “noncontributory” national
health services financed from general revenue in almost every Latin
American country—policy makers will need differentiated strategies for
three distinct household groups: the nonpoor, whose contribution capac-
ity is above the average cost of the health benefits package for most or all
of their life cycle; the poor, whose contribution capacity rarely reaches
the average cost of the package at any time in their life cycle; and the high
risk, whose contribution was above the average cost of the package for
much of their lives but who reach an age (or health risk) for which the
average cost of the package outstrips their capacity to contribute.

The authors conclude that the first step toward extending fiscally sus-
tainable coverage against health shocks is to correctly define a benefits
package of coverage of insurable health events. To provide effective
financial protection, the package has to be concentrated around impov-
erishing events.

Once such a financially viable benefits package is defined, policy
makers have several options to increase participation of self-employed
and informal nonpoor workers: to facilitate—through regulation, inno-
vations in enrollment practices, or both—participation in contributory
health insurance; to improve enforcement of mandatory participation
and strengthen evasion control; to increase the effectiveness of means
testing for access to free, publicly subsidized health services; and to re-
duce the contribution–benefits gap.

Furthermore, the authors propose a challenging long-term reform
agenda. Their long-term vision is a system in which contribution-benefits
gaps are reduced through a combination of (1) delinking risk-pool

xiv FOREWORD



FOREWORD xv

financing from labor status; (2) reducing costs of participation in
contributory health risk pooling, by, for example, unbundling partici-
pation in health insurance from other benefits that informal workers are
unlikely to get; and (3) increasing the perceived benefits of participation
(e.g., raising the quality of health services). Perhaps the most challenging
part of such a proposed agenda refers to the delinking risk-pooling
financing from labor market status, as it would imply gradually reduc-
ing and eventually replacing payroll-tax financing with financing from
general tax revenue. Given their present fiscal weakness, for most Latin
American countries such a shift would require important tax reforms
over the long run and a highly complex transition.

Guillermo Perry
Chief Economist for Latin America and the Caribbean
The World Bank
June 2006
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1

Executive Summary

Beyond Survival: Protecting Households from Health Shocks in Latin
America breaks new ground in the ongoing debate about health finance
and financial protection from the costs of health care. It is based on a re-
view of the little that has been written on the topic of financial protec-
tion and the risk of poverty from health shocks, and on empirical evi-
dence from six case studies commissioned for this report: Argentina,
Chile, Colombia, Ecuador, Honduras, and Mexico (published sepa-
rately). Financial protection is defined as protecting households from
impoverishment as a result of health shocks.

For policy makers in Latin America and the Caribbean (LAC),
Beyond Survival carries five main messages:

• Health care costs—insurance contributions as well as out-of-pocket
payments—and loss of income as a consequence of sickness can impover-
ish households and plunge the already poor into a transgenerational cycle
of abject poverty. This reflects a lack of access to effective instruments
for income protection during sickness, and protection from the risks of
catastrophic health costs, risk pooling. It is manifested in the dispropor-
tionately high part of average income and health care costs financed out-
of-pocket in the LAC region relative to other parts of the world.

• People need protection from the potentially ruinous costs of health
care and loss of income due to sickness. These costs rival losses of
income from unemployment as a cause of poverty.

• The focus of risk pooling in LAC has been mostly on formally em-
ployed, salaried workers who are covered by mandatory public and
quasi-public risk-pooling mechanisms. As long as this situation persists,
governments in LAC will be hard pressed to ensure effective coverage
beyond this comparatively well-off minority.

• The constitutions of most LAC countries recognize citizens’ basic
right to health, but say little about the means of enforcing this right.
Health care coverage can be expanded through increasing participation
in risk pooling, by defining universal explicit rights to a benefits pack-
age (BP) of specified insurable events, and by better targeting subsidies
to public health goods (such as vaccinations) to the poor, the aged, the
indigent, and other disadvantaged groups.
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• Extending risk pooling to the large and growing informal labor sec-
tor is a priority in LAC. This means inventing contribution mechanisms
for nonpoor households to participate in risk pooling that are not linked
to work place or labor status.

Health Care Systems in LAC: Functions and Organization

A country’s health care system encompasses all activities for which the pri-
mary objective is to improve, maintain, or restore the health of an individual
or a population. Health service delivery, resource (inputs) generation, stew-
ardship, and health financing are the four main health system functions. 

Health system financing includes collecting and allocating revenue
(sources) and managing financial risk. The traditional vehicle for man-
aging financial risk is risk pooling. This means collecting and managing
financial resources in a way that spreads risks and liabilities from the in-
dividual to all pool members, thus protecting individuals against cata-
strophic expenses. Financial risk pooling to protect individuals and
households is the core function of health insurance mechanisms and has
a preeminent focus in this report given its importance in protecting
households against impoverishing health expenditures. 

Health Shocks, Household Welfare, and 
the Risk of Poverty

Around the world, health care costs are rising. Health shocks—adverse
health events such as sickness, accidents, or normal life-cycle events such

FROM A PUBLIC POLICY POINT OF VIEW, the relative priority given to gains
in health status and to financial protection will vary with each country’s
individual circumstances. Returns from health-enhancing interventions
are much different in poorer countries with low life expectancy and tight
resources that are still seeking sufficient breadth of coverage, than in mid-
dle-income countries with long life expectancy that are increasingly
focused on the depth of coverage. Breadth of coverage refers to the num-
ber of people that have access to basic services. Depth of coverage refers
to the quality of the health benefits package—the number of interventions
included and the technical characteristics of their delivery.

The balance struck between health status and financial protection is
ultimately a societal decision based mostly on country context and pref-
erences. The evidence and discussion in Beyond Survival is intended to
persuade policy makers to weigh both health status and financial protec-
tion objectives when setting priorities for their health systems.
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as old age—sap the health of individuals and can impoverish their
households. Besides treatment costs, households bear the cost of pro-
ductive time lost from work, as well as opportunity costs due to days
spent taking care of ill family members. The combined costs and loss of
income for a serious illness or injury can force individuals and house-
holds to cut nonmedical consumption. For the already poor, these costs
perpetuate poverty. 

For example, our case study results show that in Argentina, 5 percent
of all nonpoor households fell below the national poverty line for at least
three months in 1997 as a result of health spending. Similar outcomes
were observed in Chile (1 percent in 2000), Ecuador (11 percent in
2000), and Honduras (4 percent in 2000) (figure ES 1).

With total health expenditures accounting for 6.4 percent of gross do-
mestic product (GDP), LAC is the highest-expending region in the world
after the countries in the Organisation for Economic Co-operation and
Development (OECD). Public expenditures on health are low in most
LAC countries, and private health expenditures correspondingly high.
As a percentage of per capita income, LAC countries have one of the
highest health spending ratios in the world (figure ES 2). By far, most
private health spending in the LAC region comes directly out-of-pocket
the moment public or private health services are sought. 
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Figure ES.1 Percentage of Nonpoor Population Falling Below
the National Poverty Line Due to Out-of-Pocket
Health Expenditures

Source: Argentina, Maceira 2004; Chile, Bitran, Giedion, and Muñoz 2004;
Ecuador, Montenegro 2004; and Honduras, Fiedler 2004.
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Households, especially the poorest, pay out-of-pocket for an unex-
pectedly high 85 percent of private health spending (as compared with
the 72 percent average in Europe and the OECD, which in addition have
much lower private expenditures in health). Notable exceptions to this
are Colombia and Uruguay. For households in the lower-income quin-
tiles that are not already poor, the likelihood of falling into poverty
because of out-of-pocket health expenditures is greatest. Although
participation in well-designed and well-functioning risk-pooling
schemes reduces the likelihood of falling into poverty in the wake of a
health shock, few, if any, of the poor and near-poor participate in effec-
tive risk pooling.

All industrial countries have public policies providing for illness and
maternity leave to compensate for short-term, health-related income
loss, and private insurance (accidents or disability) or social security
cover longer medical leave and access to health services. Most LAC
countries have introduced these mechanisms for formal workers as part
of social security benefits. Households in every country we examined
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can—at the very least—count on national health services delivered
directly by national ministries of health. 

Why then do health shocks drive LAC households into poverty when
they are supposed to be covered by social health insurance or national
health care and health finance arrangements provided directly by
governments? What is failing or missing in LAC health systems? This
report attempts to answer these questions through the deployment of
theoretical tools, critical analysis of health sector reforms, and new
empirical evidence.

Public Policy’s Role in Household Protection against
Health Shocks

Today, despite nearly two decades of bold structural reform in the
health sector in many countries, households in LAC countries are still
overexposed to health shocks that can force them to cut consumption
of other basic services and goods and even result in destitution. To ex-
amine individual and household options, incentives, and likely choices
to mitigate the financial impact of adverse health events, we found help-
ful the classical microeconomic insurance model used to study other
income shocks.

In classical theory, individuals facing the likelihood of financial loss
from an adverse event can either insure against such a loss or take steps
to lower the likelihood the loss will occur. To mitigate the loss, they need
to determine the optimal expenditure on alternative instruments—mar-
ket insurance, self-insurance, and self-protection. The critical difference
between the two insurance instruments is that market insurance
functions by pooling risk across individuals; self-insurance—essentially
individual saving—does not. The third mitigation instrument, self-
protection or prevention, reduces the occurrence probability of the bad
state, but because it does not transfer income from good to bad states, it
does not affect the size of the loss if the bad state occurs. For simplicity,
we refer to market insurance as risk pooling, to self-insurance as saving,
and self-protection as prevention. 

Policy makers can recognize from the preliminary evidence presented in
this report that data collection from households must be improved.
Filling in blanks and refining data will allow further analysis of health
system performance and financial protection for households still too
exposed to health shocks. Study of the long-term effects on human capital
formation in these vulnerable households should also be made a policy
priority.



Using this framework, we conclude that LAC shows overreliance on
out-of-pocket spending on health and lacks sufficient risk pooling. But
we also conclude that social health insurance too often covers all health
events, regardless of their nature (that is, whether they are insurable or
not). If the instruments government provides to help households manage
the financial losses from health shocks were correctly aligned to the
nature of those losses, health finance systems would be better able to
provide sustainable financial protection. Moreover, correctly aligned
instruments might free up resources that would allow policy makers to
finance subsidies to people who cannot afford to pay for contributory
forms of risk pooling or illness-prevention activities and have no money
left to save after paying for food, shelter, and other basic necessities. The
amount of resources that correct alignment might make available is an
empirical question for each country to answer and might vary greatly
depending on each country’s current social insurance entitlements.

The Role of Alternative Risk-Pooling Arrangements

Risk pooling is an essential tool for helping households and policy mak-
ers mitigate the financial effects of health shocks, thus lowering the risk
of poverty.

Countries use different types of risk-pooling arrangements (figure
ES 3). In LAC, risk pooling is most frequently organized under social in-
surance (SI) on the 19th century Bismarck model, with contributions
linked to salaries, and on the national health service (NHS) or Beveridge
model of the 1940s, usually financed from general taxation. Other risk-
pooling arrangements include private, voluntary, and community-based
health insurance—usually financed from contributions related to house-
hold health risk. Voluntary and community health insurance is less
prevalent in LAC than SI or NHS. 

The internal functional characteristics of risk pooling, more than the
specific pooling arrangements, determine its effectiveness as a risk-
protection tool. The preliminary evidence on the likely determinants of
performance emerges from the LAC region’s considerable experience
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POLICY MAKERS as well as households have alternative options for protec-
tion against the potential losses from a health shock: prevention, saving,
and risk pooling. Risk pooling is a common public policy intervention.
Risk pooling is most effectively used to cover treatment of relatively rare
but costly health events. Considering the distribution and composition of
household spending on health care in LAC, better alignment of the full
array of instruments would allow risk-pooling coverage to be extended to
lower-income and to already-poor households. 



administering and reforming pooling structures, the almost exclusive fo-
cus of recent structural reform efforts in the health sector. 

In addition to providing enough funding to run the health care system,
ensuring that a health system provides financial protection requires:

• Achieving the highest possible contribution for insurable health
events before services are needed (prepayment). This should help decrease
out-of-pocket payments (the contribution at the moment services are
needed), even with the use of copayments when necessary in the presence
of proven signs of overuse of services.

• Achieving the largest possible risk pool within a population, or at
least sufficiently large for financial viability and economies of scale. This
should allow transfer of subsidies from lower-risk to higher-risk indi-
viduals (risk subsidy).

EXECUTIVE SUMMARY 7

In practice, countries use different 
organizational arrangements for risk pooling

MOH/NHS
Insurance
schemes

Community
risk-

sharing
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Social
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Multiple
competing private
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Single Multiple Indemnity
Managed
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Figure ES.3 Alternative Risk-Pooling Arrangements

MOH=ministry of health; NHS=national health service.
Source: Authors.

POLICY MAKERS could interpret this experience as suggesting that no mat-
ter what specific risk-pooling arrangement they choose, success in im-
proving health status and financial protection for the population hinges
on the way key health financing functions are implemented. 
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• Achieving adequate equity to ensure a reasonable flow of subsi-
dies between higher-income groups to lower-income groups (equity
subsidization).

• Developing purchasing capacity and a provider-payment system that
creates incentives for providers to deliver quality health services in a timely
manner while keeping costs down (strategic purchasing).

Previous evidence has been scarce on which alternative risk-pooling
arrangements offer the best financial protection. Preliminary evidence
from the case studies on Chile and Colombia suggests that differences
among organizational arrangements are less important than the charac-
teristics and composition of the benefits package (BP), the extent of
strategic purchasing by the risk-pooling organization, the size of the
pool, and the availability and size of equity subsidies. Risk-pool frag-
mentation and the regulatory framework for risk-pooling organizations
also play an important role.

The BP lists the interventions covered; defines quality of service and its
timing; sets copayments, deductibles (if any), and stop-loss provisions;
and contains provisions on confidentiality, accommodations, privacy,
access to patient information, patient rights, and other elements essential
to the preservation of dignity. To provide effective financial protection,
the package has to be concentrated around impoverishing events.

Through strategic purchasing, risk-pooling organizations create the
right incentives for health care providers to deliver the BP-defined ser-
vices and to monitor, verify, and enforce the BP conditions. This is the
way most risk-pooling organizations (purchasers) use collected and
pooled financial resources to buy health care services for their members. 

Insufficient equity subsidies are an evident problem in low-income
countries in the LAC region. Lack of resources explains most of the
problem, but inefficient management of collected funds also con-
tributes. Poverty and institutional and organizational instability inhibit
adequate generation and collection of funds for an equity subsidy. The
other cause of poor equity-subsidy performance is inefficient manage-
ment or ineffective mechanisms for allocating the subsidy. A major
distortion in the allocation mechanism is lack of portability, meaning
that equity subsidies do not follow individuals changing from one risk
pool (or job) to another.

We identify in the report growing inconsistencies between payroll
tax–financed SI and the functioning of Latin America’s labor markets.
However, solving these inconsistencies will take time and in the short
run it may be more important (and more feasible) to introduce changes
in purchasing, pool size, and regulations governing existing arrange-
ments than to attempt rapid shifts from one type of arrangement to
another.
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Risk Pooling for Everyone: The Challenge of a
Growing Informal Economy 

Including the poor, the high-risk, and especially the fast-growing group
of self-employed and informal workers in effective health risk-pooling
arrangements poses an awesome challenge for policy makers in the LAC
region. To meet it in the current context, where contributory social in-
surance coexists with national health services in almost every LAC coun-
try, policy makers will need differentiated strategies for three population
groups:

• The nonpoor: individuals whose contribution capacity is above the
average cost of the health BP for their entire life cycle 

• The poor: individuals whose contribution capacity never reaches
the average cost of the package at any time in their life cycle 

• The high-risk: individuals whose contribution capacity was above
the average cost of the package for much of their lives, but who reach an
age (or health risk) for which the average cost of the package outstrips
their capacity to contribute.

These distinctions are less relevant when risk pooling is organized as
a single pool and with substantial or full financing from general taxation
(for example, NHS). In these systems, risk-pool financing occurs at the
societal level, and every member of society, at least in theory, has access
to the same package of services independent of their contributions.
Under these systems, fiscal sustainability is the challenge, which explains
why many countries have no option but a mixed system combining NHS
and contributory risk-pooling arrangements. However, distinguishing
among these three populations becomes essential for health policy
formulation in countries where governments choose (or where fiscal
constraints leave them no other option) to organize risk pooling through
contributory health insurance (social or private) or through a combina-
tion of contributory and noncontributory systems. Most LAC countries
have chosen the mixed system.

POLICY MAKERS in LAC need to dwell less on which risk-pooling arrange-
ment they should pursue and concentrate much more on how the specifics
of the financing functions work to improve people’s health status and pro-
tect them financially. The sources, risk pooling, and volume of financing
largely determine the system’s capacity to achieve these goals. But for a
given level of resources, it is vital to set a clear benefits package, implement
strategic purchasing, and efficiently allocate risk and equity subsidies.



Most policy challenges regarding inclusion of the poor in risk pool-
ing are related to public subsidy policy, particularly efficiency and
targeting (discussed in chapter 6). In contrast, the policy issues regard-
ing the high-risk population are more closely related to old-age income
security, including pensions. The challenges of including these two
populations, but especially the poor, vary significantly among countries
in the region. While publicly subsidized risk-pooling coverage is
required for only 20 percent of the population in Chile, it is needed for
more than 63 percent of the population in Bolivia and 50 percent in
Honduras.1

Setting the correct participation incentives for self-employed and
informal workers has proven extremely difficult. Their incomes are
unobservable, their participation is entirely voluntary, and they have
access to free health services from public providers. Why pay when good
medical care can be had for free? This situation is compounded by the
contribution-benefits gap, preordained by the contribution design,
linked to payroll taxes and salary rather than risk. This design feeds
incentives for adverse selection and results in nonparticipation by people
who think their risk of ill health is much lower than implied by the
requisite contribution.

The contribution-benefits gap can be reduced by: delinking risk-pool
financing from labor status, shifting away from the use of payroll taxes,
reducing perceived costs (contribution) of participation in contributory
risk pooling (for example, unbundling participation in health insurance
from other benefits that informal workers are unlikely to get), and
increasing the perceived benefits of participation (for example, raising the
quality of health services). 

The best but hardest way would be delinking by gradually reducing
and eventually replacing payroll tax–financing with financing from
general tax revenue. For most LAC countries, this shift would mean
important tax reforms over the long run and a complex transition.
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POLICY MAKERS have four nonmutually exclusive options to increase par-
ticipation of self-employed and informal nonpoor workers
1. Facilitate—through regulation or innovations in enrollment practices,
or both—participation in contributory health insurance
2. Improve enforcement of mandatory participation and strengthen
evasion control
3. Increase the effectiveness of means testing for access to free, publicly
subsidized health services
4. Reduce the contribution-benefits gap.



EXECUTIVE SUMMARY 11

Policy makers would therefore need to explore the short-term
alternatives.

A note of caution is in order. The payroll tax is but one of myriad factors
that add to the cost of formalization for workers and prospective employ-
ers, although the body of theoretical literature and empirical evidence
showing the negative impact of high payroll tax contributions or a wide
gap between contributions and perceived benefits on household incentives
to participate in social insurance is large. Debate is also ongoing regarding
how much the contribution-benefits gap influences a household’s decision
to join the formal labor market relative to other determinants, such as
labor regulation or tax policy. SI for health risks and the wider social pro-
tection system is embedded deeply within the regulatory framework of a
country’s product and factor markets. In many countries, the decision to
insure cannot be divorced from the decision to comply with regulations
and taxation that have nothing to do with covering the risks to household
welfare from health shocks or other adverse events. 

The Quest for Efficiency and Universal Coverage:
Health Sector Reform in LAC

The quest for universal coverage and improved efficiency of health sys-
tems has dominated LAC reform agendas for two decades. Most coun-
tries have attempted major reforms, mainly in revenue collection, risk
pooling (including health insurance), and purchasing, but some have
also attempted organizational reforms of public health service providers.
Several governments have succeeded in implementing these reforms,
while many have not yet met their objectives.

Reforms to delink health system financing from labor market status
and to unbundle health insurance from pension mandates (discussed in
chapter 5) are absent from the reform agenda. No country in the region
has yet launched a delinking or an unbundling reform. Implementing
either of the two, particularly delinking, would entail overcoming
significant political tensions in the country.

POLICY MAKERS in each country need to assess the importance of payroll
taxes and the contribution-benefits gap on self-employed and informal
workers’ decisions to participate, or not, in contributory risk pooling.
The assessment may result in a decision to delink risk-pooling financing
from labor status. However, they must be mindful, that this is but one of
many worker and employer costs of formalization, which includes other
taxes and labor regulations.



Lessons

So far, there is little evidence of the impact of health sector reforms on
health status, use of services, or financial protection in LAC. However,
evidence beginning to emerge suggests some lessons from health system
reform and efforts to improve financial protection through universal risk
pooling. These lessons are closely interrelated: 

Fiscal sustainability is all important. Fiscal sustainability is crucial not
only for a transition toward extending effective risk pooling to the en-
tire population, particularly to the self-employed and the informal
sector, but also for sustaining the gains of the last two decades. Transi-
tioning away from payroll tax and toward increasing the share of health
services financed from general tax revenue, if chosen by policy makers,
will take a long time due to lagging tax-collection capacity and the
complexity of pending tax reforms.

Fiscal sustainability constraints essentially mean “living within your
means.” For this, public sector tax revenue performance identifies only
one part of the budget constraint. The other two parts have to do with
the priority that governments give to the health sector for their resource
allocation decisions and with the efficiency of the health system. While
public sector tax revenue performance has more to do with the overall
economic and fiscal context of a country and is “beyond the health
sector,” both public policy regarding priority of fiscal allocations to the
health sector and reforms to improve the efficiency in the health system
are clearly decisions that governments make, either explicitly or implic-
itly. Given existing fiscal sustainability constraints during the transition
in most developing countries, worker participation in contributory risk
pooling needs to be expanded and efficiency increased in the delivery of
publicly financed health services. The LAC experience shows that
changing the incentive framework for public providers and improving
private sector participation are the roots of efficiency gains.

For efficiency gains, it is essential to strengthen the purchasing-provider
compact and increase provider autonomy in health personnel management
to ensure improvement in the public provider incentive-performance frame-
work and civil service reform. Current supply-side financing, based mostly
on past budget expenditures, sets perverse incentives within the public
health sector. Even worse, it virtually determines that public providers will
capture public subsidies and allows policy makers little or no flexibility for
reallocating resources to fit current and emerging epidemiological and
financial protection needs. This capture also makes contracting out to pri-
vate providers, as needed, all but impossible, even when adequate public
financing and regulatory frameworks are available.
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Both improving the incentive framework for public providers and im-
proving private sector participation in health care require strengthening
of strategic purchasing, particularly by introducing provider-payment
mechanisms linked to the production of services rather than to histori-
cal budgets. This new provider-payment system is a prerequisite for a
transition away from historical supply-side financing toward demand-
side, or production-based, payment mechanisms for public providers:
“Money needs to follow the patient.” 

A well-designed financing system would send public providers the
right price signals and incentives to improve technical efficiency,
increase productivity, and improve responsiveness to consumers. How-
ever, a resounding lesson of provider-payment reform in LAC is that
public providers need flexibility to manage all production factors. They
have to be able to adapt their service production functions and cost
structures to respond to continuously evolving price signals determined
by the new payment mechanisms so that they can respond effectively to
the ever changing needs of the population.

The average public provider in LAC spends 60 percent or more of its
budgets on salaries, which makes human resources the prime production
factor in health care delivery. Managers therefore need flexibility to
allocate, hire, and fire their employees. To be successful, provider-
payment reforms need to allow managers some autonomy to manage
personnel as well as solve other traditional public ownership constraints
on effective management.

Private sector participation needs to be expanded in the delivery of
publicly financed health services as well as contributory risk pooling.
This lack of flexibility largely explains concerns about the potential fis-
cal impact of increasing public purchasing from private providers.
Chile’s experience with Fondo Nacional de Salud and Colombia’s
experience with the Administradora de Régimen Subsidiado at the state
level deserve close examination. In the absence of incremental
resources, shifting away from supply-side historical financing for pub-
lic providers, using part of the budget to purchase from private
providers, or funding other public providers might generate deficits for
public providers that lose revenue to their competitors. Even marginal
deficits can unleash large disruptions. This would occur if the facility
managers remain subject to rigid civil servant regulations for managing
personnel that prevent them from adjusting the cost structure dynami-
cally when demand for services slackens. Under such restrictions,
deficits can occur. 

Who ends up covering the deficits? Most likely the treasury (ministry
of finance). Without flexibility to cut personnel costs to compensate for
reduced revenue from the public purchaser, the public provider would
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have the same cost structure and would still have to pay people who
cannot be transferred, laid off, or in some cases, not even retrained. 

The initial provider-payment reforms and the increased selectivity of
public purchasers in LAC have assumed that: 

• Managers of public providers would receive and understand the
price signals in the new payment mechanisms 

• Managers would know how to respond and would act appropriately 
• Managers would have the flexible, legal, and administrative envi-

ronment allowing them to make the right changes 
• Political authorities and the government would deal with the polit-

ical problems associated with such flexibility. 

Lessons from reform efforts in the LAC region have challenged all
these assumptions. 

Challenges

Reforms to improve fiscal sustainability and public provider perform-
ance face three main challenges: covering the growing numbers of infor-
mal sector workers, negotiating the political constraints on health sector
reform, and strengthening technical and institutional capacity for com-
plex and time-extensive reforms. Improving private sector participation
also faces the challenge of technical and institutional capacity, but its
success is closely linked to fiscal sustainability and changing the incen-
tive framework for public providers. 

Vested interests can act as a formidable obstacle to efforts to improve
the incentive framework for public providers and expand private sector
participation. The introduction of labor flexibility and performance
payments is rarely supported by health sector unions, usually the largest
and most powerful public sector unions remaining after privatization of
most public enterprises. For their part, influential private sector actors
often interpret improvement of private sector participation as doing
more of the same (much more). Improving private participation, does
mean doing more, but it also means enacting and enforcing effective reg-
ulation for private insurers and private providers—rarely supported by
owners of private sector providers. Moreover, discussion of both issues
is highly ideological and politicized. Reformers, with rare exceptions,
have found these two challenges difficult to surmount. 
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POLICY MAKERS need to clearly link the desired reforms to gains for
ordinary people, not only for political accountability purposes, but also
to ensure buy-in and support from voters who may otherwise side with
powerful interest groups.



Health sector reforms in LAC are technically and institutionally
demanding, and many of them are at the cutting edge of worldwide
technical knowledge. This, coupled with a possible lack of in-country
technical expertise and reform team continuity, poses momentous
challenges.
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POLICY MAKERS, from one administration to the next, need to make health
sector reform a continuous, national policy, if it is to succeed. Continuity
in reform policy and execution has proven essential.
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Health Care Systems in Latin
America and the Caribbean:
Functions and Organization

A COUNTRY’S HEALTH care system encompasses all activities to improve,
maintain, or restore the health of an individual or a population (WHO
2000). Policy makers throughout Latin America and the Caribbean
(LAC) have many options for financing and organizing their health
systems. Their choices affect their success or failure in giving their people
access to health services and protecting them from financial ruin as a
result of costly illnesses—health shocks. 

This chapter introduces readers to the key functions of health care
systems, particularly health financing, which are discussed and analyzed
in the ensuing chapters. The chapter also reviews how health systems are
organized in the LAC region, identifies the subsidies households need at
different times in their life cycle, presents the role and characteristics of
risk pooling in facilitating these subsidies, and shows the importance
of a defined benefits package (BP) of health services to the formulation
of sound household subsidization policies.1

Health System Functions

Health service delivery, resource (inputs) generation, stewardship, and
health financing are the four main health system functions. Because
financial protection is the main focus of this report, we concentrate on
health system financing in this first chapter.

Health service delivery is the function that households are most
familiar with—so much so that people often equate hospitals and other
health service providers with the entire health system. Public and private
service provision are the most visible products of the health system, for



instance, inhospital care for chronically sick or injured patients, or
ambulatory care for diabetics. The best systems also promote health and
try to head-off illness and disease through education and preventive
measures such as well-child consultations and vaccinations. To cushion
people against the costs of the almost inevitable accidents and illnesses
over a life time, effective health care systems have insurance and other
income-protective mechanisms. All of these roles and activities mean
that the system has to perform a wide range of activities. Delivering
health services is thus an essential part of what the system does—but it
is not what the system is (WHO 2000).

Resource generation is the function of assembling essential resources
for delivering health services, but these inputs are usually produced at the
fringes of the health system. These inputs include human resources (pro-
duced mostly by the education system with some input from the health
system), medications, and medical equipment. Producing these resources
often takes a long time (for example, a trained medical doctor, a new vac-
cine or drug). This function is often neglected or outside the immediate
control of health system policy makers who, nevertheless, have to respond
to short-term population needs with whatever resources are available. 

Stewardship is the function of guiding key short- and long-term
policy decisions to run the health system. This function is usually (but
not always) a government responsibility. What are the health priorities
to which public resources should be targeted? What is the institutional
framework in which the system and its many actors should function?
Which activities should be coordinated with other systems outside the
realm of health care and how (for example, highway safety and food
quality control)? What are the trends in health priorities and resource
generation and their implications for the next 10, 20, or 30 years? What
information is needed and by whom to ensure effective decision
making on health matters? These questions are the core of the steward-
ship function. 

Health system financing includes collecting, pooling, and allocating rev-
enue (sources) and managing financial risk. In health system jargon, these
functions are usually known, respectively, as funding or revenue collection,
risk pooling, and purchasing. We briefly examine them all in this chapter.

The revenue collection function is a set of mechanisms by which the
system or parts of the system assemble financial resources that will be
pooled to pay for health care services. Revenue collection mechanisms
are general taxation, mandatory payroll contributions, mandatory or
voluntary risk-rated contributions (premiums), direct out-of-pocket
expenditures, and other forms of personal savings. Each method of revenue
collection is associated with a specific way of organizing and pooling funds
and buying services. National health services (NHSs) are typically financed
through general taxation. Social security organizations are usually financed
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through mandatory contributions from workers and employers (payroll
contributions). Risk-rated premiums are typically associated with volun-
tary health insurance systems. Recent reforms, however, are changing these
typical associations. For example, in Costa Rica a substantial part of the
social security system is financed by allocations from general tax revenues
in addition to payroll contributions (PAHO 2002). This is similar to Chile,
where the national health care fund finances care for indigent groups
(Fondo Nacional de Salud—FONASA) (Baeza and Copetta 1999), and
Colombia finances most of its subsidized regime (Administradora de
Régimen Subsidiado) (Baeza and Cabezas 1998).

Mechanisms used to collect resources include general tax contribu-
tions, salary-related contributions (payroll-tax), risk-related contributions
(usually known as premiums) and diverse out-of-pocket payments made
at the point of service (e.g., co-payments, user fees). The money house-
holds contribute in advance, before demanding the services, is generally
known as prepayment. Low prepayments mean high out-of-pocket
expanditures. High out-of-pocket payments can curtail access to health
services and reduce financial protection.

Risk pooling refers to the collection and management of financial
resources in a way that spreads financial risks from an individual to all
pool members. Financial risk pooling is the core function of health in-
surance mechanisms.

From a policy perspective, risk-pooling arrangements attempt to
manage the need to subsidize care for people with the highest health
risks, the lowest ability to pay, or both, when facing a health shock.

Figure 1.1 illustrates the average individual’s need for health care sub-
sidies along his or her life cycle. It presents the evolution of the average
cost of financing a set package of health services, her capacity to pay, and
her need for subsidies at different times of life. The solid line shows the
relation between actual average costs and age. The dotted line represents
the relation between the individual’s age and capacity to pay for the ser-
vices. Capacity to pay is understood as the contribution amount that
would not plunge the individual into poverty and thus prevent purchases
of other vital services and goods. Because the risk of requiring health care
services increases with age, it may exceed an individual’s capacity to pay. 

At point “A” in the figure, the individual (or household) would not
need a subsidy to pay for the package. To the right of this point, the in-
dividual needs a subsidy to finance and gain access to needed services
without incurring a ruinous expenditure or contribution. Higher-income
households and individuals may never reach this point. But lower-income
people may need a subsidy from birth for access to health care services
society deems to be basic. 

The need for subsidies can be satisfied by various mechanisms.
A good financial protection health policy matches the subsidization
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mechanisms to the intervention triggering the need. This means identi-
fying the most appropriate mechanisms considering the uncertain nature
of the event and the size of the losses the event will cause. Most house-
holds solve the need for subsidies arising from small, certain events
through intrahousehold cross-subsidization. Savings are another pos-
sibility (an intertemporal cross-subsidy of a sort). However, because
any mishap further impoverishes very poor households, continuous
subsidies are needed for their financial protection.

Risk pooling plays a central role in facilitating cross-subsidization be-
tween low-risk and high-risk individuals, households, and communities.
By exploiting economies of scale, risk pooling can reduce the average
cost of the package, delaying the time an individual reaches “A.” In con-
trast, without a system for spreading risk, high and unexpected out-of-
pocket expenditures from individual or household savings can expose
people who most need health care services to undue financial risk,
poverty, or destitution.

Cross-subsidies are the essence of health insurance. The effects of
cross-subsidization are shown in figure 1.2. Putting all participants’ con-
tributions into a single pool, and requiring contributions according to
capacity to pay, facilitates cross-subsidization and, depending on the size
of the resource pool, can significantly improve financial protection for
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Source: Baeza et al. 2002, 23. Reproduced by permission.



every pool member. However, as discussed in chapter 6, reaching infor-
mal and unsalaried workers with this kind of contributory risk pooling
poses significant problems because it gives households strong incentives
for adverse selection and insurers strong incentives for risk-selection
behavior.

Spreading risk through insurance schemes ensures equitable financial
protection because it can result in subsidization of high-income, high-
risk members by low-risk, low-income individuals. Furthermore, many
impoverished people may be unable to pay anything at all, and contri-
bution costs may perpetuate or deepen poverty among the borderline
poor. For this reason, most health care financing policies attempt both
to spread risk (like traditional insurance in any other sector) and to
ensure the additional goal of equity in health financing. Thus, a prereq-
uisite to financial protection is ensuring the availability of sufficient
subsidies from high- to low-income households.

We distinguish the low-risk to high-risk subsidy (risk subsidy) from
the subsidy that shifts costs from low- to high-income households
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(equity subsidy) as two separate objectives and effects of risk pooling in
health. The two are illustrated in figure 1.3.

Sources of Financing for an Equity Subsidy 

There are at least three options for financing an equity subsidy: subsidies
within a risk pool, subsidies across different risk pools, and public sub-
sidies. Health care systems in LAC used one or a combination of these
options. An in-depth analysis of each option is beyond the scope of this
report, but a brief review of each illustrates the complexity of ensuring
equity subsidy for the financial protection of everyone. It is also helpful
in understanding the origins of some country health reforms analyzed in
chapter 6.
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Subsidies within the same risk-pooling arrangement are at the core of
traditional social insurance (SI) systems financed through payroll taxes.
The goal of collecting revenues through an income-related contribution
(in contrast to a risk-related contribution) is to generate cross-subsidies
from high- to low-income individuals and assist needy individuals. This
system is optimal when salary contributions are feasible and a large part
of the population participates in the same risk pool. In a system with
multiple, competing insurers, high informality, and a fragmented risk
pool, salary-related contributions increase the incentives for risk selec-
tion (“cherry-picking”). Also, as discussed in chapter 5, payroll taxes
create incentives for nonparticipation and for adverse selection in the
context of great and increasing informality, which makes participation
in social security essentially voluntary.

The second option is to create a subsidy system among populations
that participate in different risk pools. It involves the endowment of
funds (often called “solidarity funds”) financed by a portion of the
contributions into each risk pool. This mechanism is used in systems
with multiple insurers, usually covering formal workers and their fami-
lies. Examples are found in the health systems of Germany and the
Netherlands. In Latin America, Colombia and Argentina have intro-
duced these equalization funds. The Colombian system has a single
Solidarity Fund (FOSYGA) that attempts to ensure that the contributive
modality (Régimen Contributivo) works as much as possible like a single
risk pool, despite the multiple insurers in the system (Empresas Promo-
toras de Salud [EPS]). The success of this mechanism hinges on enforcing
adequate compensation systems among different risk and income
groups, risk adjustment, or both. Enacting this mechanism has proven
technically and politically complex.

Finally, another option for financing the equity subsidy is public
financing with funds generated via general taxation. This system is
widely used in industrial countries to subsidize health care for
some groups or for the entire population. It is also used in developing
countries, though greatly restricted due to fiscal constraints, because
large portions of the populations do not participate in the formal
economy or they need subsidies to access health care services. It
also occurs when social security organizations receive public subsidies
either to cover their operational deficits (for example, Mexico’s social
security institutions for formal workers in the private sector and
public sector workers) or to explicitly include informal workers
and the poor in their schemes (for example, Chile’s Fondo Nacional
de Salud and Colombia’s Régimen Subsidiado). In Colombia, this
subsidy is also financed through one-percentage point of payroll
tax contributions from participants in the Régimen Contributivo.
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Alternative Organizational Arrangements
for Risk Pooling

Each society chooses a different way of pooling its people’s financial risk
to finance its health care system (figure 1.4). Most high income countries
follow one of the two main models: the Bismarck model (Bismarck’s
Law on Health Insurance of 1883) or the Beveridge model (from the
report on Social Insurance and Allied Services of 1942—the Beveridge
Report). In most developing countries, multiple and fragmented forms
of risk-pooling arrangements coexist.

In the Bismarck SI model, entitlement to benefits depends on an
explicit contribution made by or on behalf of the covered person (for
example, by breadwinners for their dependents, the state budget for
defined categories of noncontributors). In a Beveridge type system,
entitlement is typically a condition of citizenship or residence of the coun-
try. This difference is actually quite important. Specifically, under SI,
entitlement is by definition not universal, and the issue of contribution by
the self-employed nonpoor is central to the issue of coverage. Under a
Beveridge-type arrangement, coverage is universal by definition, and tax
collection from the self-employed nonpoor is not important in terms of
entitlement for this group. However, the overall challenge of tax collec-
tion from this and other groups of the population is central to the extent
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to which real effective financial protection can be sustained from only
general tax revenues.

Each organizational arrangement for risk pooling has been histori-
cally linked to distinctive instruments for collecting revenue and buying
health services. Whether a particular arrangement is truly a health
insurance arrangement is often (erroneously) discussed in terms of the
presence or absence of an earmarked, salary-related contribution collec-
tion mechanism (typically structured as a payroll tax). Instead, the real
question is, “Does it spread risk?” 

The most common organizational arrangements for risk pooling in
the LAC region are: national health services or direct delivery through
ministries of health; SI organizations; voluntary health insurance
plans; and community-financing organizations or informal insurance
schemes.

NHSs or direct delivery through ministries of health differ from other
risk-pooling arrangements mainly in their revenue-collection mecha-
nism. NHSs (derived from the Beveridge model) are financed mostly
from general taxation. In contrast, the other three are normally based on
earmarked contributions (either premiums or payroll taxes). Many
NHSs also have large networks of public providers. In developing coun-
tries, this organizational arrangement usually provides services for the
poor and workers in the informal sector. Many industrial countries have
based their risk pooling in health completely on NHS or variations of
this model (for example, France, New Zealand, Spain, Sweden, and the
United Kingdom).

SI organizations (derived from the Bismarck model) can be either a
single national organization or several organizations (competing or non-
competing). Usually they are funded via payroll taxes. The private sector
may or may not participate in their management or ownership. Social
insurance organizations (or “social security,” as they are often called)
traditionally provide services for workers in the formal sector and have
their own networks of providers, buy services from other providers, or
both. Many industrial countries rely on this model for their risk-pooling
arrangements (for example, Germany, Netherlands, and U.S. Medicare).

Voluntary health insurance plans are usually risk-rated private insur-
ance schemes financed by voluntary risk-based premiums. Only a few
industrial countries rely mainly on this arrangement for risk pooling (for
example, the United States for active workers in the formal labor
market and Switzerland).

Community financing organizations or informal insurance schemes
are organized to pool risks by members of a community, small groups of
individuals, or provider organizations. These organizations are usually
financed by voluntary contributions and often by variable amounts of
public subsidization. Some forms of these organizations are also known
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as “micro-health-insurance” (Dror and Jacqier 1999). These organiza-
tions are much less prevalent in LAC than in other regions (for example,
Africa and South Asia), and health financing specialists disagree about
their effectiveness as risk-pooling arrangements (Baeza, Montenegro,
and Núñez 2002.)

Health Systems in Latin America and the Caribbean

Fragmentation is the most distinctive characteristic of LAC health
systems. Within each system, different types of risk-pooling arrange-
ments coexist, creating a complex set of incentives for households trying
to cover their health care costs. These incentives not only shape how
households decide to face potential financial losses from health shocks,
but also influence life-style and economic decisions such as whether to
work in the formal or informal sectors of the economy (see chapter 6). 

The coexistence of risk-pooling structures varies from a predomi-
nance of the NHS arrangement in Honduras (about 90 percent of the
population) (Fiedler 2004), to shared coverage by NHS and SI institu-
tions in Mexico (Knaul et al. 2004), to a predominantly multiple SI
arrangement in Argentina (57 percent of the population in 2002) (Ma-
ceira 2004), and a predominantly single SI in Costa Rica (90 percent of
the population in 2000) (World Bank 2004a). The coexistence of risk-
pooling structures often means the risk pool is broken up into many
smaller pools, with no portability of benefits from one risk pool to
another. Decentralization of service delivery to the states in Latin Amer-
ica’s large federal countries, such as Argentina, Brazil, and Mexico
(PAHO 2002), might exacerbate health care fragmentation if the
federal-state interface does not work smoothly.

The last two decades have seen many health system reforms in the
LAC region. Major reforms have been attempted by most countries in
revenue collection, risk pooling (including health insurance), and
purchasing, and by some countries in health service delivery. Several
governments have succeeded with these reforms, while many others have
not yet met their objectives. Some of the important trends and specific
reforms are analyzed in chapter 6. Table 1.1 summarizes the current
status of 16 LAC countries in terms of organization of the different
health system functions.
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Table 1.1 General Health System Organizations Information in LAC, by Health Function, 2004

Country Stewardship Financing Provision

Revenuea Risk Purchasing
Collection Pooling

Argentina Shared between 28% PRT Multiple: Provinces Provincial health 
provinces 22% GT Federal Obras Sociales systems
(significant 31% OOPb Provincial Private insurers Private provider
decentralization) 19% Other Social security 
and federal level organization

(more than 300
Obras Sociales)

Private insurers

Barbados Ministry of 0% PRT Multiple: Private insurers Public providers
Health (MOH) 68% GT MOH Private providers

24% OOP Private insurers
7% Other

Bolivia Ministry of Health 39% PRT Multiple: MOH MOH
21% GT MOH Private insurers Social security
33% OOP Social security Private providers
8% Other Private insurers
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Table 1.1 (continued)

Country Stewardship Financing Provision

Revenuea Risk Purchasing
Collection Pooling

Brazil Federal Ministry 0% PRT Multiple: Federal government Public providers
of Health and states 46% GT Federal government State governments Private providers
health ministries 35% OOP States Municipalities

19% Other Municipalities (microregions)
(microregions) Private insurers
Private insurers

Chile Ministry of Health 17% PRT Multiple: FONASA Public providers
directly and through 28% GT FONASA ISAPREs Private providers
the Superintendent 27% OOP Instituciones de Health districts
of Health 28% Other Salud Previsional 

(ISAPREs)

Colombia Ministry of Social 49% PRT Multiple: Public providers
Protection directly 34% GT Régimen Subsidiado EPSs Private providers
and through the 10% OOP Régimen ARSs
Superintendent of 7% Other b Contributivo
Health

MOH Direcciones Seccionales
National Social de Salud 
Security Council (Departamentos y 

Distritos)
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Costa Rica Ministry of Health 54% PRT Single: Social security Mostly social 
11% GT Social security (Caja (Caja Costarricense) security (Caja
34% OOP Costarricense) Costarricense)

providers

Dominican Ministry of Health 7% PRT Multiple: Private insurers MOH
Republic 29% GT Social security IDSS-selected services Social security (IDSS)

56% OOP (Instituto MOH-selected services Private for-profit 
8% Other b Dominicano de providers

Seguridad Social, IDSS)
Private health insurers

Ecuador Ministry of Health 13% PRT Multiple MOH-selected services MOH
23% GT Social security (Instituto Social security (IESS) Social security (IESS)
57% HH OOP Ecuatoriano de for some services Farmers’ insurance 
7% Otherb Seguridad Social, IESS) Private insurers (SSC)

Farmers’ insurance Not-for-profit Private not-for-profit 
(Seguro Social organizations providers
Campesino, SSC) Private for-profit 

Private health insurers providers

Honduras Ministry of Health 9% PRT Multiple Social security (IHSS) MOH
42% GT Social security for some services Social security (IHSS)
42% OOP (Instituto Hondureño Private insurers Private providers

de Seguridad
7% Otherb Social, IHSS) Private firms

Private health insurers
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Table 1.1 (continued)

Country Stewardship Financing Provision

Revenuea Risk Purchasing
Collection Pooling

Jamaica Ministry of Health 0% PRT Multiple: Private insurers Public providers
57% GT Private insurers Private providers
26% OOP
16% Otherb

Mexico Shared between 30% PRT Multiple: State health systems Social security 
federal health 15% GT Federal health secretary Social security (IMSS providers (IMSS, 
secretary, social 52% OOP State health systems and others) ISSSTE)
security (Instituto 3% Other b Social security (IMSS) Private insurers Private providers
Mexicano de Seguridad ISSSTE
Social, IMSS), Instituto
de Seguridad y 
Servicios Sociales para
los Trabajadores del
Estado, (ISSSTE),
and the states

Nicaragua Ministry of Health 14% PRT Multiple: Private insurers Public providers
35% GT Social security Private providers
49% OOP Private insurers
2% Other b
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Paraguay Ministry of Health 11% PRT Multiple: Private insurers Public providers
27% GT Social security Private providers
55% OOP Private insurers
7% Other b

Trinidad and Ministry of Health 0% PRT Multiple: Private insurers Public providers
Tobago 37% GT Private insurers Private providers

54% OOP
9% Other b

Uruguay Shared between the 16% PRT Multiple: ASSE MOH providers
Ministry of Health 13% GT State Health Service FNR Private providers
and the Ministry 18% OOP Administration (ASSE), IAMC
of Finance 53% Other b Fondo Nacional de

Recursos (FNR),
Institutos de Asistencia
Medica Colectiva 
(IAMC)

PRT=payroll tax; GT=general taxation; OOP = out-of-pocket payment.
a. Represents a proxy estimated from health expenditures data.
b. This category includes household expenditures on private health insurance and other private risk-pooling mechanisms, expenditures of private

companies, and private not-for- profit organizations.
Sources: PAHO 2002; WHO 2004; Baeza 2002. 
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Note

1. The description of the way health systems function uses the terminology
first presented in the World Health Report 2000 by the World Health Organiza-
tion (WHO 2000). The discussion of alternative risk-pooling arrangements and in-
struments for cross-subsidization is developed mostly from previous work by the
STEP Program, run by the International Labor Organization (ILO) (Baeza, Crocco,
Núñez, and Shaffer 2002). 
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Health Shocks, Household
Welfare, and the Risk of Poverty

HEALTH SHOCKS—adverse health events such as sickness, accidents, or
normal life cycle events—not only sap the health of individuals but can
also impoverish their households. In the wake of health shocks, house-
holds’ consumption possibilities can be dramatically lowered. There are
two potential sources of impoverishment: lost income due to reduced par-
ticipation in the labor market and diminished productivity and household
spending on health care and health insurance. Both causes are prevalent
and require sound policy actions. However, because much has already
been written on income losses from reduced labor market participation
and productivity,1 we focus mainly on the impoverishing impact of health
expenditures resulting from inadequate financial protection.

The cost of treating a serious illness or injury can force individuals and
households to cut nonmedical consumption and may curtail human cap-
ital accumulation for many years. Further, the cost of care can plunge
households into poverty and perpetuate poverty for the already poor. For
this reason, it is important for policy makers to maintain and improve the
health status of the people they represent through cost-effective public
health interventions. Equally important from a household perspective is
to achieve this goal while ensuring that households are protected finan-
cially from falling into poverty. 

From a public policy point of view, however, the relative importance
of setting priorities for gains in health status or in financial protection
varies significantly across countries. In poorer countries, with low life
expectancy and tight resources, returns from assigning priority to
health-enhancing interventions are much different from the returns from
such a focus in middle-income countries that have already achieved long
life expectancy. The evidence and discussion in these chapters are
intended to encourage policy makers to consider, when setting their
policy priorities, both the health status and the financial protection



objectives of health systems. The decision on the relative importance of
each objective will depend on the country context. 

What is financial protection as a health system goal? A strict defini-
tion is just beginning to emerge among policy makers, specialists, and
the academic community. On how much is too much for households to
have to spend on health care, there is, as yet, little consensus. Experts do,
however, agree that a household’s spending on health should (at the very
least) not cause a family’s impoverishment or prevent a poor household
from overcoming poverty. Nor should spending on health force a house-
hold to reduce consumption of other vital goods and services (such as
food and education) and thus hinder the accumulation of human capital
over the medium and longer term.

Before turning our discussion to financial protection measures, ways
households seek to protect themselves from health shocks, alternative
financing options, and policy implications, we focus in this chapter on
empirical evidence of the impact of household health spending on
welfare and the impoverishing impact of the cost of care. We show the
magnitude of spending on health as a share of gross domestic product
(GDP), how much of this spending households shoulder directly, and the
extent of reported health-spending shocks relative to other income
shocks. We then briefly review empirical work conducted in both devel-
oped and developing countries on the impact of health on productivity,
income, and consumption and find that relatively little prior analytical
work has been conducted to measure the impoverishing effect of health
spending. We go on to present empirical evidence of the importance and
impact of health spending shocks on household welfare, taken from six
country case studies commissioned for this report. These country cases
were selected to represent the diversity of health finance policies and
institutions in the Latin America and the Caribbean (LAC) region today. 

The chapter closes with a look at how LAC households are covered
against the financial consequences of health shocks. Drawing on our
case studies, we show the extent to which households are covered by
formal health finance institutions—from national public health systems
through which governments deliver care directly and which are typically
financed out of general tax revenues, by quasi-public social insurance
schemes, and by private health insurance plans.

Country and Household Spending on Health

Around the world, health care costs are rising. Health care expenditures
rose from 3 percent of world GDP in 1948 to 9.8 percent in 2001 (WHO
2000 and 2004). Though often imprecise and sometimes unreliable,
country data on health expenditures are still useful to put LAC health
expenditure in context with other parts of the world (table 2.1)2. With
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Table 2.1 Composition of Health Financing in High-, Middle-, and Low-Income Countries (averages in 2001)

Private Prepaid
Private Out-of-Pocket Plan External

Public Social Expendi- Expendi- Expendi- Expendi-
Per Per Capita Total (% total Security tures tures tures tures

Capita Health Health public (% total (% total (% private (% private (% total
Regions and GDP Expenditure Expenditures health health health health health health
Income Levels (US$) (US$) (%) GDP) expendi- expendi- expendi- expendi- expendi- expendi-

tures) tures) tures) tures) tures) tures)

East Asia and Pacific 1,387 84 (46) 5.6 59.3 11.1 40.7 83.4 3.5 11.9
Eastern Europe 2,053 132 (131) 5.5 67.1 42.1 32.9 94.9 3.5 2.6
and Central Asia

Latin America and 3,705 237 (264) 6.4 58.2 28.5 43.8 81.5 13.7 4.0
the Caribbean

Middle East 2,834 102 (82) 5.6 52.7 15.6 47.3 79.1 8.1 3.1
and North Africa

South Asia 737 38 (21) 4.6 49.0 6.2 51 97.7 0.2 9.9
Sub-Saharan Africa 868 42 (29) 4.5 54.0 1.0 46 83.3 6.9 21.7
High-income 21,198 1,527 (2,860) 7.7 70.1 33.1 29.9 74.0 16.2 0.1
countries

Middle-income 3,026 176 (106) 5.8 61.7 28.2 38.3 86.4 8.9 3.4
countries

Low-income 576 25 (19) 4.7 51.7 2.2 48.3 84.4 4.0 20.0
countries

Note: All figures are weighted by country; per capita health expenditures include population-weighted averages in parentheses.
Source: Schieber et al. 2006.



total health expenditures accounting for 6.4 percent of GDP, LAC is the
highest expending region in the world. Only high-income countries
spend more on average as a percentage of GDP than LAC. However,
LAC ranks third in terms of total public expenditures on health as a
percentage of total health expenditures (56.2 percent), after Asia and
Pacific and Eastern Europe and Central Asia. This is not surprising,
considering the region’s poor tax performance (chapter 5)—better only
than in Sub-Saharan Africa and South Asia. 

Diverse country contexts underlie regional averages, and the mixed
picture in LAC reflects the region’s diversity. As shown in figure 2.1,
most LAC countries spend less than expected for their GDP per capita
in terms of total fiscal expenditures as a proportion of total health
expenditures. Notable exceptions are Colombia, Costa Rica, and
Bolivia.

Because public expenditures on health (fiscal and other) are low,
private health expenditures are high in most LAC countries. This would
not necessarily be problematic if those private expenditures reflected
high demand for private contributory health insurance, but it does not
in most LAC countries. By far, most private health expenditures in the
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region come directly out of pocket the moment public or private health
services are sought. Figure 2.2 shows that most LAC countries spend a
higher-than-expected proportion of out-of-pocket (nonpooled) expendi-
tures in relation to their GDP per capita. Notable exceptions are
Uruguay and Colombia.

In LAC, the private share of health spending averages 45 percent.
Although this share is much lower in some Caribbean countries (at
around 20 percent), the regional average is much higher than in Europe
and the Organisation for Economic Co-operation and Development
(OECD) countries, where private spending can be as low as 9 percent
(Czech Republic), and as high as 37 percent (Netherlands), and 56 per-
cent (United States).

The most relevant available spending indicator of the impact of health
spending on individual and household consumption and welfare is the
share of private out-of-pocket spending on health by households in con-
trast to the share they put into risk-pooling arrangements (see chapter 5). 
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Evidence of the Impact of Health
on Household Income

Most of the empirical work linking individual and household welfare to
health covers the impact of health on productivity and earnings.3 Much
of this literature examines the relation between health indicators and
earnings in developed countries, due to the wealth of available data in
these countries. Most research concentrates on two channels: the
impact of nutrition and good health on earnings potential and the impact
of illness and injury on household income through lost earning ability
or forgone labor. As appropriate data become available, evidence is also
growing from developing countries where similar empirical work has
been done. 

But, as shown in the review of empirical literature in this chapter,
despite the large body of evidence on the importance of health to earn-
ings potential and the detrimental impact of adverse health events on
earnings and household income, little work has been done on the impact
of health spending on nonhealth consumption and the impoverishing
effects of health care costs.

The Impact of Health and Nutrition on Earning Ability

Several researchers have found an empirical link between health and
nutrition in infancy and childhood and earning outcomes later in life. In
an analysis of the impact of health on the future earning capacity of
individuals in LAC, Savedoff and Schultz (2000) find that healthier peo-
ple (as measured by different health status variables) receive higher
wages.4 Knaul (1999), focusing on Mexico, uses age at menarche (de-
fined as the onset of the first menstrual cycle) as a health indicator of the
long-term (secular) effects of investments in childhood nutrition and
other early childhood factors that affect adult health. Knaul concludes
that a one-year decrease in the reported age at menarche is associated
with an increase of 23 percent to 26 percent in wages.

Ribero and Nuñez (1999), analyzing public and private investments in
health in Colombia, used instrumental variables to identify the magni-
tude of labor market returns from good health status. The authors ana-
lyzed two indicators of health: disability and number of days disabled.
The authors found that each additional day of disability decreased earn-
ings between 13 percent and 33 percent. In contrast, each additional
centimeter of stature increased future earnings by 7 or 8 percent. Com-
paring rural and urban residents, the authors discovered that estimations
of health production indicate that investments in nutrition are critically
important to individuals’ future returns in the labor market. 
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The relation between health and income has also been analyzed from
the perspective of nutrition among working-age individuals. Economic
theories incorporating this association—known as the “efficiency wage”
hypothesis—have been argued in the literature since the 1950s. Although
the connection seems intuitively logical, complex measurement issues limit
the availability of supporting evidence.5 Advances in household surveys
have given researchers access to new data that allow them to better model
and analyze these theories. The association between healthy nutritional sta-
tus and higher labor productivity is particularly relevant for developing
countries in which much of the economy and the population depend directly
or indirectly on agricultural activities that require intensive physical labor.

Deolalikar (1988) examines nutrition and labor productivity in the agri-
cultural sector in rural South India. The author, using weight-for-height as
the anthropometric measurement for nutritional status, concludes that
nutritional status plays a critical role in determining labor productivity in
agriculture. Ferrando, Hernández, and Savedoff (1999), using self-reported
illness and days of illness, show that health status determinants affect indi-
vidual productivity as measured by hourly income. The authors show that
poor health can reduce productivity by as much as 58 percent and that
better health status is associated with higher hourly income.

Income Losses from Forgone Work due to Sickness 
or Injury

Ill health and accidents can cause households to lose income through
several channels. Households face the cost of productive time lost due to
sickness of working members, as well as opportunity costs due to days
spent taking care of ill family members. Income lost due to sickness has
been extensively studied in developed countries. In the United States,
several studies on common conditions have shown a strong connection
between sickness and lower income. Stewart et al. (2003) examine losses
in productive time due to common pain conditions in the workforce.
According to the results, 13 percent of the total workforce reported a
loss in productive time due to conditions that caused some of the most
common forms of pain—headaches, back pain, arthritis pain, and pain
due to other musculoskeletal conditions.6

Blanc et al. (2001) conducted a study of asthma and rhinitis in north-
ern California. Participation in the adult labor force since the onset of
this condition was lower among those with asthma than among those
with rhinitis alone. Among those still employed, decreased job effective-
ness was more frequently reported by the rhinitis sufferers than by the
asthmatics. Lost work attributable to these conditions was common in
both groups: more than 20 percent reported one or more full or partial
workdays lost in the four weeks prior to being interviewed.

HEALTH SHOCKS, HOUSEHOLD WELFARE, AND THE RISK OF POVERTY 39



Boden and Galizzi (1999) use individual data to estimate earnings lost
from all reported workplace injuries and illnesses in the United States. The
authors found that lost-time injuries and illness produce both physical
effects, caused by reduced work capacity, and labor-market effects, caused
by long-term work absence while recovering. The labor-market impact
may be caused by loss of seniority, by a forced switch from a union job to
a nonunion job, by stigma associated with on-job injuries, or by valuable
labor market experience forgone due to injury. According to the research,
the average value of losses projected 10 years beyond the observed period
is equivalent to more than $8,000 per injury. Women were found to lose
a greater proportion of their preinjury earnings than men.

Several studies focus on diseases that affect large groups of the popu-
lation. Cisternas et al. (2003), examining the direct and indirect costs of
adult asthma, find that work loss is an important part of indirect costs.
Productive time lost due to asthmatic conditions among adults was esti-
mated at 61 percent of total indirect costs, even though only 5 percent
was related to absenteeism.

In a recent study on the dynamics of poverty and social exclusion in
Great Britain, Gordon (2002) shows that severe ill health is a major
cause of poverty through lost income. The author points to a rapid
decline in income due to sickness as the primary culprit. Another possi-
ble connection inferred from this study is that disabling conditions that
require early retirement can lead to rapid reduction in incomes.

Bodger (2002) focuses on chronic disease in the United Kingdom and
shows that high direct and indirect costs are associated with chronic
disease. Long periods of absenteeism and early disability can lower
patients’ earnings, even if most patients (90 percent) remain in the work-
force and have a normal life expectancy. A study conducted in Germany
by Lederer, Weltle, and Weber (2001) confirms that chronic conditions
that force civil servants into sharp declines in productivity and increases
in absenteeism lead them to lose their sources of income and apply for
early retirement.

Cortez (1999) focuses on measuring the effect of health on the hourly
wage of adult men and women in rural and urban Peru. This research
indicates that good health is an asset to productivity as measured by
wages. The authors show that the rate of illness and number of days of ill-
ness reported in national surveys is negatively related to individual wages
and household income. The author estimates that one less day of reported
illness in a month increases the wages of urban and rural women by 3.4
percent and 6.2 percent, respectively. For men, the increase was higher—
4.7 percent and 14.2 percent, respectively, in urban and rural areas.

Murrugarra and Valdivia (1999) discuss the returns on health for
Peruvian urban adults by gender, age, and across wage distribution by
estimating the earnings impact of health status. Health status (measured
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by days of reported illness) was found to have a strong and positive
impact on wages, especially for men. The effects of illness are greatest on
the lowest paid workers, whose hourly wages are reduced by 3.8 percent
for each sick day. Results also suggest that the impact on wages is
stronger for jobs in which productivity is closely tied to health.

Parker (1999) examines earnings in the labor market using several
health status determinants among the elderly in Mexico. This is one of
the first studies to explore the relation between health and wages among
the elderly in a developing country. Parker demonstrates that poor
health lowers the hourly earnings of elderly males by 58 percent.7

Jayawardene (1993), using data from India, breaks down the cost of
malaria between its effects on the household head and other household
members through direct and indirect costs. Indirect costs include delay
of farming activities, loss of time and workdays, indebtedness resulting
from expenditure, and lost income. The greatest loss was incurred from
the illness of the household head, equivalent to an average of 8.36 wage
days over a 10-month period. Added to this was the indirect cost for
other family members: an average of 5.3 days, yielding a total average
of 13.7 days lost when the household head was ill. The loss of a day’s
work because of malaria meant the loss of a day’s wages, and the aver-
age wage was approximately 40 rupees per day.8

Mills (1994) reports the results of an investigation into the economic
consequences of malaria for households in Nepal. According to the
study results, most households cope with the reduced labor supply dur-
ing a malaria episode without great difficulty by drawing largely on
other adult family members.

De Codes, Baker, and Schumann (1988) develop and use country
examples to highlight the indirect cost of illness based on the economic
value of human life and on other consequences for households, including
productivity losses that can reduce family income. The cost of injuries was
found to be more than five times greater than any specific disease, greater
than the whole group of ill-defined conditions, and only slightly smaller
than the category of all other diseases combined due to indirect costs.

Though less prevalent, several studies show the adverse effect
of sickness on household income when income earners miss work to
care for sick family members. Principi et al. (2003) examine the
socioeconomic impact of influenza on healthy children and their fam-
ilies in Italy. The authors find that parents of children with influenza
missed more work than the parents of healthy children because they
were needed at home to care for sick children. The loss of both paternal
and maternal workdays was much higher in unvaccinated households
than in vaccinated households.

Smith et al. (2002) conducted a study of employment barriers
among welfare recipients and applicants with chronically ill children
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in the United States. The study was conducted in San Antonio, Texas,
on 504 predominantly low-income English- or Spanish-speaking par-
ents or primary caretakers of children aged 2 to 12 years with one of
seven chronic illnesses. In their study, the authors found that current
and former welfare recipients and welfare applicants were more likely
than those with no contact with the welfare system to report that their
children’s illness adversely affected their employment.

Policy Mechanisms to Address Household Losses
of Income Due to Health Shocks 

All industrial countries have public policies to compensate for income loss
resulting from health shocks. Most countries in the LAC region have in-
troduced many of these mechanisms for formal workers as part of social
security benefits. Table 2.2 summarizes the most common mechanisms in
place in the region.
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Table 2.2 Most Frequent Mechanisms to Compensate for Income
Loss Resulting from Health Shocks in Latin America
and the Caribbean

Duration of 
Policy Benefits Benefits

Medical (sick) leave Continuation of salary while absent Temporary
for medical reasons

Maternity leave Continuation of salary while parent Temporary
absent for childbirth

Workers’ accident May cover medical expenditures Temporary
insurance as well as workers’ income while sick

Maternal leave due Continuation of salary while absent Temporary
to sickness of due to sickness of dependent children
dependant children

Workers’ disability Protection against income loss due Temporary
insurance to temporary or permanent disability or

payable either as lump sum or annuity Permanent
Early retirement due Accelerated pension benefit that may be Permanent
to disability paid in case of permanent disability

Life insurance Protection against income loss due to Permanent
death of income earner (lump sum 
or annuity)

Spousal and Annuity payable upon death of Permanent
dependent benefits income earner

Source: Authors’ analysis.



Medical (sick) and maternity leave are among the most common
benefits to protect workers from income loss due to a health shock.
The economic impact of medical leave on firms’ costs has been the
focus of numerous analyses in both developed and developing
countries because workers’ use of these benefits has increased
(Gunderson and Hyatt 2000; Neuhauser and Raphael 2004). Concern
is growing that medical leave is becoming a substitute for ineffective
or nonexistent unemployment insurance (Tokman, Rodríguez, and
Larraín 2004).

Usually, in the private sector, medical leave for short periods of time
(days to weeks) is planned as part of workers’ total number of days’
absent, together with vacations. For longer medical leave, private insur-
ance (accident or disability insurance), social security, or other arrange-
ments may protect against income loss.

Professional or work-related accident insurance is usually designed
to provide protection against health care related expenditures due to
accidents directly related to work. However, some such insurance
may provide, as an additional benefit, income-loss protection for
health shocks related to occupational hazards or injuries. Worker
disability insurance, on the other hand, is designed to protect against
income loss related to disabilities that prevent individuals from work-
ing for longer periods of time than those covered by medical leave or
accident insurance. 

Legal provisions that protect a worker’s possibility of returning to
a job after a long absence due to a medical condition also help protect
households from income-loss shocks. Depending on each country’s
regulatory and legal framework, accident and disability insurance
are managed by the private sector, by social security institutions, or
by both.

Individuals prevented from working by certain types of permanent
disabilities may be offered early retirement if they have con-
tributed to their pension system for a minimum number of years. Early
retirement is thus another income-protection alternative in case of
health shocks.

Life insurance and spousal and dependent benefits protect house-
holds against permanent income loss due to the death of income earn-
ers. Life insurance is usually paid as a lump sum, particularly by
private insurers. Sometimes insurance is designed to pay survivors an
annuity to furnish an income stream over longer periods. Spousal and
dependent income benefits to protect survivors are common provi-
sions of social security systems. For children, such benefits usually
stop at the age of legal majority, although in some cases this benefit is
extended longer (for example, in Chile the Armed Forces system
extends this benefit for life to unmarried daughters).
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Cost of Health Care and Its Impact on Consumption

There are at least two approaches to analyzing consumption variations
due to changes in health status of household members. The first type
studies how sickness affects consumption via income losses or the
reduction of income-generating activities. The second type analyzes how
health care expenditures affect the consumption of other nonhealth care
goods and services.

Gertler and Gruber (2002) examine whether households can cope
with severe ill-health shocks without cutting nonmedical consumption.
The authors use data from a panel survey from Indonesia evaluating
changes in the health status of the household head as well as other mem-
bers of the family over a two-year period. According to the results,
changes (from highest to lowest score) in a constructed indicator for
activities of daily living (ADL) are associated with a reduction of roughly
20 percent in per capita consumption. Families can maintain their nor-
mal consumption of nonmedical goods and services as long as the illness
does not affect the physical functioning of the household head. The more
severe the illness of the household head, the more difficult it is to ensure
prehealth shock consumption for the family.

Sauerborn et al. (1995) examine the coping strategies of rural
households from Burkina Faso and suggest that illness-caused labor
losses can reduce poor households’ income. This study also found that
health care related expenditures that were outside the scope of the
usual household budget depleted or used up household savings and
other assets.

Mock et al. (2003) find that in Ghana treatment costs were higher in
urban than in rural areas. Although injuries in the urban area had a more
severe primary effect, the ultimate effect on rural households appeared
more severe. A greater percentage of rural households reported that
treatment costs forced them to reduce food consumption than did urban
households.

Finally, Wagstaff and Pradhan (2003) analyze the impact of out-of-
pocket health expenditures on household consumption patterns in Viet-
nam. The authors use data from a panel survey that permit comparison
of households before and after the introduction of Vietnam’s health
insurance system in 1993. The authors found that individuals covered by
health insurance enjoyed 12 percent higher nonmedical consumption
than those without coverage.

Table 2.3 presents a summary of the literature reviewed in this sec-
tion (discussed in depth in Montenegro and Nazerali 2004). The litera-
ture from both developed and developing countries presents ample
evidence of the links between health events and household income and
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Table 2.3 Evidence Linking Health and Consumption through Lower Labor Supply and Lost Earnings

Type of Study

Unit of Quanti- Quali- Independent 
Year Author Country N Analysis tative tative Variable of Interest Dependent Variable

2002 Babu India 186 Individuals X Chronic lymphatic Working hours/day
filariasis

2001 Blanc USA 300 Individuals X Asthma and rhinitis Work days lost
1999 Boden and USA 70,377 Individuals X Workplace injuries Annualized average 

Galizzi earning losses

2002 Bodger Sweden N/A Individuals X Crohn’s Disease Early retirement

2002 Bodger Sweden N/A Individuals X Crohn’s Disease Future person yrs.
lost before old-age 
pension

2002 Bodger Sweden N/A Individuals X Crohn’s Disease Sickness leave

2003 Cisternas USA 401 Individuals X Adult asthma Total annual costs due 
to lost productivity
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Type of Study

Unit of Quanti- Quali- Independent 
Year Author Country N Analysis tative tative Variable of Interest Dependent Variable

1999 Cortez Peru 11,506 Individuals X Decrease in days Wages
of illness (women)

1999 Cortez Peru 18,766 Individuals X Decrease in days Wages
of illness (men)

1988 deCodes Brazil 872 Households X Injury Indirect costs 
(including income)

1988 Deolaikar South India 240 Households X Weight for height (as Direction of the effect
a measure of health on wages
status)

2002 Gordon UK N/A N/A X Sickness Income lost

2002 Gordon UK N/A N/A X Severe ill health Poverty

1993 Jaya- Sri Lanka 124 Households X Head of household Wage days lost
wardene with malaria
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1999 Knaul Mexico 3,155 Individuals X Decline of one year Wages
in age at menarche

2001 Lederer Germany 9,348 Individuals X Mental illness Income lost

1994 Mills Nepal 616 Individuals X Episode of malaria Mean days disabled 
per worker ill

2003 Mock Ghana 21,105 Individuals X Days of illness Disability days
(not worked)

1999 Murrugarra Peru 1,144 Individuals X Days of illness Wages
and
Valdivia

1999 Ribero and Colombia 18,866 Households X Days of disability Earnings
Nuñez

1999 Ribero and Colombia 18,866 Households X Increase in height Earnings
Nuñez higher earnings

1996 Sauerborn Burkina 566 Households X Seasonal variation of Illness during rainy 
Faso household’s time cost season

due to work incapacity

(Table continues on the following page.)
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Type of Study

Unit of Quanti- Quali- Independent 
Year Author Country N Analysis tative tative Variable of Interest Dependent Variable

1995 Sauerborn Burkina 4,820 Households X Reduction in
Faso savings and assets

1995 Sauerborn Burkina 566 Households X Work days lost
Faso

1995 Sauerborn Burkina 4,820 Individuals X Labor loss
Faso

2002 Smith USA 504 Individuals X Parents
employment

2003 Stewart USA 28,902 Individuals X Reports a child with Productive
chronic illness hours lost

Reports an episode of 
any chronic pain 
condition in past 
2 weeks

Source: Montenegro and Nazerali 2004.



consumption. However, there is relatively little evidence on the impact
of health care costs on nonmedical consumption and on the impover-
ishing impact of these health costs. 

This gap in the literature raises concern because financial losses from
the cost of care can be as large or larger than income losses during acute
health shocks or over long periods of costly treatment of chronic dis-
eases. In the next section, we present empirical evidence of the magni-
tude of household spending on health care and on the risk of poverty
presented by these costs. 

The Impact of Health Spending Shocks
on Household Welfare in Six Latin American

and Caribbean Countries

Earlier in this chapter, we presented comparative data compiled by the
World Health Organization on health spending in several LAC coun-
tries and compared these indicators with similar data from the
European Union and some of the wealthy OECD countries. A simple
observation drawn from this comparison is that, although LAC
countries spend less as a share of GDP on health, the portion of private
spending is higher and private out-of-pocket spending by households is
much higher.

Adverse Health Events and Shocks to Household Income

Although household out-of-pocket spending accounts for 85 percent
of private health expenditure in the LAC region, the high proportion
of out-of-pocket spending does not in itself reflect lower welfare or
greater vulnerability. Figure 2.3 presents the distribution of reported
income losses from various adverse events, including job loss, politi-
cal turmoil, death, disability, and the treatment of sickness. The data
are taken from two surveys (Encuesta de Prevision de Riesgos Sociales
[PRIESO] surveys) conducted in Chile and Peru that were designed to
capture information on household risk management and strategies for
coping with income shocks.9 Respondents were allowed to report as
many different income shocks as they wished, and the figures show a
frequency distribution of responses in each category of shock (as a
percentage of total responses). Although the questions posed did not
ask specifically about health expenditures (as opposed to, for exam-
ple, lost income due to illness), it is likely that respondents were
referring to excessive expenditures when they reported “sickness
costly to treat.” 
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F&F = friends and family. HH = households.

Figure 2.3 Cost of Treating Sickness: Second Most 
Frequently Reported Shock to Household Income

Note: Both figures represent responses to the survey question “In the past
three years, has your household experienced an event that has caused a
significant loss in income?”

Sourcs: Chile, Packard 2005; Peru, authors using data from the Peru
PRIESO survey of 2002.

In the PRIESO surveys, the most frequently reported shock to
income was associated with economic recessions. When probed,
respondents mentioned job losses and extended unemployment or a
downturn in business if they were self-employed. Particularly striking in
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the distribution from both surveys is that “sickness costly to treat” is the
second most frequently reported shock. Often, respondents also reported
“disability of a family member” and “death of a family member”—both
of which could also be construed as adverse health events. If those
responses were added in, health shocks closely rival earnings losses from
unemployment as the most prevalent income shock. The responses on
disability and death of household members do not, however, reveal
whether the shock arose primarily from loss of income due to missed days
of work, the cost of treatment, or some combination of both. However,
the survey data from Chile and Peru presented in figure 2.3 clearly indi-
cate that households perceive the direct costs that arise from adverse
health events as posing significant constraints on their resources and that
these events are important among reported shocks to household welfare.

Motivated by the increasing concern in health system policy analysis
about the impoverishing consequences of health shocks (WH0 2000;
Baeza et al. 2002; Wagstaff and Pradhan 2003) and by the suggestive
household responses from the PRIESO surveys, we commissioned
specific analyses of health shocks and household income and consump-
tion in six LAC countries. The six country cases—Argentina, Chile,
Colombia, Ecuador, Honduras, and Mexico—were selected to reflect
both the diversity of the region and their different approaches to health
finance (examined in later chapters). As per methodological compara-
bility purposes, only data from Argentina, Chile, Colombia, and
Ecuador are presented in this chapter, except regarding out-of-pocket
expenditures for a standardized package of services, for which data from
Mexico is presented (figure 2.4).

Readers are advised to interpret the findings of our country case
studies with caution. The absence of a culture of household-centered
analysis and evaluation of health system performance in LAC, particu-
larly on financial protection, has meant a dearth of data for analysis of
household financial protection against a health shock. The lack of good
household data on health expenditure forces researchers to marshal
sophisticated measurement techniques and sometimes make strong
assumptions. For these reasons, the results presented in this chapter on
the impoverishing effects of health shocks constitute preliminary
evidence intended mostly to increase awareness among policy makers
and to introduce an incentive for improved data collection and further
analysis of this topic. 

In the rest of this chapter, we present indicators of household out-
of-pocket spending, measures of impoverishing spending, and the
incidence of poverty after health shocks. The chapter closes with a
look at the extent of coverage of public, quasi-public, and private
health finance organizations designed to help households cover their
health costs.



Distribution of Household Expenditure and Impoverishing
Out-of-Pocket Spending on Health

Figure 2.4 shows side-by-side comparisons of monthly household out-
of-pocket health care expenditure (as a percentage of total household
monthly income or consumption, depending on the data available
in each country). The data from four country cases are presented
by quintile of total household income, where quintile 1 represents the
poorest 20 percent of households and quintile 5 the wealthiest 20
percent.

The poorest quintile spends a larger proportion of income on out-
of-pocket health costs than the richest quintile. This higher propor-
tion not only implies less disposable income for other consumption
but, for the poor, can also erect an imposing barrier to necessary
health services because the better-off show a larger price elasticity
for health services than the nonpoor (Gertler and Van der Gaag
1988).

That demand for and spending on health care rises with income is
well documented—as people become better-off, they can afford and
actually seek better quality care and increasingly elective and costly
procedures. Figure 2.4 also includes indicators of standardized spend-
ing out-of-pocket on a uniform package of health services and treat-
ment. The figure shows actual reported spending out-of-pocket beside
a measure of expenditure that adjusts actual reported spending by the
inpatient use rate of households in the third income quintile. This
adjustment, although methodologically different, follows the rationale
for adjusting actual utilization to a standard utilization suggested by
Pradhan and Prescott (2002). Without this adjustment, we would sim-
ply observe the differential of health care consumption between the
lowest and the richest quintiles. Low out-of-pocket spending in house-
holds from lower income quintiles can merely reflect low utilization of
services. If low-income households do not use services, they will not
pay as much out-of-pocket, and the spending reported in most house-
hold surveys will show misleadingly low out-of-pocket health expen-
diture as a percentage of all expenditures. Standardizing the package
to the same level of utilization is essential to judge the impact of out-
of-pocket spending on total expenditures. This means comparing out-
of-pocket spending in a hypothetical scenario where all households
demand the same package of services, in this case the level of inpatient
care observed in the particular country among households in the third
quintile.

This adjustment is not without methodological problems—in our ad-
justment, the strong assumption that the need for health services among
the lowest income quintile would be the same as in the third quintile. In
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practice, evidence suggests that the poor, with their greater incidence of
health events, need the services more than the better-off. This assump-
tion implies an underestimation of out-of-pocket expenditures even
after the adjustment. However, since a standard package of services does
not exist in most countries (or did not until recently), the adjustment
allows us to calibrate household expenditure on health care, controlling
for lack of demand for necessary services.

Although the actual reported spending on health presented by
income quintile shows a mixed pattern—falling with income in some
cases and rising in others—it is immediately apparent that out-of-pocket
health expenditures on the standard package of services are highest
among households in the lower income distribution groups.
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Ecuador 1998

0%

2%

4%

6%

8%

10%

12%

14%

16%

18%

20%

Q1 (poorest) Q2 Q3 Q4 Q5 (richest)

Mean Total OOPs % HH Exp
Adjusted Mean Total OOPs % HH Exp

Mexico 2000
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Figure 2.4 Out-of-Pocket Health Spending on Health
Services and Projected Out-of-Pocket Health
Expenditures on a Standarized Package of
Services

Note: Total out-of-pocket health spending as percentage of total
household income or consumption by income quintile, actual and adjusted
by inpatient use rate.OOP = out-of-pocket. HH = households.

Sources: Argentina, Maceira (2004); Colombia, Bitran et al. (2004);
Ecuador, Montenegro (2004); and Mexico, Knaul et al. (2004).



Impoverishing Out-of-Pocket Expenditure on Health

As mentioned at the beginning of this chapter, health specialists do not
yet agree what constitutes excessive spending on health care. However,
there is preliminary agreement that household spending on health
should be considered excessive or catastrophic if it plunges households
into poverty or impairs their capacity to build and sustain human capi-
tal. Figure 2.5 shows the share of households in each income quintile
that are plunged into poverty by health expenditures. The figure shows
the percentage of newly poor (households falling below the poverty line
as defined in each country) in each quintile as a result of out-of-pocket
health expenditures. Most newly poor households report significant
health shocks. 

The data shown in figures 2.5, 2.6, and 2.7 suggest that health shocks
push a significant proportion of households below the poverty line. The
numbers are likely to be much larger because the figure shows only the
expenditure effect and not the loss-of-income effect discussed earlier.
Available data do not allow both effects to be combined and shown
simultaneously. Due to limitations in the available data, and therefore,
methodological applications in most of the country cases, the figures
represent household disposable income, net of health expenditures,
falling below the poverty line for at least three months. In the case of
Colombia, where inpatient data differentiated from outpatient data are
available, households facing inpatient events fall more frequently into
poverty and remain in poverty for up to a year. 

Besides making it impossible to combine the expenditures and the
income-loss effects, the available data present another major short-
coming: they preclude examination of the impact of shocks on con-
sumption. A further limitation is that researchers cannot examine the
long-term effects of health shock–triggered reductions in consumption
on human capital formation. Nevertheless, our intention is to call
attention to the poverty-generating effects of health shocks and
suggest directions for further research. Only analysis using still-rare
panel surveys of household consumption, health shocks, and proxies
for human capital formation in the LAC region would generate more
definitive findings to motivate policy. Gathering these data and
exploring this dimension are critical to answering the questions that
motivate this report.

Why do households fall into poverty? What mechanisms are available
to protect them from impoverishment as a result of health shocks? What
is failing or missing in LAC health systems that prevents them from
being effective in preventing poverty? The remaining chapters of this
report attempt to answer these questions from existing evidence.
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Figure 2.5 Out-of-Pocket Health Expenditures Due to Health
Shocks Produce a Significant Number of Newly
Poor

Source: Maceira 2004.

(Figure continues on the following page.)

Argentina 1997: Percentage of individuals who become newly poor due to health
shock by household consumption quintile
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Source: Bitran et al. 2004.

Chile 2000: Percentage of individuals who become newly poor due to a health
shock by household consumption quintile
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Source: Montenegro 2004.
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Figure 2.5 (continued)
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Figure 2.6 Average Previsional Household Monthly per
Capita Income Pre- and Post-Out-of-Pocket Health
Spending, Honduras 1998-99

Figure 2.7 Poverty Line, Income, and Health Expenditure
in Argentina

Source: Maceira 2004, based on ENGH97 (Argentina, National Household
Expenditures Survey 1997) background paper for this publication.
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Notes

1. See, for example, Gertler and Gruber (2002) on Indonesia and other au-
thors quoted later in this chapter.

2. All dollar amounts in this report are U.S. dollars.
3. This section draws from the extensive literature review by Montenegro and

Nazerali (2004).
4. The authors suggest that although the effect of health on wages varies in

magnitude depending on the health measure, the results are significant when using
instrumental variable methods after controlling for individual and community
characteristics and occupational profiles.

5. Both econometric and noneconometric issues have been difficult to solve—
such as how to tackle endogeneity problems and lack of consensus on the best
combination of anthropometric indicators. These issues must be resolved to gather
empirical evidence for these labor market theories.

6. The average number of productive hours lost in the two-week recall period
was 4.6 per worker. The reported losses of productive hours were not due to
absenteeism but occurred in the place of work.

7. An important econometric implication of the study is that health cannot
be treated as an exogenous factor in influencing wages and that the measured impact
of health on wages increases tremendously when proper corrections are introduced.

8. Converting the days lost over the study period into wage-days lost per year
yields a total of 16.42 wage-days lost per year, equivalent to 656.8 rupees annually.

9. PRIESO surveys were conducted in Santiago (Chile) in 2000 and Lima
(Peru) in 2002. For details on Chile see Packard (2005).
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Public Policy’s Role in Household
Perception, Preparation, and

Protection against Health Shocks

Today, after nearly two decades of sometimes bold structural reform in
the health sector, the importance and financial impact of health shocks
on household welfare in Latin America and the Caribbean (LAC) are
clear from the empirical evidence considered in the previous chapter.
Despite the diverse health finance policies and institutions in our six case
study countries, three common, dramatic patterns materialize: 

• Poorer households pay for a higher share of their health expenses out
of pocket than the better-off, even after taking into account the expected
higher demand for and consumption of health care among the well-to-do. 

• Lower-income but not-yet-poor households stand the greatest likeli-
hood of falling into poverty from out-of-pocket health expenditures, and
deeper poverty is the likely impact for already poor households. 

• Poor households are disproportionately represented among those
whose health care depends on sometimes minimal health protection pro-
vided directly by government health ministries.

The performance of different health finance policies and institutions in
providing households with financial protection will be discussed and
assessed in later chapters. Here, we present a simple conceptual frame-
work for analyzing household choices when the cost of treating illness
and accidents threatens their well-being. We show how policy-relevant
insights can be drawn from a conceptual look at household risk-
management behavior and their implications for policy makers who
want the best possible financial protection from health shocks for their
people.



Household Strategies for Managing
and Coping with Shocks

Health shocks to households can undermine the health status of any
household member and prevent the accumulation of human capital for
many years.1 As shown in the previous chapter, the cost of treating ad-
verse health events can have serious repercussions on consumption and
welfare, even resulting in abject poverty. Thus, as when considering
other shocks to income, the classical microeconomic insurance model is
helpful when examining individual and household options, incentives,
and likely choices to mitigate the financial impact of adverse health
events. The conceptual framework presented here is based on the classi-
cal model and drawn from the seminal paper by Ehrlich and Becker
(1972). The framework has been applied to social protection policy
questions related to household losses from unemployment (Gill and Ilahi
2000) and old age (Gill, Packard, and Yermo 2004). 

Application of the framework begins by taking on the perspective of an
individual (or household) faced with the likelihood of financial loss from
an adverse event or shock. Individuals can either insure against such a loss
or take steps to lower the likelihood the loss will occur. The comprehen-
sive insurance problem of the individual (and by extension, the household)
is to determine the optimal expenditure on alternative instruments—mar-
ket insurance, self-insurance, and self-protection—to mitigate the loss.

Both market insurance and self-insurance transfer income from
“good” to “bad” states. Where available, market insurance can be pur-
chased at a price—the premium, based in classical insurance on the size
and the probability of a prospective loss.2 For self-insurance, unlike
market insurance, there is no market and therefore no explicit price.
However, a shadow price can be imputed from the costs an individual
incurs by self-insuring. The critical difference between the two insurance
instruments is that market insurance functions by pooling risk across
individuals; self-insurance—essentially individual saving—does not.
Individuals who—by choice or by necessity (because either or both
instruments are unavailable)—neither insure through a market nor self-
insure are forced to cope with losses from any bad states that occur. The
third mitigation instrument, self-protection or prevention, reduces the
occurrence probability of the bad state but, because it does not transfer
income from good to bad states, does not affect the size of the loss if the
bad state occurs.3

For simplicity (and to reflect the growing sophistication of the lexi-
con), we have replaced the terms originally used by Ehrlich and Becker.
We refer to market insurance as risk pooling,4 to self-insurance as
saving, and self-protection as prevention. Thus, risk pooling (discussed
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in chapter 4) redistributes consumption opportunities toward the bad
states at a price paid by households either directly through premiums or
indirectly through general taxation. Saving redistributes income simi-
larly—cash balances reduce fluctuations in consumption—but does not
pool risks. Prevention lowers the occurrence probability of the bad
state.

According to the framework, individuals or households smooth
consumption over good and bad states. Where risk pooling is missing,
the individual is forced to smooth consumption using only saving and
prevention. In a world that offers the options of both risk pooling and
saving, the individual sees these as substitutes. Risk pooling—available
at or near actuarially fair prices—reduces saving. However, greater cov-
erage of risk pooling does not inevitably result in individuals’ spending
less on prevention.5 If prevention lowers the likelihood that the bad state
will occur, and if this is rewarded by the market in the form of lower pre-
miums, risk pooling and prevention can become complements, individ-
uals can be encouraged to take up more prevention in return for cheaper
risk-pooling instruments.

Figure 3.1 illustrates (though imperfectly) the prescriptions of the
comprehensive insurance framework that can be drawn from our discus-
sion thus far on just two axes, each representing different dimensions of
prospective losses: size (amount of the loss) and loss frequency (occur-
rence probability).

From a financial protection perspective, it is more efficient for individ-
uals to cope than try to insure against small, rarely occurring losses (figure
3.1, bottom, left corner). However, as prospective losses grow and become
more frequent, it is more efficient to engage in prevention and saving to
mitigate the loss (that is, to lower the probability and cover the cost). As a
prospective loss becomes less frequent but increases in size, risk pooling is
more efficient. For many large, rare losses, households will have incentives
to engage in prevention to further lower the occurrence probability. How-
ever, for frequently occurring and catastrophic losses (figure 3.1, top, right
corner), individuals, households, or markets can do little on their own.

Sickness strikes in a wide variety of conditions. Most frequent
illnesses are not serious nor do they imply huge costs and financial
losses. In fact, for 80–90 percent of health events that households
will experience in their lifetimes, people rarely go to the doctor. Most
symptoms—headaches, the common cold, adult diarrhea, and even
minor fever—last for fewer than three or four days and can be easily
treated with rest and nonprescription pharmaceuticals. To mitigate
the financial losses from these relatively small, frequent symptoms,
most households are better off with prevention (nutrition, good
hygiene, preventive and primary medicine, exercise) and saving
(individually assuming the cost of treatment and medication).
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However, for treatment of less frequently occurring, more serious
illnesses, costs can quickly mount. Indeed, for conditions such as com-
plicated flu, pneumonia, bacterial bronchitis, or urinary infections, the
cost of diagnosis, treatment, and resolution can be substantial. Medical
consultation becomes critical to identify more serious conditions. To
cover the potential financial consequences of less frequent sicknesses
that are costly to treat, households are better off increasing their partic-
ipation in risk-pooling arrangements.

As potential losses from the cost of treating health events grow—
because they tend to impoverish—the need for instruments to
pool risks rapidly becomes apparent. For uncertain conditions diag-
nosed as requiring inpatient care (hospitalization)—such as serious
injury from accidents, heart attack, stroke, and renal failure—the
costs of treatment and resolution can escalate dramatically and are
difficult for most households to cover on their own. A mechanism to
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pool risks for these losses becomes critical for effective financial
protection.

The Importance of Information on Household
Choices to Cover Health Shocks 

The prescriptions of the classical insurance model on which this framework
is based are dependant on certain critical assumptions and thus somewhat
vulnerable to the market failures discussed in the economics literature,
where these assumptions fail to hold.6 However, of particular concern in a
discussion of risk pooling—specifically, contributory insurance arrange-
ments—are the problems posed by imperfect information. These merit
mention before we go further in applying the framework to health shocks.

For many of the classical model assumptions to hold, consumers
and suppliers have to have information about the quality of available
services, their price, and the likely demand for services in the future.
Although households are well informed about many of the goods and
services they consume (such as food and clothing), they may be less
well informed about the quality of certain sophisticated goods and
services. Health care is a prime example. Even where markets respond
by providing information (directly to consumers or through third-
party specialists for hire), the information may be too complex for
consumers to grasp to make the right choices. Even with information
about quality, and with new technology (mass advertising and the
Internet)7 that allows customers to be better informed, they may still
not know whether they are getting the best price. Further, knowledge
about future needs will always be less than complete—an information
problem that in many ways motivates the market for risk-pooling
instruments in the first place, but which, nonetheless, often frustrates
the functioning of this market as well.

Barr (2001) points out how the information problems that
confound the simple predictions of the classical insurance model and
market provision of risk pooling are particularly treacherous when
considering health risks and household demand for medical care. The
information consumers have about their medical needs (whether
they even have a health problem, what treatment they need, and
how much treatment) and the quality of medical services offered is
particularly poor. Knowledge is highly technical, individually specific,
and therefore costly to acquire. The cost of choosing the wrong
treatment or purchasing poor-quality treatment is frequently high.
And uncertainty about future needs for health care is great.
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Information Problems that Plague Provision
of Insurance Instruments

This last point shifts our discussion slightly from information problems
that hinder consumer choice to those that hinder market provision of
saving and risk-pooling instruments in particular. An uneven or asym-
metrical distribution of information between consumers and providers
leads to two problems that consistently plague private markets for this
form of mitigation: adverse selection and moral hazard.

Adverse selection—the “hidden knowledge problem”—occurs
because the consumers most eager to obtain risk-pooling services are
frequently the ones likely to need them most. Individuals often know
their own and their family’s health needs better than do the risk-
pooling providers. In a market that prices loss probability (risk-rated
contributory insurance), individuals expecting losses will demand
risk-pooling instruments but have a strong incentive to hide this
knowledge about themselves from providers. The entry of “risky”
consumers lowers the risk-pool quality, eventually forcing the insurer
to raise prices. The higher price of risk pooling can put off low-risk 
individuals, further threatening the quality and financial viability of
the risk-pooling instrument. Too many bad risks will squeeze out
“winners” to finance the payout from the risk pool to the “losers”
who suffer losses. This cycle poses a special challenge to social 
insurance–type risk-pooling arrangements and to the extension of
contributory risk pooling to the informal and unsalaried population
(see chapter 5). 

Moral hazard—the “hidden action problem”—occurs when
providers of risk-pooling instruments cannot observe consumer activi-
ties that can raise or lower the occurrence likelihood of the bad state.
Risk-pooling coverage can actually give incentives for individuals and
households to act—or more often fail to act—in ways that allow or force
them to consume more benefits from the risk pool. If the potential pay-
outs are great or easy to get and the insurer cannot observe the insured’s
behavior, these individuals will have strong incentives to provoke the
payout, particularly if the (physical and psychological) costs to the indi-
vidual of increasing the probability of the bad state are relatively low.8

Paradoxically, health insurance actively increases moral hazard by
design as it seeks to reduce the revealed price of health services to
consumers at the point of contact.

Asymmetrical information problems are notorious for causing the
contributory risk-pooling market to fail and could even prevent these
markets from forming in the first place. Both adverse selection and
moral hazard are frequently observed in the provision of risk-pooling
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mechanisms for mitigating health shocks, particularly in the provision of
nonrisk-related contributory insurance.

As suggested earlier and illustrated in figure 3.1, risk-pooling mecha-
nisms cope badly with losses that occur frequently, that is, events whose
likelihood approaches certainty or events that have already occurred.
The problem becomes pernicious when considering financial protection
from adverse health events, many of which can become chronic condi-
tions requiring sustained—and costly—medical attention. Because the
onset of a chronic condition may be difficult to predict, it is readily
insurable with risk-pooling arrangements. Once the condition strikes, it
becomes preexisting and is usually excluded from risk-pooling arrange-
ments, depending on time frames for enrollment and contributions to
the risk-pooling arrangement. For example, advances in genetics put
information on the probability of chronic conditions within the reach of
insurers. This can increase market efficiency for private risk pooling, but
it can also increase the difficulty of finding adequate financial protection
for households.

Similarly, risk pooling fares poorly when the probability that one
member of the risk pool will suffer losses in the bad state causes (or
increases the probability of) another member to suffer the loss (that is,
when the probabilities of suffering the loss are not independent). In such
cases, the risk of loss is said to be “systemic” and can result in reliance
by too many unlucky pool members (who suffer the bad state) on the
premium of too few lucky members (who stay healthy). Certain health
events—even those that are costly to treat—can occur frequently.
Further, the threats to good health, and thus the probability of health
shocks, are often difficult to isolate and contain. A notable example is
malaria, an endemic condition in many parts of the world.

But what about the other protective instrument households have—
self-insurance or individual saving? The discussion so far has been
contained to information problems for risk-pooling instruments. Risk
pooling and saving are substitutes. Relatively predictable or certain
events (with which risk pooling copes badly) are best mitigated through
individual saving. However, many of these same problems—as well as
additional factors particular to health shocks and the medical market—
complicate the prescription of saving instruments to cover relatively pre-
dictable financial losses from health events.

Even if adverse health events are relatively predictable and losses are
relatively small, a lack of information can still lead consumers to make
poor, costly, and even irrevocable choices. Moreover, as the losses
implied by predictable events grow, the stress, anxiety, and urgency
that accompany adverse health events can dramatically limit the
amount of shopping individuals can do, further hindering consumer
choice.
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Finally, even modest charges for treatment of predictable health prob-
lems have been shown to lower consumption of critically important
care, particularly among lower-income groups (Gertler and Van der
Gaag 1988; Bitran and McInnes 1993). Failure to purchase treatment
for relatively predictable, minor events can cause what would have been
small losses to grow rapidly.

The information problems discussed here are serious caveats to
prescriptions for a comprehensive insurance framework to mitigate
losses from health events, particularly in the availability of risk-pooling
instruments. These problems and wider market failures lead to ineffi-
ciencies that can raise the price of mitigation mechanisms out of the
reach of lower-income groups and above what is economically viable,
thus conspiring to create gaps in financial protection. Often these gaps
are among population groups who most need protection, such as the
elderly, expectant mothers and children, and the chronically ill.

In light of this discussion, how then do households manage health
shocks? Do their preferences, choices, and actions follow the predic-
tions of the comprehensive insurance model presented earlier? Do the
information problems—and other market failures discussed—explain
household choices that seemingly depart from what the framework
would predict? Unfortunately, few data are available in LAC coun-
tries that would allow analysis that provides even preliminary answers
to these questions. Figure 3.2 shows how households in Chile
reported dealing with health shocks that forced them to lose income,
incur substantial costs, or both, because they either did not participate
in any risk-pooling mechanisms or the mechanism was insufficient to
protect them from excess expenditures.

We have presented a conceptual framework based on the classical
economic insurance model and explained how the framework can be
used to prescribe the optimal combination of risk-mitigating strategies
and instruments to minimize prospective losses from unexpected adverse
events. We have also reviewed well-known limitations of the classical
model on which the conceptual framework is based and shown how
insidious they are, especially when considering losses from health
shocks. In light of these shortcomings, can the framework be at all
useful as a guide for formulating policy?

The limitations that confound the classical insurance model on
which our framework is based usually mean that one or more of the
mitigation instruments—risk pooling, individual saving, or preven-
tion—is unavailable to households or that households are forced to
choose a less-than-optimal instrument. Indeed, the role of the policy
maker and of government is to augment household options where any
of the mitigation instruments are unavailable or out of reach.
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The acknowledged lack of efficient instruments for financial protec-
tion in most LAC countries is sufficient evidence of a need for policy
intervention. Many of the problems observed in LAC today that limit
effective financial protection, however, are symptoms of policies formu-
lated without the insurance framework in mind. The existence of market
failures and information gaps indicates whether governments should be
involved in helping to augment household options to manage the risks of
financial losses from costly health shocks. The comprehensive insurance
framework indicates how government should get involved. This involve-
ment can be through direct public provision, the regulation of private
provision, and subsidies. Disregard of the framework, and the tested
principles on which it is based, by policy makers when crafting policies
can lead to further distortions and do more damage than good.

The Role of Public Policy in Protecting Households
from the Impoverishing Effects of Health Shocks

Now we will extend our conceptual framework to further accommodate
the particular and demanding aspects of health shocks and use it to tease
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out what the essential role of public policy is in augmenting households’
instruments for managing these shocks. But first we should capture a
market peculiarity that is relevant to any discussion of the risk of adverse
health: the public good and externality dimensions of good health and
health care (Musgrove 1996; Baeza et al. 2002).

When examining the economic considerations and choices house-
holds make to mitigate losses from the cost of treating health events,
consideration must be given to whether the health care sought reflects
the characteristics of a public or a private good. According to classical
definition, a good can be considered a public good only if it is nonex-
clusive (that is, all individuals can consume the good whether they have
paid for it or not) and nonrival (that is, consumption by one individual
will not reduce the availability of the good for others to consume). 

In economics textbooks, the example of a public good presented
most often is national defense. In health matters, clean air is probably
the most straightforward example of a public good. Although fighting
pollution costs money—and governments pass this bill on to taxpayers
—policy makers cannot prevent households that evade taxes from
breathing clean air, nor does the clean air consumed by a particular
household make less air available for others. In contrast, health inter-
ventions that are private goods in the economic sense are available only
to individuals who pay for them and their consumption implies a re-
duction of the number available to others, such as cosmetic surgery. For
example, restricting consumption of nose surgery for cosmetic reasons
to individuals who pay for it would be easy, and a household’s con-
sumption of this treatment makes less of the surgeon’s time available
for others.

However, the medical market abounds in examples of goods (treat-
ments and interventions) that bear all the characteristics of private goods
(they are excludable and their consumption is rival) but clearly affect the
welfare of other individuals than the person treated. When left to pure
market forces, economic theory predicts that from society’s perspective,
private goods that have these positive external effects (externalities) will
always be underconsumed (similarly, private goods with negative exter-
nalities will always be overconsumed). In other words, consumption of
these goods will not be optimal from society’s perspective, and under-
consumption could jeopardize the greater good.

Immunization is a particularly good example of a health interven-
tion with private good characteristics at low coverage, but unambigu-
ous and powerful social benefits at high coverage (herd immunity).
When immunization coverage is high enough (usually more than 80
percent of the susceptible population), no epidemic of the disease is
likely to occur (for example, measles). So the benefits of vaccinated
children will extend to the unvaccinated. But this example comes with
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a word of caution: below a sufficient coverage level (for example,
leaving 30 percent of the population at risk), vaccines are pure private
goods, because only the vaccinated child is likely to be protected from
the disease or an epidemic. Thus, the societal importance of reaching
vaccination threshold coverage is enormous. The use of condoms is
another good example of private goods with substantial societal
benefits, because they protect not only the person using them but also
his sexual partner, thus lowering the spread of sexually transmitted
diseases.

Thus, a third dimension (figure 3.3) is added to considerations of the
nature of prospective losses—size of loss and cost (figure 3.1) and
frequency and probability of occurrence. This is the degree of externality
or extent of social benefit conferred or loss imposed on others by many
health treatments and interventions of a public-good nature, even some
that are clearly private goods. In other words, the degree of
externality arising from intervening (or failing to intervene) in the loss
presents an additional and powerful justification for public policy or
state intervention.

Figure 3.3 illustrates these three dimensions of our adapted conceptual
framework and also includes households’ and policy makers’ options for
covering financial losses from health shocks. The admittedly simplistic,
yet powerful, policy prescriptions discussed above become dramatically
clear. The size and frequency of the prospective loss determines whether
these are best mitigated by risk pooling, individual saving, prevention, or
all three (and the relative weight assigned each instrument). Regardless of
the instrument, however, moving along the third dimension away from
the origin, the externality posed by the prospective loss grows, and the
justification increases for government intervention to ensure the appro-
priate action. For ease of interpretation, we have illustrated these three
dimensions using a cube. 

There is a fourth dimension to the discussion of household man-
agement of health shocks, health, and health care: the cost-effective-
ness of treatment. Risk pooling, saving, and prevention could all be
available, and households are likely to make sensible decisions about
which instruments to employ to cover the prospective costs of a given
health event. However, one or all of these instruments could finance
health interventions that are ineffective, or if effective, so expensive as
to outweigh the treatment benefits. A household may decide to spend
so much on an ineffective intervention that it ends up consuming a
large part of household income and increasing the risk of household
poverty.

The history of medical practice is replete with these kinds of exam-
ples. Instead of subsidizing a household for an ineffective or impover-
ishing intervention, government needs to educate providers and
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households on the ineffectiveness of these practices and ensure
that medical care meets standards of proven (evidence-based)
effectiveness.

Therefore, to focus this discussion specifically on health finance con-
cerns, public financing is advisable both for cost-effective measures and
treatments that have characteristics of public goods and for cost-effective
services that have characteristics of private goods and important external-
ities. Due to the characteristics of public goods and externalities, public
financing is important to avoid the risks to a population’s health that in-
appropriate consumption might cause—with reference to the framework,
this is an example of society-level prevention. The cost of publicly financ-
ing such services is offset by the benefit of avoiding these risks. Indeed, to
the extent that investment in prevention can lower the incidence of more
serious health events, these measures can lower future expenditure from
the risk pool.
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The Government’s Role in Augmenting
Household Risk Management, Financial Protection,

and Health Outcomes

The negative impact of health shocks on both health status and
nonmedical consumption can have a detrimental long-term impact on
human capital and can perpetuate poverty. Thus, public policy in health
should be directed toward maintaining and improving health status
through cost-effective public health interventions and widespread use of
medical services. But policy makers also have the more difficult task of
achieving this goal while ensuring financial protection for households.
Table 3.1, derived from figure 3.3, summarizes some of the main strate-
gies government has used to achieve this goal.

An excessive household health expenditure can result from the cost of
treating acute or chronic health conditions, but can also result from the
financial burden of contributing to a risk-pooling scheme. In this regard,
we should be concerned not just about excess out-of-pocket expendi-
tures and their negative consequences on use of services, disposable in-
come, and human capital creation (chapter 2). We should also consider
the overall financial burden on individuals and households that may in-
clude payments to a risk-pooling scheme. Those, too, can be financially
catastrophic over the short or long haul. 

In most arenas, households are “context takers,” while policy makers
are “context setters.” In few arenas is this more apparent than in health
care and in household considerations of how to finance the care they need.
Unlike other prospective losses to income that threaten household welfare
(for example, unemployment and old age), losses from health events often
demand immediate attention from policy makers due to the prevalence of
market failures and information gaps in the medical market and to the
many public-good features and externalities of good health and health
care. Just because the need for policy intervention is more immediate,
however, does not mean that policy makers can forget sound economic
principles for best managing risks and covering prospective losses. 

Governments in LAC do not lack enthusiasm about intervening in
areas where private agents fear to tread. LAC experience with public
interventions in health has been long and rich, particularly with public
and quasi-public risk-pooling mechanisms based on Bismarckian princi-
ples of labor regulation and taxation. In many ways, governments in
LAC countries took steps ahead of the United States and other Organi-
sation for Economic Co-operation and Development (OECD) member
countries. The LAC region also has extensive experience with Beveridge-
type arrangements. Sometimes, however, eagerness to intervene has
overridden careful consideration of how best to intervene. 
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72 Table 3.1 Government’s Risk-Mitigation Instruments for Helping Households Manage Financial Losses from
Adverse Health Events

Type of Household Loss Household Strategy Government Strategy

Rare, impoverishing Pooling Mandate pooling
Prevention Implement prevention interventions

Provide public subsidies

Rare, large Pooling Promote and regulate mandatory
Some saving and voluntary insurance

Rare, medium Some saving Facilitate saving (develop financial markets)

Rare, small Do nothing Do nothing

Frequent, impoverishing Saving Mandate saving
Prevention Prevention

Direct subsidies

Frequent, large Saving Facilitate and regulate saving 
Prevention (financial markets)

Frequent, medium Saving Facilitate saving
Prevention

Frequent, medium and small Some saving Facilitate saving

Public goods and private n.a. Provide full public financing of 
goods with externalities, or both interventions

Ineffective health interventions n.a. Educate providers and households

n.a.=Not applicable.
Source: Derived from figure 3.3.



A core problem of policy intervention in health finance—especially in
public or publicly mandated risk-pooling mechanisms—is misalignment
of instruments (risk pooling, saving, and prevention) with respect to the
likelihood and cost of successfully treating most adverse health events.
This misalignment is manifest in at least five features of health finance
systems in the LAC region: 

• High household out-of-pocket expenditures in relation to total
health expenditures in most countries, but particularly the poorest ones

• Frequent inclusion of nonimpoverishing private goods in publicly
subsidized care

• Inclusion of public goods in mandated risk-pooling mechanisms
(such as social insurance [SI] or mandatory private insurance)9

• Failure to include what are clearly insurable interventions (low-prob-
ability, high-cost interventions) in mandatory social or private risk pooling

• Inclusion of uninsurables (certain high-probability, high-cost inter-
ventions) in risk-pooling packages.

Concrete country examples of each of these misalignments and the
distortions they cause are readily available. In Argentina, the quasi-public
Obras Sociales has long been mandated to include vaccination—an
obvious public-prevention measure with large positive externalities—in
its package of care, but there has been too little take up. In 1997, Obras
Sociales showed significantly lower vaccination coverage than the Min-
istry of Health. The mandatory private risk-pooling providers in Chile
(Instituciones de Salud Previsional did not effectively cover catastrophic
events (for example, chronic renal failure and transplant, and some can-
cer treatments) until recently (2000). Lack of coverage for these low-
probability events that are costly to treat forces thousands of households
to rely on the public national health fund, Fondo Nacional de Salud for
coverage or on their own out-of-pocket payment. Finally, almost every
country in the world mandates contributory risk-pooling plans (for ex-
ample, SI and private providers of mandatory health insurance) to cover
normal delivery (childbirth). A normal delivery may be an admittedly
costly but wholly predictable health event that is often initiated know-
ingly and willingly by fertile couples. Therefore, it would be more effec-
tively covered through savings—or through direct public subsidies in the
likely case it is a potentially impoverishing event for lower-income
households.

This last example will surprise many readers in light of the justified
policy preoccupation with safe childbirth in almost every country.
Considering the social importance of safe childbirth, how can the
inclusion of normal child delivery possibly be considered a misalignment?
Normal childbirth is almost a certainty among young couples and women
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of many socioeconomic backgrounds. Less predictable are the complica-
tions of pregnancy. The first event—pregnancy and childbirth—is highly
predictable and thus, according to the framework presented in this chapter,
is best covered by individual savings. The second event—complications in
pregnancy and childbirth—is unpredictable and therefore perfectly insur-
able. The misalignment arises from the failure to distinguish between the
two prospective financial losses by public regulators as well as by public
and quasi-public risk-pooling mechanisms.

We do not necessarily suggest that policy makers should drop normal
delivery coverage from insurance packages. There may be noneconomic
reasons for including this care in insurance plans. However, policy
makers need to be aware of the efficiency and equity consequences of the
perverse incentives created by this misalignment for both providers and
consumers of insurance.

Each example of misalignment discussed above is partially a symp-
tom of a sectorwide aversion among health specialists to view individual
saving as a legitimate and effective part of the array of instruments that
households can use to manage losses from health shocks. With the ex-
ception of deductibles and copayment arrangements within risk-pooling
systems—intended largely as a means of controlling overconsumption of
health care spurred by moral hazard—health specialists frequently reject
individual saving outright as a legitimate financing instrument. This
aversion stems from legitimate concerns that households should not
have to pay for care out-of-pocket at the moment they need care, when
they have little time to “shop,” and the psychological costs (desperation)
make acquiring care paramount, particularly among the poor.

However, upon closer examination of the antisavings arguments in
health policy circles, what is really at issue among health specialists is
not the individualization of financing for predictable events (even costly
predictable events). The issue lies in protecting households from having
to pay the cost of care at the very moment they need medical attention.
In short, the issue is one of timing. Policy makers in health circles are not
prejudiced against saving per se, but want to ensure an adequate degree
of prepayment. Transferring resources from good times to bad times is
the essence of saving and, with the right macroeconomic policies and
regulations, the financial sector can meet this need by providing access
to credit and other savings instruments. This insight points to a need for
a wider and increasingly sophisticated array of contractual savings and
other financial instruments and forges a critical link between the policy
agendas in health social protection and financial sector development.

But why should households be forced to navigate the complex terri-
tory of sophisticated financial instruments, when the state can include
anything and everything in the risk pool, and thereby guarantee the
maximum possible prepayment? In risk-pooling systems that cover
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everybody, this is admittedly less problematic, although the distortions
in the wider economy from the high taxes needed to finance a health in-
surance system that covers uninsurable events cannot be dismissed.
However, in Latin America’s fragmented risk-pooling systems, where
different households are covered by different arrangements, financing
the cost of treating uninsurable (largely predictable) events out of the
risk-pooling system can often imply that limited resources are consumed
too quickly by too few, leaving too many—often the poorest—to face
the cost of truly insurable events out-of-pocket. As seen in chapter 2, this
outcome can lead to impoverishment or deepen the poverty of the
already poor.

We will return to the discussion of how best to structure risk-pooling
plans and just what these plans—as instruments in the broader health-
finance architecture—need to cover. Chapter 2 presented evidence of
household impoverishment by health shocks—particularly households
in the lower-income distribution quintiles. But why should households
suffer health shock impoverishment when they are, at least in theory,
covered by health care and health finance arrangements? Households in
every country examined can—at the very least—rely on national health
care delivered directly by ministries of health.

Now we have begun to venture a controversial hypothesis in response
to this question: namely, that more households would benefit from
effective financial protection if the instruments government puts at their
disposal were correctly aligned. If these instruments were better matched
to the nature of the losses in question, not only would the health finance
system be more effective at helping households cover the costs of care,
but public resources might also be freed to finance subsidies to the poor
or near-poor who cannot afford to use the instruments of contributory
risk pooling, saving, or prevention.

Household Coping Strategies

To close this section of our discussion of policy interventions to help house-
holds manage losses from the cost of care after a health shock, we turn
briefly to the action households are most likely to take up for want of any
other option: coping. As seen from the evidence presented in the previous
chapter, a portion of household out-of-pocket spending on health care is
entirely appropriate—to treat relatively small, frequently occurring, unin-
surable health events with no clear externalities. However, a substantial
share of this spending goes to finance rare, costly, insurable events that are
eligible for pooling. It is this portion of out-of-pocket spending that is most
likely to determine whether a household is plunged into poverty. Where
insurance instruments are missing or all but inaccessible, households have
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little choice but to cope as best they can. Coping becomes the default, resid-
ual strategy when all other strategies—prevention, saving, and pooling—
are insufficient, exhausted, or inaccessible.

Examples of “bad coping” abound. A school-age child might be pulled
from her studies and be required to work to help her family pay for health
care. A household may choose to forgo critical spending on food or
illness prevention to make ends meet, thus increasing the likelihood
of further sickness. Or a self-employed household head might have to sell
an instrument or piece of machinery needed to earn a living. As stated
earlier, the policy objective of financial protection is to prevent bad
coping that depletes a household’s reserves of human capital. Because full
insurance is neither realistic nor economically efficient, even for highly
risk-averse individuals, households will always engage in some coping.
Just as with pooling, saving, and prevention, the role of policy makers is
to ensure that a household’s coping options are augmented.

Personal bankruptcy regulation, seemingly unrelated to health
finance, is one important way governments can help households aug-
ment their coping options.10 In the United States, half the people who
filed for bankruptcy in 2001 did so because of health-related shocks and
expenses (Himmelstein et al. 2005). This highlights the prevalence of
coping in the face of health costs, even in wealthy countries. In OECD
countries, a clear set of guidelines for personal bankruptcy allows house-
holds to come up with a recovery plan that is reviewed by their creditors,
approved by legal authorities, and allows them to write off some of their
debts and pay off others in an orderly process that improves their
chances of making a fresh start. Thus, a sound personal bankruptcy
regime can have profound consequences for a household’s recovery from
catastrophic health costs and reentering the credit market. Araujo and
Funchal (2005) argue that Latin American governments still have much
to do to improve their bankruptcy codes for households and firms. The
authors point out that the bankruptcy process is slower and more costly
in LAC than in other regions and increases the cost of credit.

Policy Lessons from Earlier Applications of the
Comprehensive Insurance Framework to Other Losses

As mentioned in the first section of this chapter, the comprehensive in-
surance framework has been applied on several prior occasions to ex-
amine household choices in the face of prospective losses and to form the
role of public policy.

The rationale for policy intervention arises when individuals fail to at-
tain optimal levels of risk pooling, saving, and prevention. This could be
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either because one or more of the instruments are not available to the
individual or, if all three instruments are available, because markets are
inefficient (information gaps and other market failures prevent individuals
from using each instrument optimally). Gill and Ilahi (2000) draw four
arguments for policy that apply irrespective of the particular prospective
loss under consideration (for example, unemployment, old age, disability,
or adverse health):

• Government can provide (or help provide) instruments that the mar-
ket cannot (or will not) provide. Risk pooling to cover certain risks (for
example, unemployment, poverty, disasters, and certain frequently occur-
ring or preexisting health events with catastrophic costs) does not exist in
many contexts due to information shortcomings. Government can step in
to correct market failures by providing risk-pooling instruments where the
private market does not. 

• Government can provide (or help provide) superior instruments
where only inferior instruments are available. For risks best covered with
individual savings, private agents may turn to “bad” savings instruments
(for example, using cattle, land or other illiquid assets as a medium of
precautionary saving) because “good” instruments (such as diversified
financial assets, safe and reliable forms of liquid savings, or credit) are
not available. Furthermore, poorer households may simply not have the
margin to save. Government can intervene to foster the development of
more efficient instruments for saving through prudential regulation of
private capital and greater access to credit markets, as well as provide
direct subsidies for households too poor to hold savings or debt. This
insight entails a strong link between financial sector development and
social protection and health policy agendas.

• Government can help households build and protect their human cap-
ital. Investing in human capital—education, hygiene, and primary and
preventive health care—can be an effective and powerful means of pre-
vention. Better educated individuals are more likely to invest in preventive
activities, such as exercise, as well as seek preventive health care (regular
physical examinations). Healthy individuals are less likely to be unable to
work, and better educated or trained workers may be less likely to suffer
long-term unemployment. However, where credit is constrained, individ-
uals may choose lower-than-optimal holdings of human capital in favor of
assets with greater collateral value. To prevent individuals and households
from tilting their portfolios away from human capital, government can
subsidize its acquisition through public spending on education and health.

• It is usually better to help households mitigate losses than cope with
them, but government can play a role in ensuring good coping. The in-
struments for individuals and governments to pool risks and save are not
always available. The resources to take preventive measures are often
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scarce. Where individuals and governments are constrained, bad coping in
the short run can result in longer-term detriment to household human cap-
ital. Some prevention and insurance is always desirable. Effective policy
should place greater emphasis on enabling individuals to insure against
losses through risk pooling and individual saving—and lower the prob-
ability of losses through prevention, rather than coping with losses after a
shock. However, government can facilitate coping so that long-term detri-
ment to human capital is minimized and households are given an adequate
opportunity to recover, for example, through sound personal bankruptcy
regulation.

In earlier applications of the framework, policy insights have also
been gained by casting the policy maker as the risk-mitigating agent of
interest. Just as individuals and households facing the prospect of a loss
can pool risks, save, take preventive measures where these instruments
are available, or cope with a loss should they fail to insure, governments
face the same decision.

Governments can pool the risks of a limited range of possible losses
through private insurance (for example, against losses from adverse cli-
mactic events, commodity crop failures, and even financial crises); save
by accumulating surpluses in good times to spend on social programs
during bad times (for example, through earmarking, stabilization funds,
and countercyclical spending policies); and prevent poverty by practicing
prudent monetary and fiscal policy, engaging in reforms that increase the
efficiency and safety of factor markets, and investing in vector goods or
public goods with clear, positive externalities in health.

The optimal mix of instruments governments can put in place is ulti-
mately determined by a country’s “insurance fundamentals.” These are the
macroeconomic, microeconomic, and sector-specific circumstances result-
ing from past policies, as well as factors outside policy makers’ domains.
A country’s insurance fundamentals are: the likelihood of facing systemic
crises, given its track-record of preventive adjustments, reforms, and sector
policies, and its institutional and administrative capacity to identify and
correct market failures and appropriately price the income risks covered by
publicly provided risk-pooling mechanisms.

These assembled criteria will indicate which interventions will be
most effective—augmenting private insurance options through public
forms of risk pooling, augmenting individual savings through manda-
tory private individual accounts and improved access to credit, or a
combination thereof—and the relative weight given to each. Augment-
ing individual and household capacity to mitigate the risk of falling into
poverty in the wake of an adverse shock will increase a country’s
general welfare.
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Notes

1. This section draws extensively from a novel application of the classical
insurance model to social protection policy questions, presented in Gill and Ilahi
(2000) and extended in de Ferranti et al. (2000).

2. Conventionally, the price of market insurance p is said to be “actuarially
fair” if pi = (1 + a)piL, where piL is the expected loss (that is, size of the loss L,
weighted by probability p of the loss’s occurring) in the bad state, and a is a “load-
ing” charged by the market-insurance provider to cover administrative costs and
profit (Ehrlich and Becker 1972; Barr 2001).

3. The authors admit that, “... it is somewhat artificial to distinguish behav-
ior that reduces the probability of the loss from behavior that reduces the size of a
loss, since many actions do both” (Ehrlich and Becker 1972, 634). However, they
find it helpful to separate self-protection from self-insurance because the latter
clearly performs the insurance function of redistributing income from good to bad
states.

4. This terminology partly reflects evolution in the literature since the Ehrlich
and Becker paper. It is preferred because not all risk-pooling arrangements are
market based or government provided. 

5. Economists refer to this outcome as moral hazard, discussed later. The
authors define moral hazard as an alleged deterrent effect of market insurance on
self-protection that increases the probabilities of hazardous events. Much of the
literature after Ehrlich and Becker (1972) has focused on adverse selection and
moral hazard, for example, Marshall (1976), Hirshleifer and Riley (1979), and
Coate (1995).

6. Briefly, these include imperfect competition, increasing returns to scale,
credit constraints, and others discussed later at length. 

7. There are studies that show that households in industrial countries increas-
ingly consult the Internet for quality and price information for many health proce-
dures. A report released in 2002 shows that 70 million Americans have used the
Internet to acquire health information and that up to 6 million use the Internet
daily for this purpose (Economist, July 17, 2004).

8. For example, because the physical and psychological costs of jumping into
the path of a speeding car are high, the risk is low that an individual will do that to
provoke a payoff from the risk pool.

9. In terms of public goods, health economics theory suggests that such
interventions should be directly financed with public funds to avoid problems in
the supply and demand of such services. The inclusion of such services through
risk-pooling arrangements, in particular through contributory health insurance
financed via payroll taxes or premiums, may have negative consequences on the
efficiency of demand for and delivery of such services.

10. We are grateful to Indermit Gill for pointing out this important example of
household coping after costly health shocks.
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4

The Role of Alternative
Risk-Pooling Arrangements

RISK POOLING IS AN ESSENTIAL TOOL for helping households and policy
makers mitigate the financial effects of health shocks, thus lowering the
risk of poverty.

Societies have different ways of organizing risk-pooling systems, as
discussed in chapter 1. In this chapter, we argue that the internal func-
tional characteristics of risk pooling, more than the specific arrange-
ments for pooling, determine its effectiveness as a risk-protection tool.
Among these characteristics are a well-defined benefits package (BP) a
sufficiently large pool to spread risk, the use of strategic purchasing, and
the availability and portability of equity subsidies. The preliminary evi-
dence that exists of the likely determinants of performance emerges from
considerable experience with administering and reforming risk-pooling
structures in Latin America and the Caribbean (LAC). 

Society’s Need for Financial Protection 

Households and policy makers have alternative options for protection
against the risk of a health shock and the actual shock. They can reduce
the probability that the shock will come about (prevention), self-insure
to smooth the consumption impacts of the shock (saving), or participate
in risk-pooling mechanisms. These options have been discussed in earlier
chapters.

Here we consider the role of health system financing, particularly risk
pooling, in ensuring financial protection, its importance in combating
poverty, and some key determinants of effective performance. We focus
especially on risk pooling for three main reasons. First, although alterna-
tives exist and indeed are desirable, risk pooling is the largest and main
public policy intervention to help households protect themselves against



health care costs. Second, uncertain insurable health care costs, due to
their size and unexpected nature, are the most likely to throw households
into poverty (and the poor or near-poor into abject poverty), although
uninsurable events can also do so. Because these events are best mitigated
through risk pooling, a discussion of how risk-pooling functions in a
country is a clear link between the health and poverty-prevention policy
agendas. Third, LAC structural reforms in the health sector in the last 20
years have been focused almost exclusively on improving the functioning
of risk-pooling instruments (discussed in chapter 6).

To provide effective options for protecting households against the
consequences of health shocks, policy makers must make two key deci-
sions about the source and volume of financing and about the organiza-
tional arrangements. How the system is financed largely determines the
system’s capacity to improve people’s health and protect them finan-
cially. Effective arrangements ensure funding for health interventions
and medical services and also create the right incentive framework for
both consumers and providers of those services. These arrangements
contribute to financial protection by promoting the use of the right
financing strategy, particularly pooling financial contributions for
uncertain and large financial losses (insurable events, as discussed
in chapter 3) so that all members of the pool, not each contributor
individually, bear the financial risk.

Ensuring financial protection means that no household should fall into
poverty or be further impoverished from its health care contributions and
expenditures. As discussed in chapter 2, empirical evidence shows that
high contributions (taxes, premiums) as well as out-of-pocket health
expenditures can drive disposable income below the poverty line, forcing
households to cut back on food and other goods and services vital to their
well-being.

In addition to providing enough funding to run the health care sys-
tem, ensuring that a health system provides financial protection requires:

• Achieving the highest degree possible of contribution for insurable
health events before services are needed (prepayment). This should help
decrease out-of-pocket payments (the contribution at the moment services
are needed), even with the use of copayments when evidence of overuse
may exist.

• Achieving the largest possible risk pool within a population, or at
least ensuring sufficiently large risk pools to be financially viable. This
should allow transfer of subsidies from lower-risk to higher-risk individu-
als (risk subsidy).

• Achieving adequate equity to ensure a reasonable flow of subsidies be-
tween higher-income groups to lower-income groups (equity subsidization).
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• Developing purchasing capacity and a provider-payment system
that creates incentives for providers to deliver quality health services in a
timely manner while keeping costs down (strategic purchasing).

Achieving these objectives depends on how well health systems
arrange the three main health financing functions discussed in chapter 1
(WHO 2000): revenue collection, risk pooling, and purchasing.
Although each of these functions plays an important role in ensuring
financial protection for households, risk pooling, and correctly struc-
turing the pool’s risk subsidy, plays a central role.

The Importance of a Mandatory Benefits Package

For sound public policy in health, establishing a mandatory BP is
essential, no matter what type of risk-pooling arrangements are put in
place. The BP defines the interventions covered and the financial and
quality conditions of coverage. To provide effective financial protection,
the package has to be concentrated around impoverishing events. 

Public subsidies are justified to forestall health event–generated
poverty. Should society therefore subsidize any intervention a household
demands in response to a health shock that may throw them into
poverty? Fiscal constraints limit government’s capacity to subsidize
households. Even if there were no fiscal constraints, however, house-
holds might demand ineffective health interventions due to information
asymmetry or incomplete knowledge. 

In addition, in the absence of a BP, public subsidization of house-
holds based exclusively on households’ paying for services that could
plunge them into poverty can result in regressive subsidization. Rich
households, demanding complex and expensive interventions (with no
limit), could also argue that they are at risk of impoverishment,
because most public subsidies with a significant opportunity cost for
society are concentrated on subsidizing the poor for simple and often
highly cost-effective interventions. Tax incentives for health insurance
(frequent in the LAC region) are often put in place without any BP.
This signifies that society is willing to subsidize any consumption
regardless of the services demanded or the income of the household
receiving the subsidy. The adequate policy response for the rich
household case is to promote voluntary private health insurance. 

Finally, the current mandatory contribution to social security in
health (payroll tax) in the absence of a BP becomes a mandate for
expenditure rather than insurance protection, with significantly perverse
incentives for households and risk-pooling organizations alike. Such
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incentives and the difficulties of extending contributory risk pooling to
workers in the informal sector are discussed in chapter 5.

Risk Pooling in Latin America and the Caribbean

Figures 4.1 and 4.2 show the coverage of alternative risk-pooling
arrangements from two different perspectives. Figure 4.1 shows how
the population of each country in our case studies is distributed
between the different forms of coverage. Figure 4.2 shows this distri-
bution by household income quintile. Immediately evident is that
poorer households are covered only by the national health services
provided by their countries’ ministries of health (MOHs) and financed
from general taxation. This fact in itself need not necessarily imply
coverage of lesser quality—as demonstrated by the care provided in the
United Kingdom’s National Health Service or the Swedish national
health system, which are open to all and financed from general
revenue. What matters is whether existing risk-pooling organizations
are efficient in providing access to effective and needed health services
and financial protection. However, in many LAC countries, the prob-
lems that compromise effectiveness and quality in public health sys-
tems in industrial countries are compounded by much smaller budgets,
greater scarcity and rationing, greater lack of administrative capacity,
isolation of rural populations, and corruption. Often, these problems
also affect social insurance arrangements in the LAC region.

What Arrangement Gives the Best
Financial Protection?

Evidence has been scarce for comparing the performance of alterna-
tive risk-pooling arrangements by health status (or use of services) and
financial protection. Evidence from our country cases suggests that
there are indeed differences but that they are related more to specific
internal functional characteristics within each risk-pooling arrangement
than to whether it is a Bismarck- or a Beveridge-type arrangement.
Evidence from Colombia and Chile presented in this section supports
this point.

In 1994, Colombia introduced explicit insurance BPs: one for formal
workers (Régimen Contributivo) and one for the population under the
Régimen Subsidiado. There is no explicit package as yet for the population
under the MOH, the vinculados. A transition from traditional national
health services to the new Régimen Subsidiado has taken place, which in
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Figure 4.1 Coverage by Risk-Pooling Arrangement 
(percentage of the population)

MOH=Ministry of health.
Note: Households in higher-income countries are covered mostly by social

security or private insurance. In lower-income countries, they are covered mostly
by national health services. 

a. Multiple social insurance in Chile includes Fondo Nacional de Salud
(FONASA) and the armed forces and police systems. 

Sources: Background papers developed for this study, Chile and Colombia,
Bitran et al. 2004; Honduras, Fiedler 2004; Mexico, Knaul et al. 2004;
Argentina, Maceira 2004; and Ecuador, Montenegro 2004.



practice has meant the existence of three risk-pooling arrangements.
Colombia also introduced a demand-side subsidy for the Régimen
Subsidiado, funded mostly, but not exclusively, from general taxation. 

The Régimen Subsidiado performs better on financial protection than
the traditional national health service (MOH) arrangement. Figure 4.3
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shows that 17 percent of households facing a health shock requiring
inhospital care covered by the national health service fell into poverty,
but this happened to only 11 percent and 6 percent of the people
covered, respectively, by the Régimen Subsidiado and the Régimen
Contributivo. A similar phenomenon occurs for health shocks requiring
ambulatory care, though of lesser magnitude due to the usually lower
cost of such care. In this case, the incidence of impoverishment is 6, 4,
and 0.5 percent, for MOH, Régimen Subsidiado, and the Régimen
Contributivo respectively.

In Chile, the evidence of differing performance is also significant.
Figure 4.2 shows most of the newly poor due to health shocks come
from the private health insurance organizations (Instituciones de Salud
Previsional [ISAPREs]), participating as providers of mandatory health
insurance. In fact, figure 4.4 shows that while 4.5 percent and 7 percent
of households in the second and third quintiles, respectively, covered by
ISAPREs were impoverished by a health shock, this happened to only
1.5 percent and 2.5 percent of the same quintile populations covered by
the national health insurance Fondo Nacional de Salud (FONASA)
largely tax funded. Not surprisingly, people in the second and third
quintiles were the most vulnerable. The vast majority of those in the first
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quintile are already poor, and those in the fourth and fifth quintiles are
either better protected by the risk-pooling scheme in which they partici-
pate or their disposable income buffers the effects of health shocks.

What Makes the Difference?

Why does the Régimen Subsidiado in Colombia perform better than the
traditional MOH? Why does FONASA do better on preventing poverty
than ISAPREs in Chile? In this section we discuss possible determinants
of performance emerging from the country cases and from the interna-
tional literature on risk pooling and health insurance.

Determinants of Performance

Health systems are complex living systems. Their performance is deter-
mined by governance, regulatory, and financial arrangements; by a multi-
plicity of inputs (for example, human resources, supplies, infrastructure,
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and equipment); and by demand patterns, all functioning within complex
institutional and organizational settings (figure 4.5).

Similarly to health systems as a whole, the performance of risk-pooling
organizations depends on multiple determinants. In LAC countries,
causality cannot be determined from the type and amount of available
data. Little research has been done on health system performance and
its determinants in the region. The findings in the studies conducted
for this report are preliminary; more in-depth evaluation needs to be
completed.

Characteristics of Risk-Pooling Systems

However, in line with international literature on determinants of risk-
pooling performance, at least four key characteristic of the risk-pooling
system seem to have an impact on performance in meeting health status
and financial protection goals: the characteristics of the BP; the extent of
strategic purchasing by the risk-pooling organization (the effectiveness
of the purchaser-provider compact); the size of the pool; and the level
and availability of equity subsidies. Other variables such as the extent of
risk-pool fragmentation and the regulatory framework for risk-pooling
organizations also play an important role. Table 4.1 summarizes the
main determinants of performance.

Benefits package. The BP is of key importance in determining the
performance of a risk-pooling arrangement. It defines a participant’s
entitlement to use a specified package of health care services under a
set of conditions (for example, quality, waiting time, service price at
delivery). These definitions largely determine the effectiveness of the
risk-pooling scheme in ensuring access to health services with financial
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protection. A BP with too many constraints and limitations, one with
too few interventions, or one with the wrong interventions (for exam-
ple, uninsurable events) will not work. 

Alternative risk-pooling arrangements in the LAC region have tradi-
tionally shown significant differences with regard to the BP. Experience
there suggests that a clear and explicit BP is important regardless of a
country’s predominant risk-pooling arrangement. Most national health
service arrangements do not have explicit BPs. In LAC, most countries’
constitutions specifically provide for every citizen’s right to health or
health care and the state’s responsibility to ensure these rights (see
chapter 6).

However, governments usually approach national health service
arrangements and social insurance arrangements differently. While
the regulatory framework for the health service determines that the
BP is implicit and often covers everything, the regulatory framework for
social insurance arrangements usually mandates an explicit BP. This dis-
tinction is becoming increasingly blurred in Latin America. Countries
like Colombia (since 1994); Chile (since 1996 and particularly since the
Plan de Acceso Universal con Garantias Explicitas [AUGE] reform in
2003); Mexico (2003); and Argentina (2003) are introducing explicit
BPs for the population financed mostly out of fiscal subsidies. 
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Table 4.1 Possible Determinants of the Performance of
Risk-Pooling Arrangements in Latin America

Not defined or poorly defined intervention
priorities or lack of enforcement of the BP,
or both

Incongruities between the type of intervention
and the financing or health care delivery
mechanisms, or both (for example, including
uninsurable events under the BP)

Supply problems
Demand problems

Problems with cross-subsidization from
low-risk individuals to high-risk individuals
(risk pooling)

Problems with cross-subsidization from
high-income groups to lower-income groups
(equity subsidy)

Problems in the relationship between purchaser
and provider (strategic purchasing)

Source: Baeza, Montenegro, and Núñez 2002.

Organization and
functional
arrangements in
the scheme

BP problems

Utilization



The definition of a BP has to specify the health services included in
the package. It should also contain clear guidelines and provisions for
guaranteeing the conditions under which the covered services will be
provided, including those pertaining to financial protection and dignity.
A BP must therefore include the following elements:

• The list of health interventions (health care services), making sure
that those services are indeed insurable events

• The acceptable service quality (clear definitions of the interventions
and the eligibility of accredited providers)

• The appropriate timing for delivery of the health care services (max-
imum waiting times)

• Copayments, deductibles (if any), and stop-loss provisions
• Specific definitions on confidentiality, accommodations, privacy,

access to patient information, patient rights, and other elements essential
to the preservation of dignity.

Strategic purchasing. Drawing up the BP is only the first part of the
challenge. Risk-pooling organizations need a mandate and the capacity
to create the right incentive framework for health care providers to
deliver the services defined in the BP and to monitor, verify, and enforce
the BP conditions. Risk-pooling organizations do this mostly through
strategic purchasing. 

Strategic purchasing is the way most risk-pooling organizations
(purchasers) use collected and pooled financial resources to buy health
care services for their members. In the practical, day-to-day interaction
between purchasers and providers, the purchaser, within a regulatory
framework, plays a key role in defining a substantial part of the exter-
nal incentives for providers to develop the appropriate provider-user
interaction and health service delivery models. The purchaser is also
responsible for continually monitoring and evaluating the quality and
timing of the services provided for its insured. However, there is a
difference between “strategic” purchasers and “passive” purchasers.
A strategic purchaser continuously and actively responds to the
following questions with new mechanisms and innovations: How
should health services be purchased most efficiently for the covered
population? What level of service quality must be assured? From
whom should these services be purchased? How should these services
be paid for? How should the delivery of health care services be moni-
tored and supervised to guarantee they meet the specified conditions?
How is the organization doing in terms of its impact on access to ser-
vices and financial protection? (Preker and Langenbrunner 2005).

To achieve its mission and respond to these questions, a strategic
purchaser needs freedom and a flexible management and regulatory
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framework, focused on the interests of the people it serves. For that,
society needs to determine—through regulation but especially through
sound governance arrangements—the right incentives to make the
purchaser proactive and efficient in addressing these questions.

A strategic purchaser should be able to select the services and
providers best suited to deliver the BP services and goods to its members.
The strategic purchaser can therefore choose the specific conditions of a
virtual or actual contract with providers regarding the payment mecha-
nisms and price negotiations. In contrast, a passive purchaser does not
have this freedom and can only develop a budget, often based on a
historic trend or implemented as line-item budgets or both. 

Equity subsidies. Insufficient equity subsidies are an evident problem in
low-income countries in the LAC region. Lack of resources explains
most of the problem, but inefficient management of collected funds also
contributes to inadequacy. Protecting people in low-income countries,
particularly the poor and indigent, is an urgent but complex task. These
problems arise in a context of poverty and institutional and organiza-
tional instability that inhibit adequate generation and collection of funds
for an equity subsidy. 

Even with significant equity subsidies (the situation of many
middle-income countries in the region), where public expenditures on
health are substantial, deficiencies in the allocation of such subsidies
can add up to poor performance. This happens in systems that do not
provide enough effective cross-subsidization mechanisms from high-
to low-income populations among different risk-pooling mechanisms
or organizations. It also happens in many middle-income countries
where subnational allocation of public subsidies is glaringly
inequitable. In countries with federal governments with decreasing
administrative power over subnational governments, fragmentation
of financial protection might also occur. This happens in countries
where decentralization of the federal structure fragments the risk pool
(for example, Argentina and Mexico) and eventually leads to inequal-
ities in regional allocations of equity subsidies. Historical budgets
perpetuate regional differences. This problem is of utmost concern
in public policy in health not only because of the consequences of an
inequitable allocation of fiscal resources, but also because public
policies perpetuate this inequity.

The other cause of potentially bad equity-subsidy performance
of risk-pooling organizations is inefficient management or mechanisms
for allocating the subsidy. A major distortion in the efficiency of
allocating an equity subsidy is its lack of portability, meaning that
equity subsidies do not follow individuals changing from one risk pool
to another (Baeza and Copetta 1999). Because there is no mechanism
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for compensation, a covered individual or family may lose the subsidy
just for changing jobs (see chapter 5). Demand-side subsidization is
often mentioned as a solution for this problem. However, we use the
term portability to denote that we do not see demand-side subsidiza-
tion as a solution for insurance in general, but only for a particular
form of demand-side subsidization in which the subsidy is directly
linked to a specific BP.

Insights from Colombia and Chile

What might explain the difference in performance in the case of Régi-
men Subsidiado in Colombia and FONASA in Chile? Data and
methodological shortcomings make it difficult to be certain. However,
the difference seems to be explained by a combination of BP, strategic
purchasing, and portable public subsidies. Colombia’s Régimen Sub-
sidiado has a well-defined BP, portable public subsidies, and aggressive
strategic purchasing by risk-pooling organizations. Paradoxically, the
difference is not in the revenue-collection mechanism (which usually
and erroneously is used to distinguish true Bismarck-type insurance
from the rest). Both the Régimen Subsidiado and the national health
fund (FONSASA) in Chile are financed mostly from general tax rev-
enue rather than from contributions.

In the case of Chile, the same three determinants also seem to
explain the difference. Chile did not define an explicit BP for the entire
population until 2003. During the previous eight years, (FONASA) and
the ISAPREs had significant differences in the composition of the BP,
particularly for people in the lowest income distribution of the ISAPRE
population (the contestable segment between the two risk-pooling
schemes). Prior to the definition of the BP in Chile, the private ISAPRE
packages covered many uninsurable events (or at least more frequent
and less costly interventions) and included provisions for exclusions,
preexisting conditions, and significant deductibles. FONASA increas-
ingly concentrated on impoverishing insurable events such as childhood
cancer, chronic renal failure, including transplants, and other such con-
ditions. This difference is compounded by the lack of portability for
public subsidies. Households in ISAPREs facing an impoverishing event
requiring equity cross-subsidization were either forced to leave their
–ISAPRE and go to FONASA or incur a significant income loss, and a
significant proportion of those in the second and third quintiles fell
into poverty as a result. The absence of an explicit package makes it
technically difficult and inequitable to move toward portable
public subsidies. Also, for most of the 1990s, FONASA and ISAPREs
had significant differences in strategic purchasing of services related to
catastrophic events. 
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In 1996, FONASA introduced contracting and demand-side and pay-
ment mechanisms similar to Diagnostic Related Groups (a risk-sharing
mechanism) for costly complex health interventions. ISAPREs used fee-
for-service payment mechanisms for too long. Only recently have they in-
troduced more risk-sharing types of payment mechanisms (mostly since
2000, when they created additional catastrophe insurance).

Experience in LAC, described above, suggests that no matter what
specific risk-pooling arrangement policy makers choose, success in
improving health status and financial protection for the population may
depend entirely on how key health financing functions (strategic
purchasing, existence of explicit, aligned BP, and provider payment
mechanisms) are implemented. Policy makers in LAC need to focus less
on disputes over whether the Bismarck or the Beveridge model should be
the reform choice and much more on how these financing functions
are working to improve health status and financial protection. Besides
potential inconsistencies with a well-functioning labor market and the
difficulties it faces to extend risk pooling to the informal sector of the
Bismarck model as we discuss in chapter 5, there are examples of well-
functioning schemes under both types of arrangement.
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5

Risk Pooling for Everyone: 
The Challenges Posed by a

Growing Informal Economy

TO PROTECT VULNERABLE HOUSEHOLDS from the impoverishing conse-
quences of health shocks, participation in effective health risk–pooling
arrangements must be broadened. To do this, policy makers in Latin Amer-
ica and the Caribbean (LAC) face significant challenges for three popula-
tions: the poor, the high-risk, and the self-employed and informal workers.
The large and growing number of informal and unsalaried workers in LAC
countries, a significant overlap in the incidence of informal employment
and poverty, and high out-of-pocket expenditure on health make the in-
clusion of the informal and unsalaried sectors in risk-pooling arrangements
one of the highest priorities in public health policy in the region today. In
this chapter, we give close attention to this segment of the population.

This chapter is organized in three sections. The first section examines
the challenge of extending risk-pooling to the nonparticipant population
in general. The second section examines the incentives for households
not to participate in contributory risk pooling. These include access to
free publicly financed services and the perceived contribution-benefits
gap set by design by the use of payroll tax as the predominant revenue
collection mechanism for social insurance (SI). The last section explores
options for increasing participation in contributory risk pooling by the
informal and self-employed nonpoor, including eliminating or reducing
the gap between contribution cost and perceived benefits.

The Challenge of Extending Risk Pooling 

As discussed in preceding chapters, the magnitude of out-of-pocket
health expenditures in the region makes it clear that LAC needs to



increase its people’s participation in risk-pooling schemes (coverage).
Diverse population segments either do not participate in risk-pooling
schemes or do it only marginally as shown by very high levels of
out-of-pocket expenditures. As shown in figure 5.1, three population
groups can be differentiated by their capacity to contribute (broken
line, see figure 1.1 for discussion):

• Individuals whose contribution capacity is above the average cost of
the health benefits package (solid line) for their entire life cycle (the non-
poor population)

• Individuals whose contribution capacity never reaches the average
cost of the package at any time in their life cycle (the poor)

• Individuals whose contribution was above the average cost of the
package for much of their lives but who reach an age (or health risk) for
which the average cost of the package outstrips their capacity to con-
tribute (high risk).

These distinctions are less relevant when risk pooling is organized as
a single pool and with substantial or full financing from general taxation
(for example, as in national health services or NHS systems). In these
systems, financing of the risk pool occurs at the societal level, and every
member of society, at least in theory, has access to the same package of
services independent of their contributions. Under these systems, fiscal
sustainability is the challenge, which explains why many countries have
no option but a mixed system combining NHS and contributory risk-
pooling arrangements.

Distinguishing among these three populations becomes essential for
health policy formulation in countries where governments choose (or
where fiscal constraints leave them no other option) to organize risk
pooling through contributory health insurance (social or private) or
through a combination of contributory and noncontributory systems.
Most LAC countries have chosen the mixed system.

Different challenges are connected with extending risk pooling to
each of these three populations in a contributory risk-pooling context.
Neither the poor nor the high-risk populations (as defined in figure
5.1) can contribute without deepening their poverty. However, the
strategies for each group are different. While the poor could not con-
tribute at any time in their life cycle, the high-risk population, partic-
ularly the elderly, did contribute for much of their lives. Thus, most of
the policy challenges regarding inclusion of the poor in risk pooling are
related to public subsidy policy, particularly efficiency and targeting
(see chapter 6 for a discussion of efficiency-enhancing public sector re-
forms). In contrast, the policy issues regarding the high-risk population
are closely related to those of old-age income security policy, including
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pensions. The challenges regarding these two populations, particularly
how to include the poor, also differ significantly among countries in
the LAC region. While publicly subsidized risk-pooling coverage is re-
quired for only 20 percent of the population in Chile, it is required for
more than 63 percent of the population in Bolivia and 50 percent in
Honduras.1

Policy Options for Extending Risk Pooling

Extending participation in risk pooling in LAC is essential. What
options do policy makers have to achieve this objective? 

From figure 5.1 and the discussion above, it is clear that the options
differ significantly according to the three subpopulations’ capacity
to pay. Table 5.1. summarizes the options for each of these groups.
Although important reforms are under way in the region (see chapter 6)
and there is a significant body of conceptual and technical work on
what works and what does not to extend risk pooling, hard evidence
and evaluations of the different policy options and instruments are still
in a preliminary stage. We offer a discussion of these options as a way
of catalyzing discussion and motivating further policy research in this
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Table 5.1 Major Policy Options for Extending Risk Pooling in
Latin America and the Caribbean in a Mixed Health
System (with contributory and noncontributory risk
pooling)

Subpopulation Policy Option Possible Instruments

Poor Increasing breadth and • Additional fiscal 
deptha of publicly resources, and/or
pooling subsidized risk • Increasing efficiency through

changes in the incentive
framework in the allocation of
public subsidies (for example,
provider-payment reform;
purchaser-provider split;
private provision of publicly
financed health services)

High risk Ensuring availability of • Mandating savings (own 
equity subsidies at old- intertemporal subsidies)
age/high-risk stage • Regulating contributory risk

pooling in a way that ensures
either intrapool or interpool
subsidizationb

• Public (societal-level) subsidies

Nonpoor Eliminate barriers for • Facilitate supply of
participation in contributory health insurance
contributory risk • Facilitate (through regulation)
pooling participation of self-employed

and informal sector in
contributory health insurance

Improving incentives • Improve enforcement of
for participation in mandatory participation and 
contributory risk evasion control
pooling, particularly • Increase means testing for 
for the informal and access to free, publicly
unsalaried nonpoor subsidized health services

• Reduce the contribution-
benefits gapc

a. See discussion in chapter 1.
b. See discussion about alternative ways for financing equity subsidies in chapter 1.
c. See table 5.2.
Source: Authors.



area, but not as proven prescriptions for extending risk pooling in the
region.

The challenges regarding the nonpoor population are also signifi-
cant. This is the population served by mandatory SI schemes in most
LAC countries, many of them with high participation levels (for
example Mexico, Colombia, and Chile). However, part of this
nonpoor population does not participate in contributory risk pooling
and spends much more out-of-pocket than people who do participate.
Why? What can policy makers in the region do to reduce this problem?
The rest of this chapter focuses on potential causes and possible policy
actions to overcome this problem in LAC. 

What Explains the Low Participation of the Informal
Nonpoor in Contributory Risk-Pooling Schemes?

The informal nonpoor do not participate in contributory risk pooling
for two main reasons. First, there may be barriers to their participation
such as lack of insurance schemes (supply) and prohibitions or restric-
tions on participation (for example, for self-employed and unsalaried
workers). Second, there is a conscious decision by households not to par-
ticipate in contributory insurance derived from the national incentive
framework.

Barriers to Participation

Lack of supply of contributory risk pooling is not likely a significant
cause of nonparticipation by the informal nonpoor in LAC. Almost
every LAC country has a long and substantive tradition of social health
insurance. In addition, the supply of voluntary private health insurance
has been growing, particularly in the middle-income countries.

The focus of traditional Bismarck-type2 SI on only formal salaried
workers was, and in a few countries still is, a barrier to participation in
contributory risk-pooling schemes for many self-employed and informal
nonpoor workers. For many years, participation in SI organizations was
mandatory for (and open only to) formal salaried workers. This left the
rest of the nonpoor workers with no chance to participate. However, most
countries in the region (for example, Argentina, Chile, Colombia,
Ecuador, and Mexico) have identified this problem and have introduced
laws and regulations to open participation in social security coverage (on
a voluntary or mandatory basis) to unsalaried workers and, in some cases,
even to informal workers. Colombia has introduced legislation regarding
the base income for determining SI contributions by informal workers
associated with cooperatives and will soon introduce administrative
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improvements in data collection and database cross-checking that would
improve evasion monitoring. 

Most of these innovations are recent in LAC. Those that have been in
place longer show mixed results, depending on the specific benefits
package (BP) being offered and the contribution cost. Despite this open-
ing of SI, many informal and unsalaried workers still do not participate
in the schemes. Why not?

Holes in the Incentives Framework

Nonpoor households refrain from participating in a country’s contributory
risk pooling mainly because of holes in the incentive framework. Three
factors shape their decision: their free access to noncontributory risk-
pooling arrangements, specifically, free health services of acceptable qual-
ity from national health services (NHSs), which coexist with contributory
SI in almost all LAC countries; their perception of a gap between the con-
tribution cost and the benefits of participation (contribution-benefits gap);
and their assessment of the costs and benefits of labor formalization, par-
ticularly in countries where participation in SI is closely linked to compli-
ance with labor and tax laws.

Incentives set by access to free, quality health services. Access to free,
quality health services may invite nonparticipation of nonpoor house-
holds in contributory risk-pooling schemes. If nonpoor households have
access to fully subsidized services that satisfy them for free, they may
decide not to buy in to contributory schemes. Again, except for potential
fiscal unsustainability, this is not a problem for countries that have chosen
to organize risk pooling through a single-pool, general tax–financed sys-
tem open to all members of society. However, for mixed systems, it might
constitute a significant problem if participation in contributory risk pool-
ing is voluntary (or if the capacity to enforce mandatory participation is
weak) and access to free NHSs is not means tested. 

For some countries in the LAC region, this is indeed a problem. In
Chile in 2002, Fondo Nacional de Salud (FONASA), the national health
fund, discovered that many (about 300,000) nonpoor informal and self-
employed workers using the free high-complexity services made no
contribution at all or far lower contributions than legally expected. These
findings suggest that if equity subsidization is to be provided through
NHSs in a mixed system,3 it is essential to ensure that access to free
NHSs is targeted to the poor and to the high-risk population.
Although access to quality, free health services is an incentive to nonpar-
ticipation in contributory risk pooling, if NHS covered all or most of this
population’s expected needs, we would not expect the exceedingly
high out-of-pocket expenditures we observe today (which in practice
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mean nonparticipation). We know that NHSs do not provide such
coverage. Why, then, do these households not participate in contributory
risk pooling?

The contribution-benefits gap. In most LAC countries, workers are man-
dated to participate in contributory risk pooling, mainly in SI, through
social security organizations. For most SI organizations in LAC, the
payroll tax is the main source of revenue. The reliance of SI on the
workplace and payroll taxes as the main revenue collection mechanism
creates, by design, a gap between contributions and perceived benefits
for most participants.

The rationale for relying on the payroll tax is to meet both the risk-
sharing and the equity objectives of risk-pooling arrangements (described
in chapter 4) with a single financing instrument. Indeed, the payroll tax
contribution to SI was conceived as an instrument to ensure intrapool
cross-subsidization. In other words, it was designed to ensure that people
with the highest salaries contribute more (in absolute terms) than those
with the lowest salaries. Since all participants enjoy the same BP, at least
in theory, the payroll tax ensures that an actuarial surplus from lower-
risk, higher-income individuals is generated to finance the actuarial
deficits generated by higher-risk, lower-income individuals. Figure 5.2
illustrates this arrangement.

As shown in figure 5.2, the critical feature in SI is that the actuarial sur-
plus (represented in area B of the figure) will be used to finance subsidies

RISK POOLING FOR EVERYONE 101

Age

D
ol

la
rs

Salary-
related
contribution

Average cost of benefit
package

C

B
A

Figure 5.2 Cross-Subsidies in Traditional Social Insurance 
for Health

Source: Baeza 2000.



needed by lower-income, higher-risk groups (represented in area C). This
feature can work well when all workers participate in a single SI scheme
and under a regulatory framework or social contract that ensures that all
members of the risk pool have access to the same package of health
services when needed. However, in most Latin American countries, these
critical prior assumptions and conditions are not fully realized for many
reasons. Participation in SI is not universal due to the increasing propor-
tion of informal and unsalaried workers, and neither the regulatory
framework nor the social contract is strong enough to guarantee all
participants equal access to the same health BP, even where such a pack-
age is explicitly guaranteed.

In addition, in the absence of a mandatory or guaranteed BP,
contributions structured as a payroll tax constitute a mandate on
minimum spending on health, rather than a definition of minimum
consumption of insurance. Under this mandate structure, with a set,
salary-linked contribution rate, SI providers have an incentive to
reduce the gap via service supply rationing rather than by risk rating
(that is, adjusting premium prices). At the same time, scheme partici-
pants have an incentive to close the gap by maximizing their use of
services (or including as many services as possible in the BP they
choose). That choice has no effect on their required contribution in a
supply-rationed system, but it would eventually raise their contribu-
tion in a risk-rated system. Indeed, the primary distinction between SI
and purely private, actuarially risk-rated health insurance is that SI
providers cannot differentiate contributions by the groups they cover.
However, like private health insurance providers, they still face incen-
tives determined by known losses when covering low-income, high-
risk participants, and often adjust their service provision to avoid or
recoup these losses.

The gap between contribution and perceived benefits feeds the incen-
tives for adverse selection observed in most social health insurance
schemes. But the resulting adverse selection is particularly important in
voluntary enrollment in quasi-public SI for health in Latin America (for
example, Seguro para la Familia in IMSS, Mexico; FONASA in Chile;
and Seguro Campesino in Ecuador). All participants perceiving a gap
between what they contribute and what they think they will get (that is,
if they perceive themselves as being to the left of point A, the subsidy
point in figure 5.2) have an incentive not to participate or to reduce (evade)
contributions. Given a choice by the SI provider, if evasion is not possible,
they will choose not to participate. In contrast, all individuals who perceive
themselves in the reverse situation (that is, to the right of point A) would
actively seek enrollment and would be among the first to sign up, if given
the option. This is the main reason for the adverse selection observed when
enrollment in social health insurance is made voluntary.

102 BEYOND SURVIVAL



The gap (and resulting disincentives) is increased for low-risk,
high-income participants when access is difficult or health service
quality is low, or both. The effect is to reduce the perceived benefits
of participation. The same effect occurs when services are added to the
BP that participants perceive they would not use at all (for example,
normal delivery for a couple that has decided not to have children), or
when health insurance is bundled with other SI benefits that many indi-
viduals believe they are unlikely to receive. The effect in this case is to
add costs to the package with no perceived increase in benefits.

For example, the bundled mandated contribution to old-age income
pensions might simply be perceived as an additional cost or tax that
increases the contribution-benefits gap if workers perceive that it is
unlikely that they will ever get a benefit from their contributions.
Indeed, in many LAC countries, given their relatively short life
expectancy, low-income workers are unlikely to receive pension benefits
and, in fact, may place a low value on these benefits. Other individuals
may have chosen to substitute mandatory systems for alternative forms
of saving and investment to cover the bulk of their financial needs in old
age. There is ample evidence (James 1999; Arenas De Mesa 2000; Holz-
mann, Packard, and Cuesta 2000; Gill, Packard, and Yermo 2004) that
the likelihood of receiving pension benefits is low for the self-employed,
lower-income workers, workers who take formal jobs sporadically, and
even for workers with large gaps in their contribution histories (for ex-
ample, due to long periods of unemployment). In these circumstances,
bundling health coverage with retirement pensions—and the resulting
increase in the gap between contribution and benefits—may not only
contribute to adverse selection and low demand for health insurance,
but may also contribute to the wide array of incentives for individuals to
enter self-employment or unregulated employment.

The gap between contribution and perceived benefits creates incen-
tives for nonparticipation for part of the nonpoor population. But, does
this matter, since participation in SI is mandatory for nonpoor workers?
It matters a great deal. SI plays a significant role in providing a large part
of the population with health coverage, particularly in middle-income
countries where coverage well exceeds 40 percent of the total population
(for example, Argentina, Chile, Costa Rica, and Mexico). In most LAC
countries, however, household participation (even of the nonpoor) in SI
schemes is still limited. Why? 

Households make decisions about whether to participate in social
health insurance. Moreover, the structure of SI, and the wider social pro-
tection system may be a contributing factor in a household decision about
leaving the formal labor market altogether. Although economic and labor
regulations, working conditions, and preferences for flexibility or for en-
trepreneurship play a major role in these decisions (Maloney 2004), the
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perception among nonpoor contributing workers that they receive less in
benefits than they pay in contributions (the contribution-benefits gap) can
also be an important factor in the decision to enter self-employment or un-
regulated forms of employment. Although debate is increasing about how
much the rising cost of SI contributes to informality (Maloney 2004),
there is still less definitive evidence about the magnitude of this incentive
and the relative importance of the contribution-benefits gap than about
other labor regulation incentives. Still, anecdotal evidence increasingly
suggests that this gap plays an important role.

These days, mainly for practical reasons, enforcing the mandate for
nonpoor workers to participate in payroll tax–financed SI is largely
restricted to formal salaried workers for four reasons. First, by histor-
ical design, SI focuses on formal workers and their families and be-
cause its contribution-collection mechanism is structured as a payroll
tax deduction, only firms and workers in compliance with the labor
code are covered. Second, due to the difficulty of correctly assessing
employment status and household income (unobservability), the par-
ticipation of informal and unsalaried workers in SI is essentially
voluntary. Third, the gap between contribution and perceived benefits
is relevant for a significant proportion of the nonpoor population, cre-
ating strong incentives for adverse selection. Fourth, bundling health
coverage with other less desirable benefits in most social protection
systems often creates an extra cost without adding to perceived bene-
fits, increasing incentives for adverse selection.

Given the practical limitations of enforcing mandatory participation in
SI and the predominance of payroll tax–financed SI as a contributory risk-
pooling mechanism in the region, informality in LAC makes it difficult to
extend contributory risk pooling even to the nonpoor. This relatively low
participation in itself would not be problematic over time if the trend in
formalization were incremental, which would allow for increasing
enforcement capacity of mandatory participation in SI. This was the case
in most member countries of the Organisation for Economic Co-operation
and Development (OECD) that opted for the Bismarck SI model and
which have now achieved all but universal coverage. The current trend
in LAC is also unlike the experience of OECD and other countries that
have achieved universal coverage such as Korea and Taiwan. Growing
informality (figure 5.3) poses an enormous challenge to Latin American
countries in achieving universal risk-pooling coverage.

In this context, although all organizational arrangements for risk
pooling have limitations in reaching the informal poor, traditional SI
exhibits the most significant limitations. 

Cost of labor formalization. From the preceding sections, informal labor
clearly poses a challenge to the extension of contributory risk pooling,
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particularly through payroll tax–financed SI. But, is the reverse also
true? Does payroll tax–financed risk pooling in health pose a challenge
to formalization of the labor force? 

There is ample evidence that a significant proportion of households
choose to go in and out of the formal labor market according to expected
net income in one sector or another. Many individuals choose to work
informally. Among informal workers, self-employment in particular is a
status into which agents with a lower aversion to risk, a desire for inde-
pendence, a greater endowment of entrepreneurial talent, or with all
three motives are likely to self-select (Knight 1921; Laffont 1979).
Empirical evidence from both developed (Taylor 1996; Uusitalo 1999;
Guiso and Paiella 2000) and developing countries (Blau 1985; Vijverberg
1986; Yamada 1996; Maloney 1998a, 1998b, 2004) shows that labor
regulations, economic conditions, and individual preferences play an
important role in household decisions in this regard. Indeed, survey
interviews of informally self-employed workers in Mexico (Maloney
2004) reveal that more than 58 percent of self-employed men left formal
employment because they were not paid enough or sought greater inde-
pendence. In Brazil, 65 percent of self-employed men and 41 percent of
self-employed women say they would not want to take formal employ-
ment because they are happy with their current jobs. A similar portion of
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informal salaried workers in Brazil also report satisfaction with their
unregulated, uncovered employment (Maloney 2004). 

Although economic conditions and labor regulations play an impor-
tant role in household decisions regarding participation in the formal
labor market, an abundance of both theory and empirical evidence sug-
gests that they also base this decision on the contribution-benefits gap in
the structure of SI schemes, choosing to avoid payroll taxes altogether. As
a consequence of the gap, should the value of a worker’s nonwage bene-
fits fall below the perceived cost, even risk-averse workers with no sig-
nificant entrepreneurial aspirations may prefer to move into the informal
sector and be compensated entirely in cash.4 Torche and Wagner (1997)
show that mandated benefits levy an implicit tax, especially on younger
workers. In a panel of Latin American countries, Packard (2002a) finds
that the size of the total payroll tax for social security lowers the number
of contributors in the workforce.5 Fiorito and Padrini (2001) arrive at
similar results in an analysis of labor taxes in developed economies. In
developing countries with less capacity to enforce labor regulations, the
relatively large small business sector and diversity of unregulated
employment opportunities allow workers to avoid mandated benefits
and choose how they are compensated (Maloney 2000 and 2004).

Further, the individual’s or household’s decision to work formally or
informally is not necessarily dichotomous. Under an SI scheme with a
salary- or income-related contribution structure, and in the presence of
weak enforcement of labor regulations and large gaps between contribu-
tion and benefits, workers can and do bargain with employers over
formal wages and remuneration outside the formal contract. Ultimately,
an individual’s bargaining position with a prospective informal employer
will depend on broader market elasticity of supply and demand. And
many employers are likely to choose to evade participation without regard
for what workers actually prefer. However, where the benefits gap is
perceived as large, it is likely that workers will choose to be formally
remunerated at the lowest level that allows them to qualify for benefits. In
the case of SI for health, the benefits are the same for all participants in the
SI scheme, regardless of their absolute contribution.

Similarly, self-employed workers would choose to report—and make
contributions on—just enough income to qualify for benefits. Indeed,
Valdes (2002) reports that administrators of Chile’s FONASA (national
health insurer) identified up to 500,000 workers who reported incomes
and made contributions on the minimum salary that entitled them to
health insurance coverage, despite their significantly higher earnings
according to tax authorities. In Chile, the mandate to contribute is bun-
dled for health insurance and pension coverage in the privately adminis-
tered retirement income security system. Some self-employed workers
based their contributions to the pension system on the legal minimum
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wage for benefits in FONASA. This behavior may have been driven by
demand for health insurance coverage rather than by the desire for pen-
sion benefits, even when the pension system is based on individual savings
accounts. Although other important factors play a role (for example,
abuse of the legal protection within the system,6 rigidities in the budget
implementation system), a similar gap between contribution and per-
ceived benefits may partly explain the significant contribution reduction
observed for the Régimen Contributivo in the Colombian health system.

We close this section with a note of caution. Despite the large body
of theoretical literature and empirical evidence showing the negative
impact of high rates of payroll tax contributions and a large gap between
contribution and perceived benefits on household incentives to partici-
pate in SI, the payroll tax is but one of myriad factors that add to the
cost of formalization for workers and prospective employers. SI for
health risks and the wider social protection system is embedded deeply
within the regulatory framework of a country’s product and factor mar-
kets. In many countries, the decision to insure cannot be divorced from
the decision to comply with regulations and taxation that have nothing
to do with covering the risks to household welfare from health shocks or
other adverse events.

Furthermore, while there are empirical estimates of the negative
impact of high payroll contributions, evidence of a positive reaction to
lowering contribution rates is still scarce. Rofman (2003) shows that,
despite the introduction of individual retirement accounts and a sub-
stantial cut in employer contribution rates for SI in Argentina, partici-
pation in the social security system fell dramatically throughout the
1990s. Gill, Packard, and Yermo (2004) point out that worker partici-
pation is still unacceptably low across Latin America despite the lower
labor-market distortions brought about by the shift to individual ac-
counts in the part of the SI system that covers income losses from old
age. Thus, narrowing the gap between contribution and households’
perceived benefits from SI might be a necessary but far from sufficient
condition to increase the incentives to participate both in contributory
risk pooling and in the formal labor sector.

Policy Options for Extending Contributory
Risk Pooling among the Informal and the

Self-Employed Nonpoor

Considering the growing employment informality, the mixed nature of
most health systems in LAC, and the lack of conceptual and empirical
developments on how to address the problem, extending risk pooling
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among the informal nonpoor is one of the most challenging and complex
priorities for policy makers in the region. This section reviews some of
the main options in line with the discussion and findings above and in
earlier chapters.

As discussed above, the most important challenge in terms of pre-
dominant models of contributory health insurance in LAC is that partic-
ipation in contributory risk pooling is essentially voluntary for informal
and unsalaried workers. Given the workplace and salary-related nature
of SI as well as the unobservability of informal workers’ employment and
income, enforcing a mandate for participation in contributory schemes is
almost impossible. This means that more important than the mandate is
the need to find other incentives (or eliminate disincentives) for the
informal nonpoor to place greater value on participating in voluntary
contributory risk pooling.

A distinction must be made between informal and unsalaried work-
ers. Neither is typically subject to payroll tax contributions and both pay
consumption taxes such as the value added tax (VAT). But, while infor-
mal workers do not pay any kind of income tax and are usually totally
outside the formal tax systems in the economy (except for paying con-
sumption taxes), unsalaried workers do pay forms of income tax (for
example, a self-employed lawyer who pays taxes based on billings).
However, unsalaried workers are usually not mandated to contribute to
SI because they receive no salary, have no employer, and are not usually
associated with a specific workplace.7 For practical enforcement pur-
poses at this time, the difference is minor but it might become important
once the income observability problem is technologically solved for
unsalaried workers. FONASA in Chile has experimented with internal
revenue service consumption/income databases in this direction. How-
ever, for most countries in the region, enforcing mandatory participation
of informal and unsalaried workers in health insurance will remain
unfeasible for a long time.

Policy makers have at least four nonmutually exclusive options:
facilitate (through regulation) participation of self-employed and infor-
mal workers in contributory health insurance; improve enforcement of
mandatory participation and evasion control; increase means testing for
access to free publicly subsidized health services; or reduce the contri-
bution-benefits gap. The first two are self-explanatory.

Increasing means-tested access to free publicly subsidized health ser-
vices is important to reduce incentives for nonparticipation among the
informal nonpoor and to target scarce fiscal resources on the poor.
Coexistence of most subsidized national health services and contributory
health insurance provides nonpoor informal households with multiple
alternatives. This, added to difficult enforcement of mandatory partici-
pation and labor contracts, allows for high mobility between these two
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systems. If a country decides to make the nonpoor contribute for their
risk pooling coverage, it is essential to ensure that means testing is used
to determine access to subsidized health services. 

Although reasonable doubts persist about the relative importance of
the contribution-benefits gap to informality, there are few doubts that it
contributes to evasion, undercontribution, and, most likely, refusal to
participate in any way in contributory risk pooling. This is why it is so
important for policy makers to explore ways of narrowing the contri-
bution-benefits gap in each country’s own evidence-based context. 

The contribution-benefits gap can be reduced by delinking risk-pooling
financing from labor status, fundamentally shifting away from the use of
payroll taxes; reducing perceived costs (contribution) of participation in
contributory risk pooling; and increasing the perceived benefits of partic-
ipation. Table 5.2 summarizes some of the main policy options to reduce
the contribution-benefits gap.

Delinking Risk-Pool Financing from Labor Status

Delinking risk-pool financing from the labor status of individuals and
their household dependents may thus be an important step for policy
makers to reduce the gap between contribution and perceived benefits
and increase incentives for informal and unsalaried workers to partici-
pate in contributory risk pooling. In practice, policy makers have two
main means of replacing payroll taxes: general taxation and other
revenue collection mechanisms that reduce the contribution-benefits gap,
most likely risk-related premiums.

Delinking with a shift toward general taxation financing. General tax-
ation is potentially the most efficient and also the most equitable
financing mechanism for risk pooling, depending on the progressivity
of tax collection instruments and subsequent public spending
(Mossialos et al. 2002; Savedoff 2004). The primary benefit of
financing health coverage through general tax revenues is that health
risks are effectively pooled across the entire tax-paying population. A
broader tax base means that contributions are spread over a larger
share of the population than might otherwise be the case, particularly
where employers and workers can evade payroll contributions. Shift-
ing to general revenue financing can also be less regressive, if revenue
from rents, capital gains, and profits are taxed. Of all the sources of
financing, general taxation entails the lowest transaction costs for
allocating equity subsidies for a given level of risk-pool fragmentation
because the entire society becomes a single pool (Savedoff 2004).
Moving to general taxation could also have a positive impact on
formalization in the labor market and on labor mobility, although
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110 Table 5.2 Policy Options for Reducing the Contribution-Benefits Gap for the Informal Nonpoor

Strategy Instruments Challenges Remedies

Delink risk-pool financing Shift away from payroll Fiscal sustainability Incremental delinking
from labor market status and tax financing toward general (general tax strategy)
employment sector taxation or risk-rated premiums

Equity (risk-rated Tax reform, use of VAT as
premium strategy) main taxation instrument

Unobservability of Proactive and explicit public
employment status and equity subsidization
income in largely informal
labor markets

Mandate minimum Move away from mandates that Equity: part of the Incremental growth of the
consumption (coverage) specify percent of payroll taxes population might not be package
rather than minimum for health coverage and define able to afford the 
spending mandatory benefits package of minimum package Focus incremental general

mainly insurable events; mandate taxation financing on
package as minimum universal Political economy of subsidizing the package first
coverage, provided by multiple explicit prioritization for those who cannot afford it
or single insurers

Contain package cost
(efficiency gains)
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Reduce perceived Seek efficiency gains resulting Political economy of Incremental growth of
costs (contribution) in service unit cost reduction implementing purchaser- mandatory benefits package

(for example, implementation provider split and strategic
of strategic purchasing) purchasing

Regulate to create incentives for Fiscal sustainability
large pools and aggregate
catastrophic events (risks) in a
single pool (truncation of
pyramid of risk)

Subsidize the cost of the
benefits package

Unbundle health insurance from
other “benefits” (for example,
pensions)

Reduce risk-pooling fragmentation
through at least “virtual pools”
(single rules, single BP, portability)

(Table continues on the following page.)
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Increase perceived Increase access, quality, and Fiscal sustainability Incremental implementation
benefits responsiveness of service providers

Bundle contributory risk pooling Political economy of In multiple pool environment
with desirable benefits (for example, introducing strategic truncation of risk pyramid,
burial insurance) purchasing basic risk-equalization in the

allocation of public subsidies
for benefits package, and
strong consumer 
protection regulation.

Concentrate benefits package on Political economy of
insurable events excluding uninsurable

events from benefits
package (for example,
gender, public health)

Increase choice of service providers “Cherry picking” behavior
and insurance providers by insurers

Increase portability of public Political economy of
subsidies demand-side subsidization

Source: Authors.

Table 5.2 (continued)

Strategy Instruments Challenges Remedies



consistent regulatory reforms in the wider economy would also be
required to increase the benefits of formalizing for households and
employers. Moving toward general tax–financed risk pooling requires
that the mandate for a standard BP avoid inequities and inefficiency,
especially during the transition. 

Moving away from a payroll tax is not always welcomed by social
security managers and is sometimes resisted by policy makers in health
ministries. There are three main arguments against a shift to general
tax–financing. First, the providers of public services in the health sector
see in the payroll tax a more independent and secure revenue source that
is safe from annual political budget discussions. Second, and related to
the first point, the payroll tax is perceived to be less cyclical than general
revenue sources in the sector. Third, payroll tax–financing makes it
more difficult for governments to cut health services, because the
contribution gives workers a sense of entitlement that they will defend
and which creates a powerful political deterrent.

However, for many reasons, regular public debate on the amount a
country decides to allocate to health, and public scrutiny on the way
these funds are used, are highly desirable. Independent earmarked
sources of revenue, such as a payroll tax, can give considerable auton-
omy to SI institutions and health ministries that can then limit the extent
to which these institutions respond to public questioning of their per-
formance and use of resources. Furthermore, although health alloca-
tions can come under pressure during economic downturns that lower
governments’ overall revenue, financing through payroll contributions
and employment can have similar procyclical patterns—particularly
employment in sectors that comply with the mandate to contribute.
Finally, although payroll taxes do confer a strong sense of entitlement
and a deterrent to cuts in services, in Latin America’s context, this may
often translate into capture by elites rather than protection of services,
particularly for the poorest. A first-best entitlement that could create the
same deterrent—desirable even purely on efficiency grounds—would be
a clearly, explicitly defined BP, with fiscal contributions indexed to its
costs.

All these issues are important for policy makers to consider when
deciding whether to delink or not. However, the LAC region has
many examples of budget and revenue control of payroll tax–financed
SI organizations. In some cases payroll tax collection is conducted by
a government-controlled organization, and it is subjected to budget
planning and approval (for example, FONASA in Chile until the late
1990s, Instituto Nacional de Servicios Sociales para Jubilados y Pen-
sionados [PAMI] in Argentina during the 1990s), which determines
the same level of central government control as general tax transfers.
In other cases, the government has not paid into the social security
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organization its corresponding payroll tax for public workers. On
occasion, it has even mandated the social security organization to
invest its reserves in long-term (often high-risk) government bonds. In
these instances, revenue independence and security have been com-
promised. In many other cases, revenue independence and security are
compromised for the benefit of SI. Many governments in the region
heavily subsidize SI operational deficits, generating significant
inequities in the allocation of public health subsidies (for example, Insti-
tuto Mexicano de Seguridad Social [IMSS] and Instituto de Seguridad y
Servicios Sociales para los Trabajadores del Estado [ISSSTE] in Mexico).
Thus, at first sight, ensuring independent and secure financing for risk
pooling seems to depend more on governance arrangements than on the
financing mechanism. Ensuring independence in financing is difficult
when, for example, the president appoints SI chief executive officers, and
there are no independent oversight and regulatory agencies. Research
into SI governance is urgently needed in the region.

If delinking and general taxation offer so many advantages, why have
LAC countries not already moved in this direction? Most OECD and
many developing countries have already started to do so. Even countries
with long traditions of Bismarck-type SI systems are moving toward gen-
eral taxation to finance their risk-pooling systems (for example, France
and Spain, box 5.1). In fact, countries that have opted for general rev-
enue financing typically started with fragmented voluntary and then
mandatory SI systems. Countries that already have strong Beveridge-
type systems (for example, Sweden, United Kingdom, and New Zealand)
are further strengthening this model. Even in Germany, recent proposals
to reform segments of the welfare system aim at moving health finance
toward general taxation.

Latin American countries, particularly middle-income countries, are
already making significant efforts in fiscal financing of risk pooling
(figure 5.4). However, although Latin America ranks first among devel-
oping-country regions in terms of general tax–funded health expendi-
tures (about 3.2 percent of gross domestic product [GDP]), it is still
below the OECD average of 4.0 percent (box 5.2). 

Increasing general tax allocation to the health sector in Latin America
to replace payroll tax–financing would be difficult in the short run. The
tax collection capacity of countries in the region is among the lowest in
the world, only slightly ahead of Asia-Pacific and Sub-Saharan Africa
(table 5.3). It would also prove difficult without governance improve-
ments in SI and SI-government relations and changes in the way fiscal
subsidies are allocated in the sector (for example, in the absence of in-
dexation of fiscal allocations and an explicit BP). In addition, many SI
organizations might not welcome such a change, which could reduce
their financial independence.
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Box 5.1 Spain’s Shift from Bismarck to Beveridge:
Delinking Risk-Pool Financing from Labor Status

As part of a broad process of change in the health sector and Spanish
society in general, the health financing system in Spain underwent rad-
ical changes in the 1980s and 1990s. After the 1980s, Spain shifted from
a social security scheme, financed by payroll taxes, to a national health
service, financed by general taxation. Today, almost 100 percent of
Spain’s expenditures in health are public.

Spain’s transition to democracy and the constitution approved by
popular referendum in 1978 gave new impetus to health care sector
reform. Important changes from this period that influenced later
changes in health financing include the creation of a separate organiza-
tion within the social security system to administer health care services
and consolidate most health care programs and organizations under the
umbrella of the Ministry of Health. This ministry was established as an
independent entity in 1981.

The reform process culminated in 1986 in the passage of the General
Health Care Act after nearly four years of public and parliamentary dis-
cussions. The act also provided a unified legal framework for many of
the previous piecemeal reforms and called for a tax-based financing
system. All the publicly managed health services were consolidated in a
single national organization and a few other regional organizations
(Cataluña and the Basque Country), within the framework of the newly
decentralized organization of the state. The Spanish National Health
System (SNHS) was subsequently devolved to the 17 autonomous
communities that have fully managed their regional health services since
2001 under the direction of the SNHS.

Consistent with the reforms introduced by the General Health Care Act,
the funding sources for the health care system were drastically modified in
1989. Beginning that year, new budgets were financed at 70 percent from
general taxation and only 30 percent from payroll tax contributions.

In the mid 1990s, as a result of general negotiations and agreements
(the Pactos de Toledo) signed by political parties and trade unions, it was
agreed that all financing would come from general taxation and that indi-
vidual contributions would be progressively phased out by 2000. In 1999,
one year ahead of schedule, the entire health care budget in Spain came
from general taxation. Today, Spanish regions receive health care funding
as part of their general funding from the central government, proportion-
ate to their population and the increase of fiscal revenues raised in the
region with a few adjusting factors (population age, number of temporary
residents, and services provided to the national system or to other regions).

Today, only workers’ compensation for work-related injuries or dis-
eases are financed via individual employer and employee contributions.

Source: Fernandez 2004.
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Table 5.3 Central Government Revenues, Early 2000s 
(percent of averagesa)

Total Revenue Tax Revenue Payrol Tax

as % of GDP as % of GDP as % of GDP

Americasb 20.0 16.3 2.3
Sub-Saharan Africa 19.7 15.9 0.3
Central Europe,
Baltics, Russia, and
other Former
Soviet Republics 26.7 23.4 8.1

Middle East and North
Africa 26.2 17.1 0.8

Asia and Pacific 16.6 13.2 0.5
Small islands 
(Pop. < 1 million) 32.0 24.5 2.8

Low-income countries 17.7 14.5 0.7
Low middle-income
countries 21.4 16.3 1.4

Upper middle-income
countries 26.9 21.9 4.3

High-income countries 31.9 26.5 7.2

a. Unweighted averages
b. IMF regional and income categorizations
Source: Schieber et al. 2006.

OECD=Organisation for Economic Co-operation and Development;
LAC=Latin America and Caribbean; LIC=lower-income countries; MIC=middle-
income countries; OOPs=out-of-pocket expenditures; SS=social security.

Source: Authors from OECD 2004 and WHO 2004 data.
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Box 5.2 Trends in Latin American and Caribbean Tax
Policies: Balancing the Efficiency-Equity Tradeoff

Tax policies and systems vary greatly from country to country in the
LAC region, reflecting different sociopolitical histories, tax-collection
capacities, and reactions to changes in thinking about tax and develop-
ment policy. 

In the 1950s and 1960s, tax policy discussions in Latin America
reflected the “developmentalist” views common in the postwar era.
According to this view, the two main aims of taxation were to raise
revenue to finance the state as the “engine of development” and to
redistribute income and wealth. Most people thought both goals could
be achieved largely by imposing high effective tax rates on income. The
depressing effects of taxes on investment and saving were judged small.
It was even argued that high tax rates made it easier to lead private
investors by the visible hand of well-designed fiscal incentives into the
investment most needed for development. A highly progressive personal
income tax (with marginal rates up to 60 percent) buttressed by a
substantial corporate income tax (often between 40 and 50 percent) was
considered the ideal tax system. Consumption taxes—mainly of excise
taxes, customs duties, and cascading manufacturer sales taxes—were
grudgingly accepted as necessary for revenue purposes.

This line of thinking changed dramatically in the 1970s and 1980s.
Today, most economists and policy makers believe that high tax rates
not only discourage and distort economic activity but are also ineffec-
tive in redistributing income and wealth. Most specialists prefer a
broad-based consumption tax, with few exemptions, and selectively
higher tax rates for items that either carry negative externalities or are
considered “bads” by society, such as gasoline, tobacco, and alcohol.
Economists now argue that the income tax should be as broad as possi-
ble and treat all incomes as uniformly as possible.

Reflecting this new view, income tax rates on both people and cor-
porations were cut sharply from the 50 percent and 40 percent level on
personal and corporate income, respectively, to the 20 percent and 30
percent range throughout LAC. Taxes related to international trade
were also cut as a part of widely accepted liberalization policies. This
decline in income tax rates and trade tariffs was accompanied by an in-
crease in the personal exemption rate and reductions in the income
bracket to which the top rates of taxation apply. VATs are now seen as
the mainstay of the revenue system in most countries in the region. VAT
rates rose on average from 10 percent when first introduced to about 15
percent in 2001. This combination of falling tariffs and income tax rates
and rising indirect taxes yielded modest increases in overall tax revenues
across the region. Between the 1970s and 2000, the unweighted average

(Box continues on the following page.)
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of aggregate tax effort rose by about two percentage points of GDP to
14 percent of national income. Taxes on goods and services (mostly
VAT) were the main source of this increase, more than offsetting de-
clines in taxes on personal income and on trade.

However, LAC countries still tax a much smaller share of output
than do richer countries. In particular, when compared to richer coun-
tries, Latin American governments take a much lower share of tax from
personal income. This is primarily due to the lower rates applied to per-
sonal than to corporate income. Governments in richer countries also
collect far more in social security taxes, VAT, and sales taxes and much
less in taxes on trade. Property taxes that are low in developed countries
are even lower in Latin America. These differences can be partially
explained by the higher incomes in developing countries that typically
translate into higher government expenditure. However, with a few
exceptions (namely, Nicaragua, Uruguay, and Brazil) most LAC tax
efforts lie below the international average even in relation to incomes. 

How then can government revenues be increased and taxes made more
progressive in Latin America, without excessively compromising the
gains in economic efficiency that have been attained over the last 30
years? Tax policy presents tradeoffs between equity and efficiency that
cannot be ignored. There is no such thing as a free lunch, and any effort
to make taxes more equitable will have efficiency costs. However, coun-
tries could follow some broad principles to make tax systems more effec-
tive and marginally more progressive at a relatively low cost to efficiency.

First, tax bases should be as broad as possible. Although a broad-
based consumption tax will still discourage work effort, it will distort
economic choices between goods and services less if everyone is taxed at
the same rate. Second, tax rates should be as low as possible, provided
that they raise sufficient revenue to finance appropriate government ex-
penditure. The broader the tax base, the lower the tax rate needs to be
to generate a given level of revenue. Third, indirect taxes can be more ef-
fective and are not always regressive. In particular, VATs (generally
preferable to excise or import taxes) can be made less regressive by ex-
empting a few key items consumed in greater quantities by lower-income
households than by wealthier families. Fourth, there is room to improve
personal income tax collections. Collections from personal income taxes
are low in Latin America, even when compared with countries at the
same income levels. Higher collections can be sought first by closing
loopholes and enforcing compliance with existing rates; only after that
should tax rates be raised, if still necessary. Finally, property taxes are
currently underused and should be made to generate more revenue.

Source: de Ferranti, Perry, Ferreira, and Walton 2004.

Box 5.2 (continued)



This shift is unlikely to occur in the short run, considering LAC coun-
tries’ lagging tax generation and collection performance (box 5.2 and
figure 5.5). 

The near future looks no better for LAC countries if recent trends in
tax collection continue. Revenue performance over the past few decades
has been disappointing, stagnant in some regions. Figure 5.6 shows
the evolution of tax and nontax revenue for 22 countries in the region
during the 1990s. The annual change in tax and nontax revenue as a
percentage of GDP on average decreased in seven countries during the
1990s, and remained essentially constant (or grew less than 2 percent)
in eight countries. Only in the seven remaining countries did tax col-
lections and revenue grow faster. 

Tax reforms also will not be easy in the LAC region for political
reasons. The politics of such reforms has proven to be complex, and
interest groups have proven adept at containing such reforms, even in
countries where the tax base is obviously too low for what is expected at
their current per capita GDP (for example, Mexico and Argentina).

Not every country is in the same situation. Countries with ratios of tax
revenue to GDP above 20 percent (Chile, Panama, and Uruguay) or even
30 percent (Jamaica and St. Vincent) might be able to shift faster than
countries such as Argentina, Colombia, and Mexico, which are below
15 percent.
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The low tax and nontax resource base and the slow growth rates
imply that any increases in health expenditures derived from fiscal
financing will be slow to come without drastic changes in domestic revenue
generation capacity. This has two main consequences: first, delinking and
shifting toward a general tax–funded health system would have to be car-
ried out incrementally. Second, extension of risk pooling to the nonpoor
will have to be based on contributory risk pooling in a way that is finan-
cially self-sustainable or which at least cuts public subsidies to the nonpoor
either implicitly (for example, use of free ministry of health services) or ex-
plicitly (for example, subsidization of social security operational deficits).
This is also to ensure that LAC countries can continue urgent and priority
breadth and depth extension of risk pooling for the poor.
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Box 5.3 Mitigating the Fiscal Burden in a Transition
toward General Tax–Funded Risk Pooling:
Simulations for the Chilean Health System in 1999

Chile’s experience with social insurance and a national health service
dates to the early 20th century. In the early 1980s, a profound reform
of social security allowed all Chileans, independent of their labor
status, to choose between publicly run social health insurance
(FONASA) or privately run health insurers (Instituciones de Salud
Previsional [ISAPREs]). While the reform in practice allowed for risk-
rated premiums for informal, self-employed, and unsalaried workers,
it maintained a payroll tax contribution (7 percent of salary) for for-
mal workers. Enrollment in a health insurance scheme is mandatory.

This dual system has created important segmentation and some
equity problems. To counterbalance the incentives at the root of
those problems, Chile introduced reforms beginning in 2000. Chile is
also debating whether to maintain the mandatory payroll tax or tran-
sition toward a general tax–financed system. More than 35 percent
of all public health expenditures are already financed from general
taxation.

Baeza and Copetta (1999) explore the potential fiscal implications
of shifting from a payroll tax to a risk-rated premium system with full
public financing of subsidies for people who cannot afford such pre-
miums. Instead of mandating individuals to devote a fixed amount of
their salaries to buy health insurance, the authors suggest as an alter-
native, compulsory purchasing of a basic health insurance package
with a minimum set of benefits, quality standards, and guarantees to
enforce them. This benefits package (BP) would reflect societal con-
sensus on minimum acceptable standards for a health insurance BP,
quality in delivery of services, and household financial protection.
The package was estimated to be equal to the current package of serv-
ices offered by FONASA. 

The authors demonstrate that shifting to such a system could be
fiscally neutral. Payroll tax contributions are tax exempt in Chile (up
to a relatively high level). Therefore, even if contributions to purchase
the newly mandated BP remain tax exempt, eliminating payroll taxes
increases the income tax base in a way that more than compensates
for increases in fiscal expenditures to subsidize people who could not
afford to pay for a risk-rated premium in either FONASA or the
ISAPREs.

Source: Baeza and Copetta 1999.



Shifting Toward Risk-Rated Premiums during
the Transition

From the above discussion, delinking risk-pool financing from labor
status (shifting away from a payroll tax) clearly could not be based on
general taxation in the short run for most LAC countries. What other
alternatives do policy makers have other than payroll tax–financing of
risk pooling for the informal nonpoor? Not many. 

Whatever mechanism is chosen has to preserve fiscal financing to
extend risk pooling for the poor. This means the only option is to finance
risk pooling for the nonpoor through a contributory system that also
eliminates (or substantially reduces) the contribution-benefits gap—in
other words, a contributory mechanism that puts the contribution close
to the cost of the benefits package (or the perceived benefit) for an indi-
vidual or a household. Such mechanism is known in insurance practice
as a risk-rated contribution or premium. 

In contrast to the payroll tax, which links contributions to a percentage
of the worker’s salary, risk-rated contributions link the contribution to the
actuarial risk of the worker or household (as explained in chapter 3).
Introducing risk-rated premiums is the most direct way of reducing the
perceived gap between contribution and health benefits without public
subsidization. Reference to the actuarial risk is important because it is
technically impossible to achieve full risk rating. Only a fraction of the
variance of individual health expenditures—up to 27 percent according
to Newhouse (1998)—can be predicted in advance for individuals under
full information symmetry between the insurer and the insured. In real-
ity, premiums reflect much less individual risk than this amount and are
based on the average fair actuarial cost of groups with similar actuarial
characteristics such as gender, age, existing medical conditions, and re-
cent use of health services (Baeza and Cabezas 1998). Given the asym-
metry of information between the insurer and the insured, this gap will
continue to exist. Therefore, in practice, risk rating aggregates individu-
als based on actuarial risk categories, which are averages within these
groups. As a result, in addition to the economies of scale of large num-
bers and the implications for the variance uncertainty inherent in the
calculation of the premium price, risk-rated premiums in practice allow
for very significant levels of risk-pooling (as defined in chapter 1),
depending on the size of the pool.

Risk rating has the advantage of narrowing the gap between contri-
bution and perceived benefits, which could increase incentives to
nonpoor informal and unsalaried workers to participate in contributory
insurance. It also reduces adverse selection. From a purely risk-spreading
perspective (with no equity consideration), and where risk pooling fully
funded from general taxes is not feasible, risk rating is the most efficient
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way of financing SI for health. It allows delinking of health coverage from
labor status and from the work place, and it makes it easier to get porta-
bility of benefits among risk-pooling arrangements.

Risk rating has a negative connotation among many health policy
makers in LAC due to potentially significant equity problems. Indeed,
reducing the contribution-benefits gap may mean that many high-risk
informal and unsalaried workers would pay high premiums, so high they
could not afford to pay or paying might push them into poverty. In
reality, however, this group of workers does not belong to the nonpoor
population as defined by figure 5.1, but to the high-risk population
defined by the same figure. Today they are being subsidized either by
using free MOH health services or by participating in the voluntary
contributory SI schemes opened to them, or they are left to cope with
their health problems, most likely falling into poverty. Therefore, this
population should be treated like the high-risk population discussed
above, with sufficient equity subsidies. 

Shifting away from payroll taxes toward risk-rated contributions
should be accompanied by active public policies to compensate for its
potential equity implications. Intrinsically, risk rating, if unaccompanied
by a compensatory public policy, can have significant negative equity
consequences because it is not designed to address the equity objective of
risk pooling.8 Payroll taxes, in contrast, are supposed to address the risk-
spreading and equity-subsidization objectives of risk pooling simultane-
ously (although, as discussed above, preliminary evidence suggests that SI
often uses risk rating not by differentiating prices but by de facto differ-
entiation of the benefits package) (Lenz, Volante, and Arteaga 2004). 

However, in attempting to address two policy objectives (risk spread-
ing and equity) with a single instrument, payroll taxes introduce major
efficiency distortions. These include: increasing insurers’ risk-selection
incentives; encouraging adverse selection and incentives for nonpartici-
pation by people who think their risk of ill health is less than the contri-
bution would justify; and, ultimately, contributing to informality. In
contrast, risk rating considers only the risk-spreading dimension. High-
risk workers or households would have to pay high premiums. Lower-
income households in that group might then be left out. Thus, to achieve
the equity objective of risk pooling, governments shifting away from
payroll tax–financed SI through risk-rated premiums should ensure
explicit and well-targeted subsidization of high-risk, lower-income
households, after ensuring full subsidization of the poor. Implementing
a sound equity subsidy policy in this context requires mandating mini-
mum consumption (the BP) rather than minimum spending, as is now
the case in many countries under payroll tax–financed SI for health.

Most of LAC health finance systems are multiple risk-pooling systems
for the nonpoor. A risk-rating premium strategy for delinking could best
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be achieved here, while improving equity (and efficiency and scheme
financial viability) by aggregating, in advance, as many high-cost, low-
probability (catastrophic) events as possible into a single risk pool,
financed by all risk-pooling schemes or by fiscal proceeds only, if possi-
ble. This is known as “truncating the risk pyramid.” The aggregation of
catastrophic risks moves the risk burden from multiple smaller insurers
to a single pool, significantly reducing both their incentives for risk
selection and the cost of contributions, particularly for individuals fac-
ing these events. It can also be achieved through interpool risk-equaliza-
tion funds, in which all or part of the premium is pooled and redistrib-
uted according to risk profiles of the participating risk-pooling schemes.
This last solution entails significant transaction costs and technical and
regulatory capacity.

In the long run, in a scenario where most of the cost of the BP would
be financed by general taxation, the equity problem would be much less
an issue because less and less of the BP would be financed by the risk-
rated contribution. 

Improving Incentives for Participation of the Nonpoor 
in Contributory Risk Pooling without Delinking

In the absence of delinking, increasing the incentives for informal and un-
salaried workers to participate in contributory risk-pooling schemes
would require reducing the perceived contribution, increasing the per-
ceived benefits, or both simultaneously.

The perceived cost of contributions can be reduced by realizing effi-
ciency gains that would lower the cost of the BP, mostly through strategic
purchasing and changing the incentive framework to raise the efficiency
of health service providers (as discussed in chapter 4); unbundling health
insurance from other SI benefits that may be less valued by individuals and
households; and subsidizing the contribution cost directly or truncating
the risk pyramid. Efficiency gains, truncation of the risk pyramid, and sub-
sidization have already been discussed. 

Unbundling health insurance from other less desirable benefits can
reduce the contribution-benefits gap. Less desirable in practice means that
the benefit is perceived as either unnecessary or unattainable. This is an
important distinction, because an unnecessary benefit for a nonpoor indi-
vidual may prove essential for that household, and society would end up
paying the bill via public subsidies. This is often the case with high-cost,
low-probability events (typically insurable events as discussed in chapter 3).
Most LAC societies would not explicitly countenance denial of care to
these individuals or households in case of these catastrophic health events,
nor to nonpoor households that refuse to insure. That is why the
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minimum content of any BP commercialized in the country must be
specified. A different situation arises when households perceive that the
bundled benefits will never be available and that the likelihood is high they
will never receive these benefits (noneffective bundled benefits).

Bundling retirement pensions with health coverage, almost universal
for SI in LAC, is a prime example of ineffective bundling. Formal workers
are required to contribute to retirement pensions and social health
insurance simultaneously, while informal and unsalaried workers can
voluntarily participate in health insurance or can get market insurance
without having to contribute for an old-age pension. Retirement pensions
together with social health insurance contributions in LAC cost between
15 and 30 percent of formal workers’ salaries. If mandatory pension
instruments are perceived to be ineffective, the contribution-benefits gap
widens significantly.

Retirement pensions, notably defined-benefit systems, are often
perceived as ineffective particularly by lower-income and unskilled
workers who change employment status frequently and are unlikely to
fulfill the minimum pension requirements if they live long enough. Other
workers who prefer alternative forms of securing their welfare in old age
can perceive contributions as a tax (Torche and Wagner 1997; Gill,
Packard, and Yermo 2004).

The truth of the matter is that although we know that ineffective
bundling can increase the contribution-benefits gap, evidence is still
scarce about how much it contributes to this gap and how much it af-
fects demand for health insurance. This is an area where experimenta-
tion, evaluation, and research are needed.9

But we do know that perceived benefits of participation in the social
health insurance system can be increased by expanding access and
improving service quality and provider responsiveness; bundling con-
tributory risk pooling with desirable benefits (for example, disability,
life, and burial insurance); improving the perceived benefits of currently
bundled benefits (for example, retirement pension reform); ensuring the
focus of the BP on insurable events (alignment); and increasing choice of
insurance and service providers. Any one or all of these improvements
could work.

Notes

1. People living below the national poverty line in Bolivia, Chile, and
Honduras (World Bank 2005).

2. In which coverage is usually linked to labor-market status and conditioned
on a history of income-related contributions in the form of payroll taxes.

3. One in which the nonpoor are legally obligated to contribute earmarked
funds to risk-pooling arrangements.
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4. Theory suggests that at the margin, a higher contribution rate for SI distorts
labor allocation if workers do not consider their contributions appropriable in the
future at the market rate of interest (Corsetti 1994). When the link between
mandated contributions and perceived benefits is ambiguous, SI acts simply as a
tax on labor (Atkinson and Stiglitz 1980; Summers 1989).

5. Specifically, Packard (2002a) models the transition from a purely public,
defined-benefit retirement security system, in which the gap between contributions
and benefits is much larger, to one with private, defined-contribution individual
retirement accounts that tighten the link between contributions and benefits. In
addition to the negative impact on aggregate participation of high SI contributions,
Packard finds a positive incentive effect after the introduction of individual retire-
ment accounts that, holding other determining factors constant, increases the share
of the economically active population who contribute to the reformed pension
system.

6. For example, tutelas in Colombia, where individuals use legal mechanisms
originally designed to protect citizens’ rights (tutela) to obtain free health care
services from the government to which they are not entitled.

7. Although in some Latin American countries, such as Argentina and Brazil,
unsalaried workers are also mandated to contribute through payroll taxes.

8. For an extensive review of this problem see Baeza and Cabezas (1999). 
9. Other similar examples of ineffective bundling include benefits on housing

loans, access to recreational facilities, and short-term consumer loans.
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6

The Quest for Efficiency and
Universal Coverage: 

Health Sector Reform in Latin
America and the Caribbean

THE LAST TWO DECADES have seen an abundance of health system reforms
in Latin America and the Caribbean (LAC). Most countries have
attempted major reforms mainly in revenue collection, risk pooling
(including health insurance), and purchasing, but some countries have
also made attempts in health service delivery. Several governments have
succeeded in implementing these reforms, while many have not yet met
their objectives. 

In this chapter, we examine key health sector reforms in the LAC
region during the last two decades. Our discussion is organized around
two main objectives, proposed here as the central pillars of health
reform in the region: the quest to extend effective health care coverage
to all (universal coverage), and the search to improve health system effi-
ciency in financing and delivering services. Although we discuss these
objectives separately for analytical purposes, the motivation for many of
these reforms is deeply rooted in both. Thus, the separation of the two
may strike some readers as somewhat contrived.

Despite growing interest and debate in the region, reforms to delink
health system financing from labor market status and to unbundle
health insurance from pension mandates (discussed in chapter 5) are
notoriously absent from the reform agenda. No country in the region
has yet launched a delinking or an unbundling reform. Implementing
either of the two, particularly delinking, would entail overcoming
the formidable challenges discussed in chapter 5 and at the end of this
chapter.



This chapter is organized in two sections. Universal coverage and
efficiency-enhancing reforms are reviewed in the first section. The
second section summarizes the emerging lessons from both types of
reforms, including the lack of evidence regarding what works and what
does not; the complex political economy of regulating private insurers
and reforming public service providers, particularly to introduce flexi-
bility in health service personnel management; and the financial sustain-
ability of reforms, particularly the fiscal challenges, and the complex
political economy of related tax reform.

Achieving universal coverage has been a long-standing objective of
most LAC countries. The core objective of achieving universal coverage
has been to ensure access to health services for all (increasingly repre-
sented as guaranteeing a package of basic services or benefits). None
of these reforms—with the possible exceptions of Mexico in 2003
and Chile in 2004—has been explicitly directed at ensuring financial
protection.

Public policy toward universal coverage in Latin America can be
traced back to the 1910s and 1920s when Bismarck-type social insur-
ance (SI) systems were introduced in the region to cover formal workers.
Then, as complements to social insurance, national health services
(NHSs), delivered directly through ministries of health, were created in
the 1940s, 1950s, and 1960s to provide the poor and uninsured with
health service coverage. Before that, providing basic health coverage to
workers and the poor was essentially a private endeavor supported
through the multiple beneficence organizations active in the region until
the early 20th century. 

Some key examples of universal coverage reforms include the NHS
reforms (Chile 1952); the creation of the Sistema Unico de Saude
(Unified Health System) in Brazil in the late 1980s; the integration of
social security and the Ministry of Health in Costa Rica in the mid
1990s; and the Colombian health insurance reform of 1994. More
recent reforms include the maternal and child insurance reforms in
Bolivia (1998), Peru (1999), and Argentina (2003); the Seguro Popular
de Salud reform in Mexico (2003); and the Universal Guaranteed
Coverage (AUGE) reform in Chile in 2004.

The main challenges raised in the debate on achieving universal
coverage in the region revolve around the operational meaning of uni-
versal coverage and the type of risk-pooling arrangement through which
it is best achieved.1 The first challenge centers on the depth versus
breadth tradeoff for extending coverage. The second challenge refers to
the question of whether shifting from one risk-pooling arrangement to
another counts as extension of coverage. Implicitly, this discussion is just
another phase in the long-standing debate regarding the Bismarck versus
Beveridge approaches to structuring SI, a debate that is very much alive
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in the LAC region. In addition, particularly in middle-income countries,
there is a trend toward introducing explicit entitlements (benefits
packages [BPs]) in conjunction with the push for universal coverage.

Improving the efficiency of health systems is not only the objective
(often not explicit) of many reforms in LAC countries, but also essential
to achieving universal coverage where resources are scarce. Like the
debate over universal coverage, discussions about improving efficiency
have also been going on for some time in LAC countries. In fact, the cre-
ation of most national health services, as was the case with the British
National Health Service in the mid 1940s, responded to a consensus that
a unified and coordinated health system would meet country needs more
efficiently than the fragmented beneficence systems that were prevalent
in most countries in the early 20th century. 

In the United Kingdom, World War II was a catalyst to building con-
sensus for the creation of the NHS. In LAC countries, other events were
the catalyst. For example, the 1938 earthquake in Chile catalyzed policy
discussion, culminating in the foundation of the NHS in 1952. Later on,
in the 1960s, 1970s, and early 1980s, the search for efficiency was
closely focused on implementing and scaling up cost-effective programs
and a more cost-effective health service delivery model in LAC. Consid-
erable effort in public health policy since then has been devoted to in-
creasing basic cost-effectiveness of public health programs (for example,
extending coverage of vaccine programs, which made Latin America the
first developing region to eradicate polio) and to establishing increasingly
complex networks of providers as a way of resolving patients’ health
concerns as early as possible and at the lowest cost. The best example of
such efforts has been the primary health care strategy implemented in
the LAC region. 

Since the early 1990s, reforms to improve health system efficiency
in the region have focused most notoriously on health financing. Health
financing reform faces two main challenges: reducing systemic fragmen-
tation, especially in risk pooling, and creating the right incentive frame-
work for efficient health service delivery and equitable and efficient risk
pooling.

To reduce fragmentation, LAC country policy debate has centered
around two key policy options: to seek reform that merges all risk-pooling
organizations into one (for example, Costa Rica’s reform in the mid
1990s), or to aim for a virtual single pool, allowing multiple risk-pooling
organizations to coexist, but under a common regulatory framework
(for example, Colombia 1994, Brazil late 1980s, and Chile 2004). 

Reforms to create the right incentive framework for insurers and
health service providers include strengthening the purchaser-provider
compact by splitting purchaser-provider functions and initiating
provider-payment reforms; introducing public-private competition for
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the delivery of mandatory health insurance and publicly financed health
services; and reorganizing public and social security service providers.

Although few, if any, of the reforms attempt explicitly to improve the
alignment of priorities and instruments (discussed in chapter 3), the
thrust to spread risk pooling (achieve universal coverage) does aim at
such an alignment. LAC households spend too much out-of-pocket on
health, both in absolute terms and as compared to other predominately
middle-income country regions (discussed in chapter 2). A better balance
has to be achieved between health finance through individual saving,
which is too high in the region, and risk pooling, which is too low.

Achieving Universal Coverage

The universal coverage agenda now predominates health reform debate
in most LAC countries, but its meaning is still evolving. What is univer-
sal coverage? The current debate follows three main avenues involving
the tradeoff between breadth and depth of coverage; the type of risk-
pooling arrangement for achieving universal coverage (that is, the
Bismarck versus Beveridge type); and the challenge of extending coverage
to the informal sector (explored at length in chapter 5).

Coverage as Breadth and Depth

In a variation from Kutzin’s (2001) proposed definition of breadth and
depth, we use breadth of coverage in reference to the number of people
who have access to basic health services. Depth refers to the quality of
the health BP, the interventions included in the package, and the technical
characteristics involved in the delivery of those services. Under budget
constraints, the necessary tradeoffs between the two can be overcome
only by efficiency gains. This inevitable link between universal coverage
and efficiency-enhancing reforms is discussed next. 

Most LAC countries have had to confront the depth versus breadth
tradeoff at some point in building their health systems. Other regions
have also faced the same policy tradeoff (box 6.1). The SI schemes
created for formal workers in LAC in the early 20th century were based
on the depth of coverage option—many services for a small proportion
of the population (there were fewer formal workers than today).
National health service arrangements embody the choice for breadth in
their attempt to reach the entire population but, bowing to financial
constraints, with a much shallower BP than is typically offered by SI
plans. In this context, extending coverage or achieving universal coverage
has a different meaning in low- and lower middle-income countries than
in higher middle-income countries.
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Box 6.1 South Korea and Taiwan: From Fragmentation to
Universal Coverage through Social Insurance—
Reforms and Breadth versus Depth Choices

South Korea and Taiwan are paradigmatic cases of SI reforms that have
led to universal risk pooling.

The expansion of health insurance in the Republic of Korea began
with the government developing a planning process that first considered
expanding the benefits of the shallow package that was available to the
population covered. Subsequently the government focused on a longer
term process for progressive expansion of coverage to all workers and
their families in both the formal and informal sectors. Undoubtedly, a
prolonged period of persistent economic growth created the appropriate
fiscal environment. By the mid 1970s, roughly 9 percent of the popula-
tion was covered by formal social insurance (Peabody, Lee, and Bickel
1995). In 1977, two programs were established: the Free and Subsidized
Medical Aid Program with a small package of benefits for low income
families, and a health insurance program for workers and their families
employed by firms with more than 500 employees. Expansion was grad-
ually introduced to firms with a smaller number of employees, and later
public employees. During the mid 1980s, more than 40 percent of the
population was covered and by 1987 almost 80 percent of the population
was covered. By the mid 1990s, virtually all of the population had health
insurance coverage. 

The process of expanding health insurance coverage began in Taiwan
with the analysis of the experience of a successful pilot program for
farmers implemented at the end of the 1980s. In the early 1990s, the gov-
ernment developed a national agenda for expanding health insurance to
the rest of the population. This agenda was developed with the results of
a series of studies that proposed a plan to expand the population covered
and the package of benefits gradually over a period of more than 10
years. By 1995, the government introduced a major piece of legislation to
expand health insurance. In the year before the legislation was passed,
57 percent of the population of Taiwan was covered by one of the three
major public health insurance programs, and only one year later more
than 90 percent of the population was covered. Although the expansion
may seem unexpectedly explosive (breadth), several authors have pointed
out the importance of the lessons learned from pilot projects, the ex-
tremely meticulous analysis of financial and economic feasibility, as well
as the budgetary implications. Political events catalyzed the implementa-
tion of a process that was well under way. In addition, the economic
growth achieved in the decade previous to the expansion of health insur-
ance provided important fiscal space for authorities to respond to the
pressing demand of wide sectors of the population.

Source: Baeza, Montenegro, and Núñez 2002.



In lower-income countries (for example, Bolivia, Haiti, Honduras,
Nicaragua, and Paraguay), where formal employment occupies a small
part of the labor force and fiscal constraints are substantial, universal
coverage is focused on breadth rather than depth. The scarcity of resources
makes it essential for policy makers to match health sector priorities
(interventions that need to reach the whole population with the limited
resources available) to the best available policy instruments to protect
households (discussed in chapter 3). In other words, it is essential to
ensure the right combination of prevention, saving, and risk-pooling
instruments, reserving the latter for insurable events. Because scarcity
demands efficiency gains, most reform efforts have concentrated on
ensuring that at least a basic package of services reaches everyone, par-
ticularly the poor. Examples of this strategy include maternal and child
insurance programs (in effect, fully subsidized noncontributory benefits
packages) introduced in Bolivia and Peru in the late 1990s and recently
in Ecuador, Nicaragua, Paraguay, and elsewhere.

In upper middle-income countries (for example, Argentina, Brazil,
Chile, Colombia, Mexico, and Uruguay), achieving universal coverage is
more closely related to depth of coverage than to breadth, even though
there are continuing efforts to extend protection to the remaining popula-
tion pockets with still very limited access. The number of services, as well
as their quality, is at the center of the coverage agenda. In addition, mo-
mentum is building for introducing the BP as an explicit entitlement. This
is part of an effort to link health care to the rights guaranteed to all citi-
zens. It also seems part of an attempt to provide every member of society,
particularly the poor, with the instruments to secure state compliance with
these specific entitlements. This approach, in its specificity, contrasts with
the nebulous, traditional, universal right to health set forth in the consti-
tutions of most LAC countries, but without giving citizens any instrument
for forcing the state to deliver on this promise. In light of this trend, what
are the implications for future reforms in the LAC region? 

In both low- and middle-income countries, the challenge of reaching
and including the nonpoor informal sector in the extension of contribu-
tory risk pooling is essential. In low-income countries it is particularly
important to ensure that the very scarce resources are effectively targeted
to increase risk pooling for the poor. In middle-income countries, it
is important because it is often the last segment missing to achieve
universal coverage.

Reshaping Health Benefits Packages 
as Explicit Entitlements

The constitutions of most LAC countries mandate citizens’ rights to
good health or access to health services, but not until the mid 1990s were
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these mandates translated into effective instruments for the poor to
demand compliance by the state or other health system actors. First
Colombia in 1994, and since then, Argentina (1996, Obras Sociales),
Chile (2003), Mexico (2003), Argentina (2003, public sector), and
Ecuador (2004) have introduced legislation and sector reforms to trans-
form health BP into explicit entitlements guaranteed to all citizens. Such
reforms also include legal mechanisms for beneficiaries to demand state
compliance. The introduction of such explicit entitlements is having
multiple intended and unexpected effects. 

First, it has forced a revisit of the breadth and depth discussion that
many middle-income countries thought they had solved. Before the
reforms, all services were theoretically available to every citizen (a deep
BP). In practice, however, nothing was guaranteed (often resulting in a
shallow package, particularly for the poor). Now, under the explicit
entitlement reforms, as BPs become legally binding on governments, the
debate over whether to guarantee a limited package or a deep package
(often focused on protecting households from impoverishing health
shocks) is very much alive. Second, the entitlement reforms have forced
a much closer dialogue between ministries of finance and ministries of
health because the legally binding nature of the packages shrinks the
space for fiscal adjustment at the expense of the health sector, depend-
ing on the breadth and depth of the package and on the indexation
mechanism between fiscal transfers and package costs. Errors in defin-
ing the package can have far-reaching consequences on the financial,
particularly fiscal, sustainability of the reform. Third, though unin-
tended, most reforms have provided governments with a powerful
instrument for achieving efficiency-enhancing reforms without losing
public support. Guaranteeing a package requires clarity and certainty
regarding the quality of services delivered, which in turn requires
complex monitoring systems and provider-payment systems with con-
tracts or quasi-contracts between the public financing agency and health
service providers. All these features hinge on effective purchasing.

The most interesting feature of explicit entitlement reforms is that
they seem to require implementation of most of the efficiency-enhancing
reforms, but they include them as instruments subordinated to the goal
of guaranteeing the package rather than as objectives of the reform
in themselves. This is a significant departure from the almost purely
efficiency-enhancing reforms of the 1990s, focused mainly on the
instruments (for example, payment mechanisms or granting autonomy
to providers or the purchasing agency) rather than on the specific
benefits for the target population. Consensus is growing in the
LAC health system debate that stressing reform instruments rather
than benefits in the 1990s might have undermined public support for
reforms.
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Examples of explicit entitlement reforms include the Colombian Plan
Obligatorio de Salud (POS, mandatory BP) introduced in 1994; the
1996 Argentine Plan Medico Obligatorio (PMO, mandatory BP) and the
2003 Plan Nacer (Universal Maternal and Child BP); the Chilean Plan
de Acceso Universal con Garantias Explicitas (AUGE, mandated, uni-
versal, state-guaranteed BP) introduced in 2003; and the Mexican
CASES (Catálogo de Servicios Esenciales de Salud) introduced in 2003.

Colombia introduced a substantial reform of its social health insurance
system in 1994. Under the new system, the state mandates a benefits pack-
age for all payroll tax payers and guarantees, through demand-side
public subsidies for insurance (including also financing of one-percentage
point of contributors from the Régimen Contributivo participants), a BP
(POS) for the poor (Régimen Subsidiado). Colombia was the first coun-
try in the region to introduce a guaranteed explicit BP for the poor. The
literature on the Colombian reform underlines the enormous technical
and regulatory challenge of enforcing the guaranteed BP for the poor in
a reform of such complexity.

Argentina’s PMO was introduced as an explicit entitlement for bene-
ficiaries of its SI system (Obras Sociales Nacionales, OSN). The PMO
covers the mostly nonpoor formal sector, but the few evaluations of the
impact of PMO on the lowest income OSN beneficiaries show that
the mere existence of the PMO, in the absence of effective regulation and
enforcement, does not guarantee that lower-income OSN members
actually fully benefit from the package. The case of the Argentine PMO
also confirms the enormous technical, political, and regulatory challenge
of the explicit entitlement approach. In part as a result of these lessons,
since 2003 Argentina has been introducing a guaranteed BP for a seg-
ment of the poor population (uninsured mothers and children), a pack-
age of basic maternal and child services (Conjunto de Prestaciones Basi-
cas, CPB). This reform is still in its preliminary stage of design and
implementation.

Chile’s explicit health insurance BP, AUGE, was tested first in a small
pilot project among the population covered by the national health service
(Fondo Nacional de Salud [FONASA]) in 2002 and 2003. The pilot
showed improved access of the target population to the services included
in the package. Since July 1, 2005, AUGE has been mandatory for all
citizens and all public and private insurers. The Chilean reform is still
too preliminary for evaluation, and there is little evidence on its impact
in general or on the poor. The AUGE package sets maximum waiting
times and minimum quality standards for the services included in the
package. It also sets a vast array of monitoring systems and complaint
mechanisms. However, a preliminary assessment showed, as in the case
of Colombia and Argentina, the enormous technical and regulatory
challenges that Chile faces for the AUGE implementation.
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Mexico has been implementing the Seguro Popular de Salud (SPS) in
the states since 2001. This is a voluntary public insurance scheme for the
people not covered by social security. Its target population is around half
the Mexican population, giving coverage priority to families in the poor-
est income quintile. In 2001–3, the SPS was run as a program led by the
Ministry of Health. It started in five pilot states, and by the end of 2003,
22 states had joined the program. As of January 2004, the SPS has been
implemented under the aegis and rules of the General Health Law after
Congress approved a reform in 2003 that established it formally as a
public health insurance mechanism. The SPS affiliation process is grad-
ual over a seven-year span. Universal coverage of its target population is
intended for 2010. The SPS began operations as a pilot program at the
end of 2001. Since it began operating as a formal health insurance in
2004 through the first half of 2005, it has covered 2,071,512 families
(6,871,263 individuals), representing 11.9 percent of the total target
population.

The SPS has a tripartite financial scheme comprising contributions
paid on a per family basis by the federal and state governments—both
from general taxation as well as income-tested family contributions.
Families in the lowest income quintile do not contribute but are respon-
sible for participating actively in preventive health care. The allocation
of resources is based on the principle of subsidizing demand rather than
supply. The SPS is supervised by the Federal Ministry of Health (Secretaría
de Salud) and managed by the states. Services are provided by a network
of accredited public providers in each state. SPS includes an explicit
guaranteed BP (CASES) of essential services and drugs focused mainly
on primary health care and general hospitalization. The CASES covers
85 percent of the most frequently demanded services such as antenatal
care (child delivery), as well as detection and ambulatory care for
diabetes. There is also a package of services considered as catastrophic
for the operation of the SPS (Catálogo del Fondo de Protección contra
Gastos Catastróficos, CFPGC). These services are funded through a
national pool of 8 percent of all federal and state contributions to the
SPS. Third parties can also contribute to this fund.2

Bismarck versus Beveridge: Does It Matter?

Some specialists and policy makers are tempted to assume that people
are not covered by a risk-pooling mechanism just because they receive
their health care through the NHS and do not participate in  formal con-
tributory health insurance (social or private). In fact, participants in the
LAC policy debate often succumb to this temptation. The implication is
that coverage under NHS arrangements means not being covered at all
by risk-pooling arrangements.
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As discussed in chapters 1 and 4, the risk-pooling function can be
organized in different ways. These alternatives include both the
Bismarck-type contributory social health insurance and the Beveridge-
type NHS arrangement. In the former, risk pooling is done within the
pool of contributors via payroll tax. In the latter, risk pooling occurs at
the societal level, and all tax-paying citizens contribute through general
taxation. Countries have opted for one or the other more by historical
accident than by explicit choice. In Europe, the decision was based on
historical, cultural, and political conditions when the health systems
were founded at the end of the 19th century and early in the 20th
century. Countries like Germany, the Netherlands, Austria, and others
followed the Bismarck SI model of 1882. Others such as Sweden, the
United Kingdom, and Norway followed the Beveridge NHS model of
the 1940s. Countries in LAC have always been greatly influenced by
European health system trends. As a result, most countries in the region
have both social security for formal workers and the NHS for the rest of
the population. Therefore, except for the low-income LAC countries,
most others have a fairly good breadth, but unequal depth of coverage
among different segments of the population.

What then do covered and uncovered mean when talking about
populations in LAC? The covered versus uncovered debate, besides the
payroll tax policy debate extensively reviewed in chapter 5, seems to
relate more to value judgments regarding the efficiency and quality of
the NHS as compared to SI arrangements. It also includes a separate, but
often ill-supported vision that moving from NHS to SI-type arrangements
would reduce differences in depth of coverage between participants in the
respective systems. 

Would LAC countries achieve universal coverage if they could sud-
denly move the entire population from the NHS to a SI scheme? If they
could, the income constraints of households under NHS would most
likely prevent them from being able to contribute and would require
large public subsidies (as does the NHS). Most likely, too, given fiscal
constraints, the overall amount of public subsidy would be unchanged.
Thus, the BP would remain similar to the current one under the NHS,
except for efficiency gains or for full pooling of funds among formal
workers, newly included poor, and informal workers within social
security (equivalent to societal pooling). 

So what difference does it make? Beyond the large per capita expendi-
tures either way and the payroll tax distortionary effects, it is not clear that
only risk-pooling arrangement characteristics determine differences
between the two systems. The differences in the depth of coverage between
the poor and the nonpoor have much to do with fiscal constraints, effi-
ciency of the purchasing function, and the political economy of tax reforms
and much less to do with the type of risk-pooling arrangement chosen.
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In addition, what seems to be the basis for the implicit judgment
about NHS—(in)efficiency—is related mostly to the occasional exis-
tence of a strategic purchasing function, explicit contracting, and
explicit provider-payment mechanisms under SI organizations. Strategic
purchasing arrangements are the exception rather than the rule for both
SI and NHS organizations in the LAC region. It is true, however, that
SI organizations tend to include more often explicit contracting and
production-based payment systems, thus possibly the source of confu-
sion. However, when these preliminary forms of strategic purchasing
exist either in SI or NHS, they are too often defeated by the complexity
of governance arrangements and the political economy of these quasi-
public organizations and their relations with their service providers.
These complexities are similar under both systems, and in reality little is
known in LAC about their comparative efficiency or productivity.
In LAC, both SI and NHS arrangements need to introduce significant
strategic purchasing reforms (for example, provider-payment reforms,
separation of provision and purchasing) that go hand-in-hand with
governance arrangements that will allow for the full realization of their
potential. Some of the latest reforms in the region are introducing these
purchasing reforms. Then, at this stage in the health reform process in
the region, more important than the Bismarck- or Beveridge-model
debate, is that these strategic purchasing and governance reforms should
be fully implemented in both types of arrangements.

What really matters in achieving universal coverage is ensuring that the
whole population has access to acceptable health services (as defined by
society) and financial protection. The type of risk-pooling arrangements
put in place to do so is instrumental and will most likely evolve at differ-
ent moments in a country’s economic and social life. In this context, pol-
icy makers would be well advised to avoid spending so much government
political capital on moving households from one arrangement to another
without looking closely at what these transfers will do to expand service
access and financial protection, particularly for the poor and people at risk
of health care poverty. In assessing alternatives they might well conclude
that the strategic purchasing and governance reforms have potentially a
more promising impact as first steps in improving access to services and
financial protection at this stage of the system development.

Improving Health Sector Efficiency in Latin America
and the Caribbean

Though less explicitly, the pursuit of increased health system efficiency
complemented the universal coverage agenda in the region during the
1990s. Since the late 1980s and early 1990s, reforms to improve health
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system efficiency in the LAC region have focused most notoriously on
health financing reforms. There are two main challenges for health
financing reform: reducing systemic fragmentation, particularly in risk
pooling, and creating the right incentive framework for efficient health
service delivery.

Reducing Fragmentation: 
Single versus Virtual Single Risk-Pool

Health systems in LAC countries are fragmented and segmented. Frag-
mentation and segmentation severely hamper health system perform-
ance on efficiency and equity. Fragmentation is defined as a multiplicity
of often small and incentive-conflicting risk-pooling organizations, with
little or no portability of benefits among them and unequal and discre-
tionary access to direct and indirect public subsidies. In addition, the
limited extent of risk pooling (high out-of-pocket expenditures) also
contributes to fragmentation because high out-of-pocket spending
means risk pooling at the lowest possible level, the household. Segmen-
tation refers to the separation of subgroups of the covered population as
a result of incentives or regulatory frameworks under different risk-
pooling arrangements. Typical examples of such segmentation are
differential risk-pooling arrangements by labor status (formal workers
covered by SI, informal poor covered by the NHS, and informal better-
off covered by voluntary private health insurance).

Fragmentation reduces efficiency because large risk pools entail
reductions in their costs of financial reserves as a proportion of total
revenue (mostly due to a reduction in the variance of expected health
expenditures). This means lower financial costs and more resources
available to pay for health services. Usually large pools are also better
able than small pools to implement successful purchasing strategies
vis-à-vis health service providers. In addition, fragmentation severely
hampers households’ ability to protect themselves: first, due to limited
risk pooling (and consequently high out-of-pocket spending), and
second, because the lack of portable benefits often leaves people without
coverage when moving from one locality to another, changing jobs,
or moving in and out of the formal labor market as often the most
vulnerable households do.

Segmentation also reduces systemic efficiency and equity, particularly
when a large part of segmentation results from linking labor status with
financing and participation in a particular risk-pooling scheme (for
example, social security or the NHS). In this case, a job change often
means a change in benefits eligibility and large gaps in continuity. It
might even introduce rigidities into the labor market, as happens with
employer-based health insurance (which is still rare in Latin America).
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For households, segmentation is also a problem. It often means that
changes in labor status would result not only in an increased contribu-
tion to the health system (informal workers usually do not pay payroll
taxes), but also in lost public subsidies (usually given to poor households
in-kind only through the NHS). This is not just an equity problem
for low-income workers; it might also deter them from seeking formal
employment.

Efficiency-enhancing reforms therefore need to reduce fragmentation
and segmentation in the health system. The challenges to do so are enor-
mous. These range from the political economy issues related to merging
organizations and changing long-standing regulations on benefits and
the portability of public subsidies beyond public providers, to the fiscal
and technical complexities of restructuring public and social security
providers, and to the political economy of such restructuring. (We
discuss most of these in the last section of this chapter.) Thus, although
most policy makers in the LAC region know that fragmentation and
segmentation must be reduced, few reforms have moved forward in this
regard. Exceptions include Costa Rica with the merging of the Ministry
of Health and social security in the mid 1990s, Brazil with the creation
of the Unified Health System in the late 1980s and early 1990s, Colombia
with Law 100 in 1994, and Chile with the merging of social security and
the NHS (creating FONASA) in the mid 1980s.

In reducing fragmentation and segmentation, LAC countries face a
strategic decision regarding single or multiple risk pools. Should they try
to reduce fragmentation by consolidating all risk pools in a single risk-
pooling organization, or should they maintain multiple risk-pooling
organizations but aggregate them in a virtual single pool?3 Policy debate
has been intense regarding these two options, reflecting each country’s
historic and cultural background as well as tensions and visions that go
beyond technical and efficiency issues. 

No doubt this debate has been very important in the reform discus-
sions in countries as different as Uruguay and Mexico. Should Mexico
opt in the long run for concentrating the risk-pooling function in only one
national organization (for example, Instituto Mexicano de Seguridad
Social [IMSS]) and restructure all of the state health systems as service
providers in competition with other public and private providers? Or,
should Mexico choose instead to have multiple risk-pooling organiza-
tions (for example, IMSS, Instituto de Seguridad y Servicios Sociales para
los Trabajadores del Estado [ISSSTE], Seguro Popular, private insurers)?
The answer for Mexico, with 120 million inhabitants, might be totally
different from the solution for Uruguay, with 3 million inhabitants.
Should Uruguay keep its multiplicity of risk-pooling organizations (for
example, Mutual Health Insurance Organizations [IAMCs], State
Health Service Administration [ASSE], and Direccion de Seguros
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Sociales por Enfermedad [DISSE]) or, considering the small size of its
risk pool, should it merge all the organizations into a single pool? These
are not rhetorical questions; they are at the core of policy options in
many LAC countries. 

Opinions (as there is still a significant lack of evidence in this debate)
are greatly divided in LAC. Some favor the merged single-pool option;
others prefer the virtual single-pool option. For proponents of an actual
single-pool organization, creating a single, large risk pool would ensure
both risk and equity subsidization much more efficiently. Large pools,
in some cases national pools, greatly facilitate effective and efficient
cross-subsidization among groups with different incomes and health
risks. In that context, multiple pooling organizations, particularly if they
compete with each other, entail the risk of further risk-pool fragmenta-
tion, increased inefficiencies and inequities due to market failure, and
lack of risk and equity cross-subsidization. Proponents also argue that
regulation and incentives to counterbalance such problems are institu-
tionally and technically complex and entail high transaction costs. Costa
Rica is the best example of a LAC country that chose the single-pool
option (and merged its national health and SI systems into a single pool
in the mid 1990s). 

For supporters of the virtual single-pool option (through any combi-
nation of organizational arrangement but often including private health
insurance), this strategy simply reflects reality in most LAC countries
where multiple arrangements coexist and, financially and politically,
would be extremely costly to merge. They also argue that public
monopolies in health pose significant efficiency problems and are often
subject to policy function capture by sector unions or others. For
supporters, this makes it essential to bring into the discussion of actual
versus virtual single pools, not only the potential inefficiencies of a
multiple-pool competing system, but also the inefficiencies derived from
governance and microefficiency limitations of public monopolies.
Examples of countries that have chosen the virtual single-pool option
include Colombia (which introduced a comprehensive multiple-pool
reform in 1993) (Londoño 1996), Brazil (late 1980s), and Chile (which
began a third generation of reforms for virtual pool integration in 2004)
(Baeza 1998).

Evidence is lacking regarding which of the two best achieves effec-
tive financial protection through universal risk pooling and has the
most impact on access to services. Therefore, we do not endorse any of
these strategies in particular as the solution or sole strategy for achiev-
ing universal coverage. Policy makers instead should strive to improve
health and financial protection for all, particularly for the poor, using
any and all strategies or instruments proven to work in their country
context.
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Creating the Right Incentive Framework for Insurers and
Service Providers

Reforms to create the right incentive framework for insurers and health
service providers include strengthening the purchaser-provider compact
by splitting up the purchaser and provider functions and by reforming
provider-payment systems; introducing public-private competition for
the delivery of mandatory health insurance and the delivery of publicly
financed health services; and reconverting (reorganizing) NHS and
social security service providers. 

Although few, if any, of the reforms explicitly attempt to improve
matching of priorities and instruments (discussed in chapter 3), the
strong push to increase risk pooling does. LAC households spend too
much out-of-pocket on health in absolute terms and as compared
to other predominately middle-income country regions (discussed in
chapter 2). Countries also need to achieve a better balance between self-
insurance, too high in the LAC region, and risk pooling, too low by any
measure. Table 6.1 summarizes some of the main efficiency-enhancing
reforms in the region since 1980.

Reforms to create the right incentive framework for insurers and
service providers in LAC—so crucial for the future performance of
health systems—are still evolving and have proven technically and
politically complex. At the core of such complexity is the problem of his-
torical capture of public subsidies (in the case of NHS) or most financial
proceeds (in the case of social security) by their own network of
providers within an integrated network. Introducing accountability
mechanisms for provider productivity and ultimately linking payment to
service delivery can have significant negative consequences for nonper-
forming providers, which makes the reforms less palatable to powerful
health sector unions. This explains a good part of the political complex-
ity of these reforms. We further discuss this complexity in the second
section of this chapter.

Strengthening the Purchaser-Provider Compact

Most countries in the region have attempted to strengthen the pur-
chaser-provider compact through the introduction of purchaser-
provider split and contractual and payment mechanisms to create the
right incentive framework for providers.

Purchasing and provision are usually integrated in most NHS and
social security organizations in Latin America. Under such integration, the
central authority has the simultaneous mission of maximizing the impact
of their resources on the participant population, of financing the system,
and of ensuring financial viability of their own providers. Historically,
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Table 6.1 Country Cases: Efficiency-Enhancing Reforms in Latin America and the Caribbean, 1980–2004

Type of Reform Specific Reform Country Feature 

Strengthening the Purchaser-provider split • Uruguay (1998) • Strengthening of State Health Service
purchaser- • Argentina (1997) Administration, (ASSE) as the
provider compact • Chile (1981, 1997) purchasing agency, Uruguay
in the national • Colombia (1994) • Salta and Mendoza health
health service • Mexico (2003) sector reforms in the late 1990s
and social security • Creation of FONASA in the

early 1980s and its consolidation
as the public sector purchasing
agency in the late 1990s, Chile

• Creation of Seguro Popular de
Salud as the purchasing agency

Public provider-payment • Costa Rica (1995) • Payment reforms within the Caja
reforms • Chile (1985, 1992) Costarricense de Seguro Social

• Brazil (1985) • Municipal primary health care
• Nicaragua (1998) capitation and FONASA-NHS

payment reforms 
• Contracting and payment 

reforms for contracting out with 
private providers

• Budget decentralization and 
performance agreements
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Introducing public-private Private-public competition • Chile (1985) • Instituciones de Salud Previsional 
competition for mandated health • Colombia (1994) (ISAPREs)

insurance • Empresas Promotoras de Salud 
(EPSs)

Demand-side subsidy for • Colombia (1994) • Subsidized modality in the social
insurance health insurance reform

Private-public competition • Chile (1985) • FONASA voucher system
for the provision of publicly • Argentina (Salta 2001) • Outsourcing public hospital
financed health services management to the private 

sector (Hospital 
Materno-Infantil)

Reconverting public Direct community • Panama (1999) • San Miguelito Hospital
providers participation in governance • Perú (1990s) • CLAS

of public providers • Bolivia (1990s) • Decentralization to municipal 
level for the maternal and 
child insurance

Public hospital autonomy • Argentina (1994)
• Colombia (1994)
• Uruguay (1998)
• Panama (1999)
• Chile (2003)

Abbreviations: See pp. xxi–xx.

Source: Author.
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Box 6.2 United Kingdom: Strengthening the Purchaser-
Provider Compact through Internal Market Reforms

The National Health Service (NHS) reform in the United Kingdom is
probably the paradigm of strengthening the purchaser-provider compact
through internal market reforms in the public sector. The reform was laid
out initially in the White Paper of the Conservative Government in 1989
(Department of Health 1989). Basically, the reform sought to separate
purchasing from provision. The purchasing function was given to the
NHS, which decentralized the function to regional Health Authorities
(HAs). In addition, the role of physician general practitioners (GPs)
changed, and they increasingly acted simultaneously as providers of
primary care and family medicine for patients joining their practice and
as purchasers of some more complex services from public hospitals for
their patients. This structure was called GP Fund Holders (GPFH). The
proportion of GPFHs increased during the 1990s. Provision then was
done by GPs and also by public hospitals that would be transformed into
autonomous hospitals (NHS Trusts). NHS Trusts were given quite a bit
of flexibility to allow them, for example, to seek private financing for
investments. However, in practice, personnel management was always
restricted throughout the reform.

Some analysts believe that internal market reforms were never fully
implemented in the United Kingdom due to many central government
restrictions in the model for both purchasers and providers. Similarly,
Maynard (1994) argued that there was an internal contradiction in the
reform policy illustrated by the lack of a clear development strategy for
the GPFHs, which were key elements in the new structure; weak defini-
tions of the price and contract rules; and absence of personnel manage-
ment authority for the NHS Trusts. He also suggested that although the
reform had potential and made more explicit to all actors in the system
that improvements in the allocation of resources were needed, the results
of the competition, as implemented in the UK reforms of the 1990s, were
much less clear than optimists had predicted at the outset. Transaction
costs within the system actually increased administrative costs.

Views regarding the performance and impact of the reforms vary
(Maynard 1994; OECD 1992; Robinson and Le Grand 1994; and World
Bank 1997). Robinson and Le Grand argue that the impact on efficiency
has been positive and that there probably were gains through the intro-
duction of GPFH. However, in the case of the NHS Trusts, the efficiency
gains were related to changes in process and not to the specific changes in
the trust system. Evidence suggests that the problems connected with the
1990s reforms were concentrated in four areas: high political and admin-
istrative costs of introducing the reform; some increasing inequities,
particularly between patients in the GPFH scheme and nonmembers; and 

(Box continues on the following page.)



that combination of missions has created incentives for the central au-
thority (either the NHS or social security) to focus on ensuring a stable
flow of revenue to their own providers rather than on the impact on the
population. Both NHS and SI usually have large networks of their own
providers: hospitals and outpatient centers. Thus, the separation of pur-
chaser and provider attempts to create within the system an agent capable
of concentrating on maximizing value for money, no matter who provides
a service. Without such an agent, the organization tends to focus more on
financing its own providers than on getting value for money. It is difficult
for an integrated agent to put pressure on its own providers, because any
financial difficulty of theirs would ultimately become its own responsibil-
ity. A potential problem with the purchaser-provider split is some loss of
cost control if control over budget execution is not tight enough.

Strengthening the purchaser-provider compact also entails imple-
menting provider-payment mechanisms, including contracting within
the public sector, contracting out with the private sector, and introducing
performance agreements. These mechanisms attempt a shift from
historically supply-side provider financing toward production-based
provider payments. In other words, they aim at linking payment of
providers with services currently delivered to the population instead of
basing current payments on past costs. 

Most health reforms in Latin America since 1990 have included some
or all elements of strengthening the purchaser-provider compact. The
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increasingly perverse incentives for NHS Trusts to increase production of
services.

Since 1998 with the election of a new Labour government, important
reforms have been introduced. The new government downplayed the
importance of competition in the NHS and significantly changed the pur-
chasing function, including the elimination of GPFH and its replacement
by GP groups (Primary Care Groups, PCGs) to replace the GPFH, in the-
ory eliminating some of the perverse incentives in the GPFH. Some
GPFHs became too small a risk pool and also received risk-selection
incentives. The main changes in 1998 included the introduction of guide-
lines and standards for health services based on data and cost-effectiveness;
new emphasis on quality through the PCGs and improvement of quality
standards for longer term contracts; and the implementation of a regula-
tion commission within the NHS (the Commission for Health Improve-
ments) to act as regulator and moderator in internal market problems.

Source: Adapted from Baeza and Cabezas 1998.
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most notable reforms include: the Brazilian reform of provider-payment
mechanisms in the late 1980s; the second generation of reforms in
FONASA in Chile in the 1990s; the Colombia insurance reform in the mid
1990s; and in the late 1990s, the Costa Rica Social Security reform, the
Peruvian Integrated Health Insurance Reform (SIS), the Nicaraguan Local
Integrated Health Care System (SILAIS) strengthening, the ASSE reforms
of the current introduction of Maternal and Child Insurance in Argentina,
and the Seguro Popular in Mexico. 

Reconverting Public and Social Security Providers

To reorganize public and social security providers in the region, two
nonmutually exclusive approaches have been taken: the introduction of
public hospital autonomy and direct community participation in
provider management and governance. 

Attempts to introduce hospital autonomy were most prevalent in the
reform of health service provisions in the LAC region during the 1990s.
Autonomy refers to the authority given to public providers (or social
security providers) for self-governance, including the management of
most production factors. This reform follows the concept of hospital
trusts set forth by the NHS reforms in the United Kingdom in the early
1990s. Although there is no single model in LAC, the reform attempted
to delegate to hospital management decision powers over the use of all
resources (physical, financial, personnel, development, and contract ne-
gotiation with purchasers). Most countries have attempted to introduce
some sort of autonomy for public hospitals, but few have succeeded.
Good case studies of the complexity of introducing public hospital
autonomy include Argentina, Uruguay, and Panama.

Argentina introduced public hospital autonomy in 1993. The regula-
tion called for provinces, which are responsible for delivering publicly
financed health services, to implement public hospital autonomy in their
systems. The proposal was broad and unspecific. Salta, Mendoza, Rio
Negro, and a few other provinces introduced differing degrees of hospital
autonomy. Few of these experiments survived. Contracting out hospital
management to the private sector for one hospital in Salta (Pérez 2002)
provides an interesting example as it has been successful in terms of
efficiency and consumer satisfaction, but the province has not yet been
able to replicate the model for other hospitals. Lack of flexibility in per-
sonnel management has hampered hospital autonomy not only in the
LAC region, but also in OECD countries (for example, the United King-
dom and New Zealand).

Uruguay began increasing public hospital autonomy in the late
1990s. Despite increased autonomy, particularly for the largest, most
complex hospitals, managerial autonomy is still restricted to a small part
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of resource management decisions. Flexibility in managing personnel
has been one of the most difficult changes to bring about.

The San Miguelito Hospital in Panama is a good case study of hospital
autonomy and also direct community participation in hospital gover-
nance. Under this pilot experiment, the Ministry of Health delegated
most decision rights to hospital management, even allowing a commu-
nity not-for-profit foundation to manage the hospital directly. Opinions
about the impact of this pilot on the population are mixed. Although the
government and congress were able to pass all required legislation for
this pilot, it encountered strong opposition, particularly from health
sector unions. These difficulties suggest that the pilot could not easily be
replicated and scaled up in Panama.

Other examples of direct community participation in provider gover-
nance and management include the CLAS pilot project with primary
health care centers in Peru, with promising results (Harding and
Alvarado 2005), and in Bolivia, the decentralization of oversight of pri-
mary health care centers decentralized to municipalities for the maternal
and child health insurance program (Lavadenz 2001). 

Introducing Competition for Mandatory Health Insurance
and Service Delivery

Many LAC countries included elements of public-private competition in
their health systems during the 1990s. The most significant issues aris-
ing from these changes, which continue to be hotly debated even outside
the LAC region, include demand-side subsidization of health insurance
for the poor and private sector participation and public-private compe-
tition in the delivery of mandatory social health insurance. Chile and
Colombia are the most pertinent examples of these reforms.

In a complete overhaul of its social security system in 1980, Chile
reformed its social health insurance system, introducing private-public
competition for mandatory health insurance. The reform allowed all
formal workers, independently of their incomes, to choose between pri-
vate health insurers (ISAPREs) and the public national health fund
(FONASA) for their mandatory coverage. The reform mandated,
however, that public subsidies would be given only to FONASA benefi-
ciaries, irrespective of the income and risk profiles of people opting for
ISAPREs. The reform greatly expanded both private health insurance
coverage and private delivery of health services. It also resulted in severe
segmentation of the risk pool with the high-income, low-risk affiliates
concentrated in the ISAPRE system and the low-income, high-risk
affiliates concentrated in FONASA. 

Much has been written worldwide about the lessons of the Chilean
reforms. Still, controversy swirls about the long-term impact of this
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segmentation on the poor and the determinants of such segmentation.
This experiment yielded three main lessons about the crucial importance
of strengthening regulatory capacity and shifting from traditional com-
mand and control to regulation and about the management of incentives
when introducing private sector participation; the key role of public
subsidies and risk-income equalization mechanisms to avoid segmenta-
tion and reduce or eliminate potentially negative effects on equity; and
the enormous technical, political, and regulatory challenges that arise in
developing countries attempting this type of reform.

In 1994, Colombia also introduced a radical reform of its SI for health
(as well as old age pensions). Colombia’s reforms followed along the lines
of the Chilean reform of the 1980s in allowing all citizens to choose from
among private health insurance administrators, including also the
National Social Security Institute. However, the Colombian reform intro-
duced more significant improvements than the Chilean reform of the
1980s. It introduced demand-side subsidization of insurance premiums
for the poor, thus reducing a key factor that led to market segmentation
by income in Chile. It also introduced an explicit BP and a risk-income
equalization fund, both significantly reducing (but not yet eliminating) the
incentives for risk-based market segmentation. These innovations are
being gradually introduced in Chile following the Colombian experience. 

The literature suggests that introducing private health insurance and
competition in the insurance market can bring important benefits
(Sheshinski and López-Calva 1998; Londoño and Frenk 1997) but also
warns of problems that can arise from such reforms. Problems such as
risk selection and “underservice” have been studied intensively (Arrow
1985; Laffont 1990; Milgrom and Roberts 1992; Hsiao 1994, 1995;
Rothschild and Stiglitz 1976).

In the debate about whether harnessing private health insurance
contributes to or impairs financial protection or health outcomes in LAC
countries, the question is: Can countries take advantage of the benefits of
health insurance competition but avoid the related efficiency and equity
problems? At the core of the answer to this question is the technical and
institutional issue of the feasibility of introducing specific financial, reg-
ulatory, and organizational reforms (for example, truncating the
risk pyramid by creating a virtual single pool for costly, infrequent
conditions; risk-adjustment mechanisms; risk-equalization and solidarity
funds; and other mechanisms) (Baeza and Cabezas 1998; Newhouse
1998). And can this be done at transaction costs that would not offset the
benefits of competition and privatization (Coase 1937; Williamson 1985)?
In a competing, multiple insurance market, can countries reduce—or elim-
inate—risk selection, segmentation, and equity problems?

A vast literature refers to the effectiveness and the feasibility of
implementing compensatory regulation, risk adjustment, and other
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mechanisms, most of it from OECD countries (Ellis et al. 1996; Ellis and
van de Ven 1999; Newhouse 1998; Newhouse, Buntin, and Chapman
1997; Weiner et al. 1996). Evidence shows that, even with the inclusion
of risk-equalization arrangements, the technical and institutional com-
plexity of managing risk-adjustment mechanisms is high and costly.
Even when some Latin American countries with coexisting organiza-
tional arrangements for risk pooling would benefit from some form of
risk-adjustment system, it still remains to be seen whether the organiza-
tional and institutional capacity in most countries in the region would
permit effective design and implementation of risk-adjustment mecha-
nisms. There are two key examples of the introduction of private sector
participation in mandatory risk pooling in the LAC region, Chile in
1985 (box 6.3) and Colombia in 1994.
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Box 6.3 Chile: The Challenge of Compensating for Market
Failure in Health Insurance Competition

In 1980, Chile implemented a radical reform of the health system along
with structural reforms in the old-age pension system (Gill, Packard, and
Yermo 2004). It divided financial administration in the public health sec-
tor between public providers and the MOH, creating the National Health
Fund (FONASA), financed by a combination of general taxation (for the
poor who are included in the pool) and a 7 percent payroll tax contribu-
tion from formal workers. Chile simultaneously allowed for the intro-
duction of private competing health insurance organizations (ISAPREs).
All workers and their families get to choose to contribute either to
FONASA or an ISAPRE. In contrast with FONASA, which charges all
members the same 7 percent payroll tax irrespective of risk, ISAPREs are
allowed to adjust the contribution and the BP to reflect the risk of the
principal and his or her family. Both organizational forms respond to dif-
ferent, opposing rationales. While FONASA is based on salary-related
contributions with no exclusions, ISAPREs in practice are based on risk-
related contributions. No regulatory agency, except for a very limited
oversight by MOH, was set up to regulate ISAPREs until 10 years after
their creation. Thus, for a long time, the stewardship function depended
only on hierarchical, command-and-control external incentives—which
proved ineffectual. As a result, ISAPREs grew from covering 2 percent of
the population in 1983 to 27 percent in 1996. 

Lack of regulation and weak stewardship resulted in a severe market
segmentation. The ISAPREs focused on the richest affiliates and risk-
selected the healthiest affiliates. The stewardship function did not begin
to work until the late 1990s, and a regulation to reduce risk selection was
introduced. All public subsidies to the poor and the high-risk population 

(Box continues on the following page.)
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are channeled through FONASA to help reduce market segmentation. In
the segmented market, although more than 9 percent of the population is
older than 60 years (usually the highest risk population group), ISAPREs
covered only about 3 percent of the over-60 population. At the same time,
almost all low-income workers are in FONASA. 

To correct this structural problem, Chile has begun an extensive re-
form of the health insurance system. Between 1999 and 2005, Chile in-
troduced a mandatory BP, financial incentives, and major changes in the
health insurance regulation—all in an attempt to correct these severe fail-
ures of health insurance competition.

Source: Adapted from WHO 2000.

Lessons and Challenges

So far, there is little evidence of the impact of health sector reforms on
health status, use of services, or financial protection in Latin America
and the Caribbean. However, evidence beginning to emerge suggests
some lessons from health system reform and efforts to improve financial
protection through universal risk pooling. These lessons are closely
interrelated:

• Fiscal sustainability is all important.
• Improvements are urgently needed in the performance-incentive

framework for public providers along with civil service reform to
increase provider autonomy in health personnel management. 

• Private sector participation needs to be expanded in the delivery of
publicly financed health services, as well as contributory risk pooling
under an effective regulatory framework. 

Reforms to improve fiscal sustainability and public provider per-
formance face three main challenges: covering the growing numbers of
informal sector workers; negotiating the political constraints on health
sector reform; and strengthening technical, regulatory, and institutional
capacity for complex and time-extensive reforms. Improving private sec-
tor participation also faces the challenge of technical and institutional
capacity, but its success is closely linked to fiscal sustainability and
changing the incentive framework for public providers. Under public
providers, we include all providers usually owned and managed by the
NHS and by social security organizations. The lessons and challenges
discussed in this section are valid for both.

Box 6.3 (continued)



The Lessons

The imperative of ensuring fiscal sustainability is a major lesson in LAC’s
experience with health sector reform. Fiscal sustainability has been an is-
sue not only for extending effective risk pooling, but also for sustaining
the substantial gains of the last two decades. Transitioning away from
payroll tax and toward increasing the share of health service financed
from general tax revenue will take a long time due to lagging tax-collec-
tion capacity and the complexity of pending tax reforms. During the
transition, worker participation in contributory risk pooling needs to be
expanded and efficiency increased in the delivery of publicly financed
health services. The LAC experience shows that changing the incentive
framework for public providers and improving private sector participa-
tion are the roots of efficiency gains. 

Improving the public provider incentive framework is essential for effi-
ciency gains. Current supply-side financing, based mostly on past budget
expenditures, sets perverse incentives within the public health sector.
Even worse, it virtually determines that public providers will capture
public subsidies and allows policy makers little or no flexibility for real-
locating resources to fit current and emerging epidemiological and fi-
nancial protection needs. This capture also makes it all but impossible
to contract out to private providers as needed, even when adequate pub-
lic financing and regulatory framework are available.

As discussed also in chapter 4, both improving the incentive framework
for public providers and improving private sector participation in health
care requires the strengthening of strategic purchasing, particularly by
introducing provider-payment mechanisms linked to the production of
services rather than to historical budgets. This new provider-payment
system is a prerequisite for a transition away from historical supply-side
financing toward demand-side, or at least production-based, payment
mechanisms for public providers. “Money should follow the patient”
seems to be the rationale behind all internal market reforms discussed in
this chapter. As envisioned in many of these reforms, a well-designed
financing system would send public providers the right price signals and
incentives to improve technical efficiency, increase productivity, and
improve responsiveness to consumers. However, a resounding lesson of
provider-payment reform in LAC is that public providers need flexibility
to manage all production factors. They have to be able to adapt their ser-
vice production functions and cost structures to the continuing evolution
of the price signals determined by the new payment mechanisms so that
they can compete among themselves and with private providers. 

The average public provider in LAC spends 60 percent or more of its
budgets on salaries, which makes human resources the prime production
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factor in health care delivery. Managers therefore need flexibility to
allocate, hire, and fire their employees. To be successful, provider-
payment reforms need to allow managers some autonomy to manage per-
sonnel as well as to solve other traditional public ownership constraints
on effective management. Experience during the last 15 years shows that
this change has not been easy. Labor market, medical labor market, and
labor regulation reforms within the public health sector are key for ef-
fective strategic purchasing, but mostly missing from health sector reform
agendas in the LAC region. Civil service reform lags notoriously behind
the innovative and dynamic health financing reform efforts and is an area
in which policy research and innovation are badly needed. 

This lack of flexibility largely explains concerns about the potential
fiscal impact of increasing public purchasing from private providers.
Again, Chile’s experience with FONASA and Colombia’s with the
Administradora de Régimen Subsidiado (ARS), as well as Brazil’s
apparently successful experience at the state level, deserve close exami-
nation. In the absence of incremental resources, shifting away from
supply-side historical financing for public providers, using part of the
budget to purchase from private providers, or forming other public
providers, might generate deficits for public providers that lose revenue
to their competitors. Even marginal deficits can unleash large disrup-
tions. This would occur if the facility managers remain subject to rigid
civil servant regulations for managing personnel that prevent them from
adjusting the cost structure dynamically when demand for services slack-
ens. Under such restrictions, deficits can occur. 

Who ends up covering the deficits? Most likely the treasury (ministry
of finance). Without flexibility to cut personnel or other costs to com-
pensate for reduced revenue from the public purchaser, the public
provider would have the same cost structure and would still have to pay
people who cannot be transferred, laid-off, or in some cases, not even
retrained. Lessons from Colombia’s and Chile’s experience in this regard
are extremely valuable. 

The initial provider-payment reforms and the increased selectivity of
public purchasers in LAC have assumed that: 

• Managers of public providers would receive and understand the
price signals in the new payment mechanisms 

• Managers would know how to respond and would act appropriately 
• Managers would have the flexible, legal, and administrative envi-

ronment allowing them to make the right changes 
• Political authorities and the government would deal with the polit-

ical problems associated with such flexibility. 

Lessons from reform efforts in the LAC region have challenged all of
these assumptions. 
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The Challenges

The growing share of informal sector employment in LAC poses a sig-
nificant challenge, not only to fiscal sustainability, but to the founda-
tions of social health insurance (see chapter 5).

There are formidable obstacles to improving the incentive framework
for public providers and expanding private sector participation. The
introduction of labor flexibility and performance payments is rarely sup-
ported by health sector unions, usually the largest and most powerful pub-
lic sector unions remaining after privatization of most public enterprises.
For their part, influential private sector actors often interpret improve-
ment of private sector participation as doing more of the same (much
more). Improving private participation does mean doing more, but it also
means enacting and enforcing effective regulations for private insurers and
private providers—rarely supported by owners of private sector
providers. Moreover, discussion of both issues is highly ideological and
politicized. Reformers, with rare exceptions, have found these two chal-
lenges difficult to surmount. Instead of telling people what they will gain,
reformers too often dwell on the technical and efficiency virtues of
proposed changes and fail to win buy-in and support. As a result, voters
frequently side with powerful public sector unions.

As evident from this report, health sector reforms in LAC are techni-
cally and institutionally demanding, and many of them are at the cutting
edge of worldwide technical knowledge. This, coupled with a possible
lack of in-country technical expertise and reform team continuity, poses
momentous challenges. To succeed, health sector reform needs to be
made a continuous national policy lasting from one administration to the
next. Continuity in reform policy and execution has proven essential.

Notes

1. See discussion below under Achieving Universal Coverage.
2. In 2005, the CFPGC covered only five services: treatment for cervix-

uterine cancer, acute lymphoblastic leukemia, HIV-drugs, and neonatal intensive
care for premature children with sepsis or hyaline membrane syndrome. However,
it is intended to gradually incorporate more diseases using as inclusion criteria
cost-effectiveness principles, social acceptability, as well as financial and infra-
structure constraints.

3. Virtual single pool in the sense that although multiple organizations would
coexist, all of them would be subject to the same rules regarding BP, portability,
means-tested demand-side public subsidization of beneficiaries’ premiums, mini-
mum size, and other operational details.
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 Beyond Survival: Protecting Households from Health Shocks in Latin America breaks 
new ground in the ongoing debate about health finance and financial protection from the 
costs of health care. The evidence and discussion support the need to consider financial 
protection, in addition to health status, as a policy objective when setting priorities for 
health systems.

 This book reviews the Latin American experience with health reform in the last 20 years 
and the fundamentals of health system financing, using new evidence to show the magnitude 
and mechanisms that determine the impoverishing effects of health events (diseases, 
accidents, and those of the life cycle). It provides options for policy makers on how 
to protect, and help households to protect themselves, against this impoverishment.

 The authors use empirical evidence from six case studies commissioned for this report, 
on Argentina, Chile, Colombia, Ecuador, Honduras, and Mexico. This book provides policy 
makers with a solid conceptual basis for decisions on the contents of mandatory health 
insurance benefit packages, choices of financing mechanisms, and the roles of public 
policy in this field. 

Beyond Survival provides an in-depth analysis of, and organizational alternatives for, 
risk pooling and heath insurance for financial protection. It analyzes the urgent need to 
extend risk pooling to the informal sector, the challenges for current social insurance 
arrangements, and options for policy makers to effectively extend risk pooling to the 
informal sector. 
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